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April, 1972. No fresh ijjue of tharrs « made for redemption of pre- 
fercnce iham. 25 16 

{Ci^ltal rfdanpilm reicrtf e^tovrt J{j. J,0O,COO) 
[Hist : S«n ImTttnest, ruine debtor* sniS trrtnte bsnk overdraft ] 

17. The summarised balance sfcett of rroper Ltd. on 3 lit December 
1960, was : 


Share capital : 

f-% Redeemable preference 

thareeofRj tOeach 10.00 000 
Ordiairjr share* of Ri. 10 each 20.00.000 


PiethoM pfpp eity R*. 28.00.000 

Other Asacli tS.0Q.COO 

CtimntaiKti 2^.00.000 

(lactodmx balances at btalcl 


Ccreral reserve 
Prohi and kni accaont 
Debenture* 
Current labJIitJc* 


30/10X00 

10 , 00.000 

IS.00.000 

3.00. 000 

12 . 00 . 000 


Rl. 73,00X00 


The directors decided to : </) repay the redeemtl4o preference 
shares of Rs. 10 each at par, (I!) repay debentures it a preicfein of 2^^ ; 
(ill) make a bonus issue to the ordirtary shareholders ofoceRs. 10 
share for every tuo Rl, 10 shares held in order to capitalise pan of the 
undistributed profits. 

The appropriate resolutions having been passed, the above transac- 
tions «ere duly completed. 

You are required to show : (d) the appropriate journal entries to 
record the iransactione in the books of the company : and (6) the balance 
sheet as it should appear after the completion of the transactions. 25 17 
(C.R.R. A/e : Ar. JOjOOfiOO ; Total e/B/S Bj. 59,^,000) 
•18. A company wants to redeem its lO.COO 6% preference shares of 
Rs. lOeach, Rs 8 called up at 1C% premium. The ledger accounts show 
the following balances : Rs. 

Share premium 2.C00 

Profit and loss 10.000 

The directors redeemed the shares by making minimum fresh Issue 
of equity shares of Rs* 10 each at i% premium. Give journal 

crfries. 25 18 

[CepUs! redemption reserre aeetmnx Rs. 6fi60 ; Fmh tisve Rt. 93J40) 


tHtels'l. Mile shsm fuHr paid up 

2. Airasne thsl nlnimnin fmh inue iiR*.x FiaiI o«l iSc value 
of X by Btlng (he foltowiog rquatioQ 


1. 10X00-11000+*+.^ 1 

•19 Resale Ltd, a retail trading company, decided that the value 
of its freehold properties should be used to proMde additional working 
capit’I. 

The siimirarised balance sleet of the corpt-y as on 31st March, 
1969 showed the follow trg ; 


ef45-130/l‘83) 



4-$2 Cttptet 2/Ainiteci AcecmUtaty 


Liabilities 

Rs. 

5,000 6% rcdcfinablc preference 


shares of Rs, 10 each 50,000 

8, COO Equity shares oi Rs. 10 each 80,000 
Share premium account 3,000 

Profit and loss account 69,000 

8% Debentures (secured on 

freehold properties) 70,000 

Creditors 35,000 


Assets 

Rs. 


Freehold properties, 
at cost 
Depreciation 


1,75,000 

35,000 


Furniture and equipment 
at cost 90,000 

Depreciation 30,000 


Stock 

Debtors 

Balance at bank 


Rs. 


1,40,000 


60,000 

30.000 

72.000 
5,000 


Rs. 3.07,000 


Rs. 3,07,000 


Note ; Depreciation cn the freehold properties has been provided at 2% per 
annum, on cost. 

The fcllowiiig action was taken: (1) The freehold properties 
were sold for Rs. 2,00,000 to an insurance company, who leased them 
back to Resale Ltd, for 21 years at ao annual rental of Rs. 15,000, Resale 
Ltd. continuing to be responsible for all repairs and insurance. (2) The 
8% debentures were discharged at par. (3) The 5,000 6% redeemable 
preference shares were redeemed at a premium of 10%. 

The directors estimate that, in addition to the effect of the above 
transactions, the increased working capital available will enable the com- 
pany to improve profits by Rs. 11,000 per annum. 

You are required: (a) to show the journal entries necessary to 
record the above transactions (including cash) in the company’s books, 
and (6) to calculate the effect on the future annual profits (before 
taxation) available for distribution to equity shareholders. 

(C.A. Inter., England, 1969 ; Modified) 

{Capital redemption reserve account Rs. 50y000 ; Increase in future annual 
profits available for distribution to equity shareholders Rs. 8,100) 


(Hlut ; Increase in profit ^ Rs. 

Depreciation no longer chargeable 3,500 

Debenture interest no longer payable 5,600 

Preference dividends no longer payable 3,000 

Improvements in profits 11,000 


23,100 

Less Annual tent payable 15,000 


Increase in future profits rj g^iooj 


r.j summarised balance ihect of Switch 

Ltd. showed the following position ; 1 
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fuu«<] thire cspitt] : R«. 

17^00 615^ rfde«m*ble i 

ihtres of Rt. 10 each folly 
r«l<! 1,75,000 

25.COO equity lharei of Ri 10 
each fully raltl 2,50.000 

Profli and loM accoual 95.000 

Sundry cred'tofi I9.M)0 

Bank o\crdrart 25.250 


Sundry tiiett 


Ra. 5.«2,I50 


Rs. 5,62.150 


The preference ihar« are redeemable at a premium of 5% on lit 
July 1971, and in orderto facilitate the redemption the follon-irg pro* 
cedure uai adopted ‘ (I) 10, OCO Equity ihartt «ere iitued at a pre* 
nifumof205^. (2) Rs. 1,50,000 9% Untecured Loan Slock, 1985/1995 
vai issued at 97. Both issues v, ere fully subscribed and tie preference 
shares uere redeemed on the due dale. 

You arc required to prepare • (u) the journal entries receisaryto 
record the above transactions (including cash), and (&) a balance sheet 
tho..inc the position after redemption. 

(C.A. later.* Eaglaad, 1971 ; Modified) 
(CarliaJ rtdmpthn resent cccomt Us. 7Sfi00 : Balance sheet 
wol Bs. 6;i!^S0) 
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Company Accounts— Debentures 


This d’nptcr deals ■with the acconnting treatnwait of another sonit* 
of raising finaLcc, the debentures, the hnt being shares. The ohaptet is 
divided into five parts : (f) theory ; (») issue of debentures ; (iiO provision 
for the redemption of debentures ; (iv) redemption of debentures ; (v) 
redemption of debentures by purchasing them at cum- or ex-interest price. 

^ ~ A— theory' 

Definition- The v.ord ‘debenture* is used to signify the acknow- 
ledgement of a debt, given under the seal of the company and contmning 
a contract for the repayment of the principal sum at a specified date and 
for the payment of interest (usually half-yearly) at a fixed rate per cent 
until the principal sum is repaid, and it may or may not give a cliMge on 
the assets of the company as security for the loan. The Companies Act 
defines debentures as “debenture includes debenture stock, bonds and any 
other securities of a company, whether constituting a charge on the assets 
of the company or not.” 

Purposes of issuing debentures. Debentures have got a definite and 
significant place in the financial plan of a company. A company Jias to 
tap this source of finance for its initial needs and also for its expansion 
and dcvclopmcut schemes. It invities the investing class to give money 
as loan instead of contributing it as a part of capital. Financing the plan 
by issuing debentures gives certainty of finance for a specific period and 
provides an opportunity, to trade on equity. 

Type of debentures. Debentures can be classified according to secu- 
rity, permanence, priority convertibility and records point of view. 

(1) Security point of view, (a) Naked debeniures arc those which 
arc not secured. Companies of very good standing arc able to issue 
debentures of this type. The arc not very common, (b) Mortgage De- 
bentures arc those debentures which arc secured cither on a particular 
asset called fixed charge or on the general assets of the company called 
Jloating charge. 

(2) Permanence point of view, (o) Redeemable debentures are 
those debentures^ whicli arc rcdeem.cd or the payment of which is made 
after a specified time. Debentures arc redeemable— (i) at the expiry of 
a specified period cither at par or at premium ; (//) by purchasing in 
the open market at any time at the price prevailing in the market ; (Hi) by 
annual drawings, (b) Irredeemable debentures. In this c.ase the issuing 
company does not fix any date by which they should be redeemed and the 
holders of such debentures cannot demand payment from the company 
so long a.s it is a going concern. Usually such debentures are repayable 
after a long period of time or on winding up of the company. 
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(3) Priority polo! of view, (a) /7«r i^rftfnrurrj are ihojc which are 
repaid before other debentures are paid out. (i) 5efw»</<ft'Vnri/fr/ arc those 
which arc paid after the pajment to the first debcnlureholden is made. 

(4) Cairertibnity psiat of flew (a) Convertible debentures, the 
holders of which arc given the fplion lo convert the dcbeniure fully or 
partly into equity shares after a specified time. In recent years Telco, 
Reliance and Metal Box have issued such debentures and they have be* 
come popular with investors. Koo*con>enible debentures, the holders 
of which have no right to convert them into equity shares. 

(5) Records point of view, {o^jketet dtbtniurtt are ihare which arc 
transferred by mere delivery and the company does not keep any record of 
dcbcnturcholdcrs’ names and addresses. Payment of interest is made on 
produCTion of coupons attached with the debentures. (*) ficffsteted tfefrn- 
tures arc those which are transferable only by transfer deed. Names, 
addresses, particulars of the debentures possessed by them arc entered in 
the register. Interest is paid to one whose name appears in the register, 

DilTcrtBces belwecQ debeetBreboIdrr tad shareholder. (/) Debenture* 
holder is a loan creditor while a shareholder is one of the proprietors of 
the company. (//■) rcbenturcholdcr gets interest on the amount lent by him 
while the shareholder gels dividend out of profit. •///) Debenture interest 

must be paid vvhether or not there are profits while the dividend is paid 
only vvhen there are profits Thus, the former is a charge against profits 
and the latter an “appropriation of pro.fits.** (iy) The amount of debentures 
is paid back as per the terms of redemption while the amount of the share 
cannot be paid back without legal formilities r) In case of winding up, 
the amount of the dcbentureholders, being outsiders, is paid first. If some 
amount is left (hen it is returned to the shareholders (u’y Debenium can 
be issued on any condition but shares at discount can be issued only on 
the completion of certain legal formalities. 

DirTrrtnees be<*eea debentore and debrniore stock. (1) Debenture 
need not be fully paid : debenture stock must always be fully paid up (ll) 

Debentures are transferable only in their entirety while debenture stock is 
transferable In fractions. t//n Debentures have identity in terms of num- 
bers assigned to them There is no such identity for debenture stock. 

'nrec stages of debtf rare There are three stages of accounting for 
debentures : (/) when debentures are issued 'lit when fronsicn for Us re- 
demption Is made ; and (III) when ultimately debentures are redeemed. A 

detailed study of each stage is made in the following oaces. 

^ ^IjirissOrOF’ DEBENTURES 

Issue of debenture ir- V ■— ""‘‘W • m 

consideration point of view ■* 

•edemption point of view. . • • 

(I) Ff*m coasIderarioB po/oiof view. From consideration point of 

• >„ • • . .1 , «'-«•- </,« frtr const* 

■s colU* 

. ^ . ■ ■ . V ■ 

' ' .-.L issued for cash. 


Credit Debenture account 
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Debentures for cash may be issued at par, at discount, or at pre- 
mhim. This has been discussed under the heading “from price point of 
view" on page 4‘87. 

(b) For consideration other than cash. . Sometimes a company pur- 
chases assets from the vendor and issues debentures in payment of pur- 
chase consideration. This is called issue of debentures for consideration 
other than cash. Journal entries for recording the transaction.s are . 

(0 Debit Assets account 

Credit Vendor account 
(Entry for the purchase of sundry assets) 

(f/) Debit Vendor account 

Credit Debenture account 
(Entry for the issue of debenture) 

Debentures issued to the vendor for consideration other than cash 
can again be issued at par, at premium, or at discount. Illustration on 
pages 87-89 show the working. 

(c) As collateral security. This is the third type of consideration 
for which company issues debentures. Issue of debentures as a collateral 
security means issue of debentures as a subsidiary or secondary security, 
that is, a security in addition to the principal security. Secondary security 
is to be realised only when the principal security fails to pay the amount 
of loan. Debentures issued as a collateral security can be dealt with in 
two ways in the books : 

(i) First method. No entry is made in the books. On the liability 
side of the balance sheet below the item of loan a note to the fact that it 
has been secured by the issue of debentures is appended. This is shown 
in the balance sheet as follows ; 


BALANCE SHEET 

Debentures : Rs. 

5,000 debentures of Rs. 100 each at par 5,00,000 

Loan from bankers (collaterally secured by the 

issue of Rs. 50,000 debentures) 8,000 

{ii) Second method. Sometimes issue of debentures as collatera 
security is recorded by making a journal entry as follows : 

Debenture suspense account Dr. (This appears on the assets side) 

To Debenture account (This appears on the liabilities side 

BALANCE SHEET {Exlract} 


Copitat end Ucblliiles 
Debealurts ; 

3,100 debentures of Ri. 100 
eich *». par 
Lota fron bsnker* : 


Rs, 


5,10,000 

8,000 


Property and Assets 

Dwnlurc suspense account tO.OOC 
(DebMiures issued as collateral 
stcoTity for loan as per contra) 
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(2) From price pofst of view. From price point of view debentom 
cao be tttued in three wa^i : (a) at par : (6) atdijcoont, and at (c) 
premium. 

Debenture is said to have been issued at par«benthe amount 
colleacd for it is equal to the nominal value of the de^olure ; for exam* 
pie, the issue of Rs. 100 debenture for R$ 100. Debenture is said to have 
been issued at discount when the amount cotleeted for it is tm Ilian its 
nominal value ; for example, issue of Rs. 100 debenture for Rs. 95 (Rs. 5 
is the discount which is a toss to the company). And debenture is said 
to have been itsed at premium when the price charged is more than its 
nominal value ; for example, the issue of Rs. 100 debenture for Ri. 105 
(R<. 5 is premium vthich is a gain to the company). Entries in aU the 
three cases are as follotvs : 


(0 

(10 

m 


Whe.n Debenture is issued at par : 


Bank account 

Dr. 

100 


To Debenture account 



100 

When debenture is issued at discount : 




Bank account 

Dr. 

95 


Discount account 

Dr. 

5 


To Debenture account 



100 

When debenture is issued at premium : 




Bank account 

Dr. 

105 


To Debenture account 



100 

To Premium on debenture account 



5 


Illsstrarioo 35. (For eoaslderatloa other tbae cash) 

The Prombing Compan) Ltd took over assets of Rs 3,50,000 and 
liabilities of Rs. 30.000 ofOoneby Company for the purchase considera* 
tion of Rs. 3,30,000. The Prombing Company Ltd paid the purchase 
consideration by issuing debentures ofRs. lOO each at 10% premium. 
Give journal entries in the books of the Promising Company Ltd. 


JOURNAL OF PROMISINO COMPANY LTD 


Date 

Sundry Assets 

Goodwill 1 

To Liabilities 

To Ooneby Company 

(Beiec purchase of asseii and llablbtics of the 
Gotuby Compasyl 

Dr 

Dr. 

Ri. 

340.000 

10.00C 


Ooneby Compaay 

To Debenturei (2) 

To Premium on 'ssoe of debentoret 
(Beittx ittue of debenlores ai lOT, premiums 

Ur. 

3.50,000 


Rs. 


30.000 

3,>3.0Ci0 


j.oo.noo 

jo.cwo 


TatorUI Notes 

( I ) Diffenuct benreeo the debit ifld credit ude of ibe entry hat been pvt to rood* 
will iccOBBt. If the ditTercoce were oa the credit tide of th« jotir^ cacry. the 
amouat woutd hate beta credited o the capital teserre wcoubL 
(2) The tiaouBt of debenture has been caktUated it followt : 

V For makiDi payment of Rt. 1 lOi, company bat to luae I Debentore 

For mailm paymest of Rs. 5^,000 company hu to tuue 1/llOxRi. J>3.C00 
vJ.OOOOebmtoreiof JU. ICO each, f.e.,*fU, 3.00,0X1. 
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Ulustration 36. (For consideration other than cash) 

A company purchased assets of Rs. 3, 50, COO and took over liabilities 
of Rs. 30,000. It agreed to pay the purchase price Rs. 3,35,000 by issuing 
debentures of Rs. 100 each at a premium of 10%. The debentures of the 
same company are quoted in the market at Rs. 1 30. 

You are required to give journal entries for recording the transac- 
tions in the books of the purchasing company. 

Solution ; 

JOURNAL OF THE PURCHASING COMPANY 


Date 


Sundry assets account Dr. 

Goodwill account Dr. 

To Vendor account 
To Sundry liabilities account 
(Being the take over ol the business of the vendor 

company) 

Vendor account Dr. 

To Debenture account 
To Premium on debenture account 
To Cash account 

{Being paj-ment of purchase consideration by 
issuing debentures at 10% premium) 


Rs. 

3,50.000 

15,009 


Rs. 


13,35.009 (0 
30,000 


3;35,009 


3,04.500 


Tutorial Notes 

U>be discharged by issue of debentures of 
Rs. 1(W each at a premium of 10#%. In order to calculate the number of debentures 

which works out to 

J045-4S45 detKntures, As fractional debentures cannot be is^cd, the company can 
^ debenture of 0'45, payment has to 

be made m cash. All payments m lieu of fractional shares or dei^cntufcs have to 

paid at market price and not to be based on paid up value. Althouch the avrcpd 
purchase price is Rs. 3,35,000 (he real purchW pri?e is much Are K 
the vendor company can sell the debentures at Rs. 130 each. Thcrcfme for 
Mlculaiing the value of fractional debenture, market price must be the basis 
Applying that cash to be paid works out to Rs. 59, 0.e.o.4SxRs 130) So thr 
purchase consideration would be \ uu;. ao the 


3045 debentures at Rs, i lO each 

Cash payment in lieu of fractional debenture 


3,34.950 

59 


Total a as fYi 

Alternatively the purchase consideration may be taken as Rs a 

case the first entry will be 7 oc laKcn as KS, 3,35,000 in whjch 

V,„ao,„c.„„, Rr.3,3S.OOO 

Goodwill account „ 

Rs. 9 


To Debenture account 
>, Debenture premium account 
I. Cash account 


3,04,500 

30,450 

59 


niostralion 37. (For considcrafion other than cash) 

c H it,s. J, 60,000. The company issued 
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debentures at 10% discount in full satisfaction of the purchase price. Gi>e 
journal entries in the books of tfce purchasing company. 

SoIotioQ ; 

JOURNAL OF THE PURaiAStNO COMPANY 



TutorUl Noln Ttie cumber of debenturtt has been calculated tt follows: 


^ xRi, J,60.000a 4,000 DebcAtuTCS of Rs. JOOrich ti 10% di'-count, l.t , 
Debentura t/eorRs.4,00.CL0aQd Discount it 10% of Rs 4,00.000, / / , Rs. 
40,000. 

(3) From “condliloBs of redcinpHoft” point of slew. When deten* 
tures are issued with specific conditions at uhich redemption v>]l| be trade, 
then the following yfre cases ore possible : 


Case So. 

Conditions of Issvf 

Conditions of redem/^Uon 

(a) 

issued at par 

redeemable at par 

(b) 

issued at discount 

redeemable at par 

(c) 

issued at premium 

redeemable at par 

(d) 

Issued at par 

redeemable cl premium 

(0 

issued at discount 

redcctnable at premium 


It may be noted (hat in the above five cases debentures arc redeem- 
able either at par or at premium This situation is possible orly wIen 
the corditions of redemption arc laid down in advance. Sonieiimcs the 
company redeems its deter.turcs by purchasing them in the epen market 
In such a case it is normally seei that the company purchases them «i 
below p.ir value, thus making profit on redemption. This is sometimes 
described as redemption of debentures at discount. 

Journal entries for issue in the several cases arc as follows . 

When issued at par and redeemable at par 
(a) Debit Hank account 

Credit Debenture account 
When issued at discount and redeemable at par 
(h) Debit Dank account 
Debit Discount account 

Credit Debenture account 
When issued at premium and redeemable at par 
(e) Debit B.ir.k account 

Credit Debenture account 

Credit Premium on usue of debenture account 
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When issued flt par and redeemable at preminm 

(d) Debit Bank account 

Debit Loss on issue of debentures account 
Credit Debenture accouut 

Credit Premium on redemption of debenture account (P) 

When issued at discount and redeemable at premium 

(e) Debit Bank account 

Debit Discount account 

Debit Loss on issue of debentures account 
Credit Debenture account 

Credit Premium on redemption of debenture account (P) 
Note. Alternatively both discount and premium payable on redemption may 
be debited to loss on issue of debentures account in which case the entry-will be : 

Debit Bank account 

Debit Loss on issue of debentures account 
Credit Debenture account 

Credit Premium on redemption of debenture account (P) 

It should be carefully noted that "premium on redemption of deben- 
ture account” is a personal accouut because there is a liability on the part 
of the company to pay the debcntureholders at a premium. This appears 
in the balance sheet on the liability side until repayment is made. Sipce 
the company promises to pay more at the time of redemption, therefore, 
there is a loss of the equal amount which is debited under the heading 
“I..OSS on issue of debentures account”. This loss on issue of debentures 
account is written off gradually every year during the life of debentures. 
The unwritten off portion appears in the balance sheet on the assets side 
under the heading ‘miscellaneous expenditure’. 

usfrotion 38. 

A company issued Rs. 1,00,000 7J% Debentures at par redeemable 
V 5% premium after 10 years. Pass the necessary journal entry to record 
the transaction. 

Solution ; 


Rs. 

1,00,000 

5,000 


Rs. 


Bank account Dr. 

Loss on issue of debentures account Dr. 

To Debenture account j qq qqq 

To premium on redemption of debenture account ' 5 ’coo 

utorUl Notes Lo«on|«ucof debentures account will appear on the assets sid- 
rrem.um on rtdempiion w,I appear on the liabilities side of the balance sheet year 
after year, during the period debentures remain alive At the time of ^ r 

lllttstnitlon 39. 

A company issued Rs. 1.00 000 7 . 

deem tbh after 10 years at a 5% premiu.^ P^ss jo'unnal 



Solution : 
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Rs. 

Rs. 

Bank account D^ 

Loss on issue of debentures account Dr. 

95,roo 

lO.CCO 


To Debeuture account 

To Premium on redemption 

i.co.ocb 


of debenture account 


5,CC0 


Loss on issne of debentures account represents the loss on account 
or discount at the time of issue of debentures and loss on account of pro 
raise to pay debentures at premium at the time of their redemption. 
Dibentofe Discount 

When debentures are issued at discount, it is prudent to write oflT the 
loss during the life of debentures. When the directors of the company 
decide to write it off, it can be done in two ways ; 

First method. Under this method the total discount is spread over 
the life of debentures equally. Thus, if dedratures are issued for 15 years, 
the total discount is divided by 15 and the amount so arriied at Is taken 
to the profit and loss account eve^year for 15 years. This method is suit* 
able only in one respect, that is, it spreads the burden of discount equally 
over the years. Thus it is good only when debentures are redeemed at the 
expiry' of the period. 

Second method. If the debentures arc redeemed every year by setting 
a notice* and by d'wvlng a hi*, the first method fads in asmuch as the bur- 
den of discount is not in the proportion of benefit received oit of mopey 
collected by issuing debentures. Under these circumstances the second 
method is adopted. Under this method the discount is written oiT in the 
proportion of debenture debt outstanding during the year. 

IlJosfratioo 40. 

ALld. issues Rs. 1,00,000 debeaturts on 1st Jiuuao'. 1974 at a 
discouut of 10% repayable in annual drawings of Rs. 20,000 commencing 
on 1st December, 1974. The company’s financial year ends on 3ht 
December. Show the account to be charged to profit and loss account for 
five years. 

Solutioa : 

First method. If the amount i$ to be written off equally every year 
then Rs. 2,000 (Rs. 10,000^5 years) will be transferred to profit and loss 
account every year. 

Seeon'l methoi. If the amount is to be written off propsttionatcly, it 
'will be decided as follows : 


Year Amount used 

1 1,00,000 

2 go, COO 

3 60,0C-O 

4 40.000 

5 20,000 


Ratio Amount 

5 5/15x10.000^3.333 

4 4/15x10, 000=2,607 

3 3/15xl0.CCC=»2.0C0 

2 2/i5x10,GC0-=1,333 

1 1/15x10,000= 667 

15 Rs. lO.CCO 


* These fenns have bees captained io Page 4.100. 
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When issued at par and redeemable at premium 

(d) Debit Bank account 

Debit Loss on issue of debentures account 
Cretf// Debenture account 

Credit Premium on redemption of debenture account (P) 
When issued at discount and redeemable at premium 
(c) Debit Bank account 
Debit Discount account 
Debit Loss on issue of debentures account 
Credit Debenture account 

Credit Premium on redemption of debenture account (P) 

Note. AUcrnativcty both discount and premium payable on redemption may 
be debited to loss on issue of debentures account in which case the entry ■will be : 

Debit Bank account 

Debit Loss on issue of debentures account 
Credit Debenture account 

Credit Premium on redemption of debenture account (P) 

It should be carefully noted that “premium on redemption of deben- 
ture account” is a personal account because there is a liability on the part 
of the compiny to pay the debentureholdcrs at a premium. This appears 
in the balance sheet on the liability side until repayment is made. Since 
the company promises to pay more at the time of redemption, therefore, 
there is a loss of the equal amount which is debited under the heading 
“IvOss on issue of debentures account”. This loss on issue of debentures 
account is written off gradually every year during the life of debentures. 
The unwritten off portion appears in the balance sheet on the assets side 
under the heading ‘miscellaneous expenditure’. 

Hostration 38. 

A company issued Rs. 1,00,000 7J% Debentures at par redeemable 
at 5% premium after 10 years. Pass the necessary journal entry to record 
the transaction. 

Solution ; 


Rs. 

1,00,000 

5,000 


Rs. 


1,00,000 
5.C00 


Bank account Dr. 

Loss on issue of debentures account Dr. 

To Debenture account 

To premium on redemption of debenture account ^ 

TBtOTklNotesLouoni«ueof deben.urcs account will appear on the assets Td" 
rrmmm on TtdcmpUonw,Il appear on the liabilities side of the balance sheet vca7 
arv« year, dur.nE the period debeniurt* remain alive. At the time of redem^onTf 

S'pXi ■’ "■ ■‘'‘"'"'"“•w'- «»."> »ho,T Z, 

lllostratlon 39. 


A company issued Rs. 1.00,000 7»V 
dttmiblt after 10 yrarj at a 5% premium. 


dc^nturesat 5% discount 
Pass journal entries. 


re- 
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Solutioa ; 

Rs. Es. 

Eank account Dr. 95, COO 

Loss on issue of debentures account Dr. 10,CC0 

To Debeuture account l.CO.OCO 

To Premium on redemption 

of debenture account 5,CC0 

Loss on issue of debentures accouut represents the loss on account 
of discount at the time ofisme of debentures and loss on account of pro- 
mise to pay debentures at premium at the time of their redemption. 
Dibentnfe Discount 

When debentures are issued at discount, it is prudent to write offlhe 
lossdufjngthclifeofdebenturcs. When the directors of the company 
decide to write it off, it can be done in two ways : 

First method. Under this method the total discount is spread over 
the life of debentures equally. Thus, if dedmtures are issued for 15 years, 
the total discount is divided by 15 and the amount so arrived at is taken 
to the profit and loss account every year for 1 5 j cars. This method is suit- 
able only in one respect, that is, it spreads the burden of discount equally 
over the years. Thus it is good only when debentures are redeemed at the 
expiry of the period. 

Second method. If the debentures are redeemed ev cry year by serv!n$ 
a notice* and by d'awhg a ht*, the first metliod fads in asmuch as the bur- 
den of discount Is not in the proporiio'i of benefit received out of money 
collected by issuing denatures. Under these clrcumsiarres the record 
method is adopted. Under this method the discount is written off in the 
proportion of debenture debt outsunding during tbe year, 
lllnslralion 40. 

X Ltd. issues Rs. 1,00,000 debeatures on Jst Jauuaty, 1974 at a 
discouut of 10% repayable in annual drawings of Rs. 20,000 commencing 
on 1st December, 1974. The company’s financial jeer ends on 31st 
December. Show the account to be charged to profit and loss account for 
five years. 

Solutioa : 

First method. If the amount is to be written off equally every year 
then Rs. 2,000 (Rs. 10 , 000-r5 years) will be transferred to profit and loss 
account every year. 

Second method. If the amount is to be writlea off proportionately, it 
' will be decided as follows : 

Year Amount used Eailo Amount 

1 1,00,000 5 5/I5x10,CC'0*.3,333 

2 80,000 4 4/15x10.000*2.607 

3 60,000 3 3,'l 5 x10.000*2,000 

4 40,000 2 7/f5x 10,000*1.333 

5 20,000 1 1/15x10,000* 667 

J5 Rs. lO.CCO 


• These lermi have been explained In Page 4.100. 
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Illastration 41. (When amount is written off proportionately) 

A company issued debentures of Rs. 60,000 on 1st April, 

These debentures are repayable in three equal instalments of Rs. 20,000 
each on 3 1 St March every year. Calculate the amount of discount to be 
written off each year when the total discount on issue is Rs. 3,000. The 
financial year of the company ends on 31st December every year. 


Year 

jjMQIQII 

Month for which 
amount used 

Total amount 
{Product of 
2x3) 

Ratio 

1 

2 

3 

4 

5 

1st year 

60,000 

9 (from April to 31st Dec.) 

5.40,000 

54 or 9=9/24 

2nd year 

60,000 

40,000 

3 (from January to March) 

9 (from April to 31st Dec.) 

1,80,000, 

3,60,000^ 

54ot9=9/Z4 

3rd year 

40.000 

3 (from January to March) 

1,20,000, 

1,80,000* 

30 or 5=5/24 


20.000 

9 (from April to 3lst Doc ) 

4th year 

2o;ooo 

3 (from January to March) 

60,000 

6 or 1=1/24 


Discount to be written off is determined as follows : 


Year 1 9/24 xRs. 3,000=1,12.': 

2 9/24xRs. 3,000=1,125 

3 5/24 xRs. 3,000= 625 

4 1/24XRS. 3,000= 125 


Rs. 3,000 


Interest on debentures 

Interest on debentures is a charge against profit of the company 
and is normally payable six monthly. The company is bound to deduct 
income tax on the interest before making the final payment of the 
amount. Book keeping entries for recording the transactions arc as under : 

(i) Entry for interest due : 

Debit Debenture interest account (with the gross amount of interest 
Credit Income tax account (with the amount of income tax 
Credit Debenture-holders account (with the amount to be paW 

(tp F^^-for 

Debit Debenture-holders account 
Credit Bank account 

The gross amount debited to deh/»nfi.r» i 
red to the profit and loss account at the end of the transfer- 

tax account is shown in the balance sheet is income- 
tax is paid bj-lhc company to the Government income- 

cash amount is credited. ^^>^crnment this account is debited and 
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^ Debefitore lotertst in trial balance. The treatment of debenture 
mterest m the final accounts should also be very carefully undmfood. 
l>oine^es the trial balance shows debenture interest /*ci/d less ta* at a 
spwjfied rate. For example, if trial balance shons “half year's debenture 
uitwest Jess tax at 42% Rs. 1,450“ then in the above circumstances, the 
profit and loss account will be debited with the gross figure of Rs. 2,500 

-58 XRs, 1,450^ aidRs. 1,050 / (r., ^ xRs. 2.500^ will be 

shown in the balance sheet as liability under the heading income-tax pay- 
able account. ^ 


C-PROVISION FOR REDEMPTION OF DEBENTURES 


It is always prudent for a company to save money for redeeming 
debentures on the due date. In the absence of such a provision it becomes 
difficult for the company to find lumpsum to repay the debt. This 
can be done by adopting any of the two methods explained below : 

Siakiag fund method. Under this method the amount is invested 
in first class securities which when allowed to accumulate with compound 
interest produce the amount required to redeem the debentures on the 
due date. This method of providing fbr funds is also called debenture 
redemption fund method. The sinking fund method for redeeming a loan 
is different from sinking fund method for replacing an asset* in the follow- 
ing ways : 

1. Sinking fund created for replacing an asset is in the nature of 
accumulated depreciation, while sinking fund created for repaying loan 
is in the nature of accumulated profits It is for this reason that sinking 
fund’s balance (after the redemption of loan) is transferred to general 
reserve, while that for an asset is transferred to asset account. 

2. Annual instalment set aside for the replacement of on asset is 
a charge and is debited to profit and loss account, while that for the 
redemption of a loan is an appropriation and is debited to profit and loss 
appropriation account. 

Accounting entries for making the provision for the redemption 
of debentures are as follows : 

First year on 3Isi December j 

1. Debit Profit and loss appropriation account 

, Credit Sinking fund account 

(Fot setting aside the amount which is calculated after consulting 
the sinking fund tabic) 

2. Debit Sinking fund inves ment account 

Credit Bank account 

(For investing the amount set aside.) 

•Gupta, RL. ; Advance Aceounianey— Theory, Mnhod and AppUeaihn^o\. I, 
Ch- L ' s.. 

t Or on any date when the accoaniing year etoscs. 
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Second and subsequeni years 

1, i?cW/ Bank account 

Credit Interest on sinking fund investments account 

(For receiving interest on the investment made in the past year/ 

years.) 

2. Debit Interest on sinking fund investments account 

Credit Sinking fund account 
(For transferring interest account to sinking fund.) 

Alternatively ; 

Debit Bank account 

Credit Sinking fund account 

(For the amount of interest on sinking fund investment received 
and transferred to sinking fund account.) 

This entry has been done by combining the two journal entries. 

3. Debit Profit and loss appropriation account 

Credit Sinking fund account 

(For setting aside the amount calculated by consulting the sinking 
fund table.) 

4, Debit Sinking fund investments account 

Credit Bank account 

(For investing the amount set aside and the amount of interest 
received.) 

.. Last Year : 


1. Debit Bank account 

Credit Sinking fund interest account 
(For the receipt of interest on sinking fund investment.) 


2. Debit Profit and loss appropriation account 

Credit Sinking fund account 
(For setting aside the amount.) 

3. Debit Sinking fund interest account 

Credit Sinking fund account 
(For trahsferring interest to sinking fund.) 


It may be noted that in the final year the amount appropriated from 
(he profits of the company and the amount received as interest on sinkinn 
fund investment are not invested as the amount would be needed on the 
following day for the redemption of dchenturc. It will be helpful for 
students to note that in the first scar of provision only two journal entries 
in the second and all .subsequent years /our journal entries and in the 

final year only three journal entries arc made. 


inoslratlcn 42. 


that thej-shouW be p^^^ 
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set aside for the redemption of debenture is invested in 5% Government 
wcuritics. Tlic sinking fund fabJc shows that 0 31720856 at 5% compound 
interest in three years will become Re. I. Yoa are required to give 
journal entries and open ledger accounts for recording the transactions 
for three years. 

Solution : 

Books of the Company 
JOUANAL ENTAIES 


First year 
'an. 1 


First year 
Dec. 31 

Dec. 31 


Second year 
Dec. 31 


Bank account Dr. 

Loss on issue account Dr. 

To 6% debenture account 
To Fremium on redemption account 
(Being entry for the issue of debrnture ) 


rroni ana loss appropnition account ur. > 
To Debenture sinking fund account I 
(Being tranifer of profit to debenture sinking 
fund for Ihe ledemption of deb^turc) 
Debenture Slaking fund mvcsiment 

account Dr. 

To Bank account 

(Being ins-e^iffent of the amount set a<ide) 
uanK account ' 

To Debenture sinking fund account 
(Bein^ interest on debenture sinking fund 


AS. 

6 , 00,000 

60,000 


2.09.357 65 


2,09.357 65 
10,467 8S 


Ra. 


6 , 00,000 

60,000 


2,09,357 65 


2.09,357 65 
10,467 88 


D«e.31 


2.09,35765 


Dec. 31 

Third year 
Dec. 31 


To Bank account 

(Being fnvestmeot of amount appropriated 


2.19,825-53 

2J.<59-16 


Dec. 31 


■ • • • *2.09.357 66* 

(Being amount approp riated out ofpro Ctsl I 
No invcstrneai will be made as this is the I 
last year of provision ( 


2.09457 66 


Ledger Accoimta 

DEBENTURE SINKING FUND ACCOUNT 


Ist year 

Dec. 3t To Balance c/d 


lit yeai 

Dec. 31 By P. A L. nppropria-^ 

tioa a/c 2,09,357-65 


•In the last year the amount has been increased by one paisa only la order 
to make up the difference created from adjustment of figures of interest to the 
peamt paisa. 
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2nd year , , 

D«c. 31 To Balance c/d 4^9,t83'18 


Rs. 4,29,183-18 

cstaasssse 

3rd year , . 

Da. 31 To Balance c/d 6,60,00000 


Rs. 6,60.000-00 


2nd year 
Jan.l 
Dec. 31 
Dec. 31 


3rd year 
Jan. 1 
Dec. 31 
Doc.31 


By Balance b/d 

By Bank (interest) 10,467-88 
By P. & L. appropria- 
tion a/c 2,09,357 65 

Rs. 4,29,183T8 

By Balance b/d 4,29,183-18 
By Bank (interest) 21,459-16 
By P. & L. appropria- . ^ „ 
tion a/c 2,09,357-66 

Rs. 6,60,000 00 


DEBENTURE SINKING FUND INVESTMENT ACCOUNT 


1st j-car 
Dec. 31 

To Bank 

Rs. 

2,09,357-65 

Jstyear 

Dec. 31 By Balance b/d 

Rs. 

2,09»357'65 

2nd year 
Jan. 1 
Dk. 31 

To Balance b/d 
To Bank 

2.09.357-65 

2,19,825-53 

2od year 

Dec, 31 By Balance c/d 

4,29.183-18 

3rd year 
Jan. I 

To Balance b/d 

Rs. 4,29,183-18 

e9e>as-0es 

4,29,183-18 


Rs. 4,29.183-18 



TUTORIAL NOTES 



(1) Although the sinking fund balance stands at Rs. 6,60,000, the 
balance in the investment account is far less than the value of debentures 
to be redeemed. This is bcc.iuse the interest and appropriation for the 
last year arc not inverted in view of the impending redemption. However, 
the amount available at the end of the 3rd year will be as follows ; 

Rs. 

Amount available from investments 4,29,183-18 

Inlcrcst received for the 3rd year 21,459-16 

Annual appropriation set aside for the 3rd year 2,09,357-66 


6,60,000-00 


(2) Annual appropriation is arrived at as follows ; 

For obtaining Re. 1 at the end of 3 yeans, the amount to be invested 
at 5% compound intcrest=Rs. 0-31,720,856 

For obtaining Rs. 6,60,000 = 6,60,000 x 0-31720856 

=.2,09,357-65 

(3) In the above example the exact amount set aside has been 

invested while, in practice, it may happen that the amount may be invested 
in the .securities which may be available in the multiple of Rs. 5 or Rs. 10 
orRs. 100 ._ In case, the question states that the amount is invested in 
the securities of Rs^ 100 each, then any amount which is not making 
multiple ofRs. 100 either will not be invested or vill he invested by odd- 
inc a little more to that amnimt i n in meit-r. n n.. f#v% 
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In such circnmstances, if will be seen that (he balance of staking fund 
investment account and sinking fund account will not exactly by the same. 

Non-cumulatire sinking fund. A noa*can}uIative sinking fund diETers 
from the cumulative type of sinking fund only in one respect : in non- 
cumulative sinking fund, interest received on sinking fund investment is 
not reinvested, nor is it transferred to sinking fund. Interest on sinking 
fund investment is treated as a simple profit and is kept in the business 
without earmarking its use and (he amount is transferred to profit and 
loss account. Nevertheless, a careful study of the two types of funds will 
reveal that there is no basic difTereoce tetween the two me^ods. In a 
non-cumulative type of fund, the appropriation from the profits is more 
but the excess burden on the profits is corrected by the transfer of interest 
on the investment to profit and loss account. While in the case of a 
cumulative type of sinking fund method, the appropriation from the profit 
is less, but t^t amount is made up by editing to sinking fund the amount 
of interest earned on investment. Journal entries in the case of non* 
cumulative sinking fund method are as follows : 


SPECIMEN JOURNAL ENTRIES 


1st year 

1 Profit and loss appropriation acreunt 
To Sinking fund account 
(For approprtanng the atnonot) 

Dr. 

ki. 

Rs. 


Sinkiag fund investincDt account 

To Bank account 
(For (he iovestmeat of the amount 
set aside) 

Dr. 



2ad and lubseqoent 
yean 

Bank account 

To Interest on sinkinjr fund 
{awstmeot account 
(For interest on investment received) 

Dr. 




Interest on sickinff Fund investment 

A/e Dt. 

To Profit and loss account 
(For transferriog the interest) 

Note ; In cumulative (inking fund this 
interest is transferred to sinking fund 
account instead of profit tad loss account. 


1 


Profit and loss appropriation account 
To Sinking fund account 
(For setting aside the amount) 

Dr 




Sinking fund investment account Dr. 

To Bank accoont 

(For imesiing the amount set aside) 

Note : In the cumulatise sinking fund 
method these investments include the 
amount of interest recehod on imestment. 




Insurance policy msihod. Taking an insurance policy for the required 
amount is another method for making a provision for the redemption of 
debentures at the end of a fixed penod. Under this system, the premrum 
is paid regularly in instalments and (be insurance company, in us turn, 
returns the told accumulatrd money at the expiry of the period Money 

so received is used for redeeming debentures. This method differs from 

7M5-130;1983) ‘ 



<•93 Chapttr ZfMrtatxA AcwwabiBty 


the sinJdng fund method only in respect of interest on investment. Unlike 
sinking fund method, the insurance company does not give any mtercsi 
on the instalments received but the amount of premium is proportionately 
reduced (taking into consideration the expected rate of interest), it 
follows from the above that the total premium paid is less than the total 
amount of policy. The difference between the amount paid m and amou^ 
received on realisation of policy represents the total amount of interest 
earned on premiums. Many accountants, in order to avoid the lump piont 
at the time of realisation, make entries for the interest every year taking 
into consideration the expected rate of interest. Entries m respect of 
insurance policy are as follows : 

Debit Profit and loss appropriation account 

Credit Debenture redemption fund account 

(For the appropriation of amount of premium to be paid on the 

policy) 


Debit Debenture redemption policy account 
Credit Cosh account 

(For the payment of premium on the policy) 

Tliese entries arc repeated every year, including the last year. Pre- 
mium on the policy is always paid in advance and, therefore, it must be 
paid even in the last year. This is not done in simple sinking fund method. 
Journal entries on the realisation of policy arc as follows : 

Debit Bank account (amount of policy taken) 

Credit Debenture redemption policy account 

(with the amount at which policy account stands) 

Credit Debenture redemption fund account 

(with the difference in the two amounts which 
represents accumulated interest) 

Many accountants, as said earlier, like to take into consideration the 
amount of interest every year. If the accounting is done from this point 
of view then each year journal entry for the interest is made and policy 
account docs not show any profit at the time of realisation of policy on 
the completion of period. The journal entry for the interest is as follows : 

Debit Debenture rcdc.nption policy account 


Credit Debenture redemption fund account 

illustration given below the interest on premiums has been 
consiaercd every year. 

Illustration 43. 

hi 5% debentures on 

provide a sfnVin^rJr , which include that the company must 

from 1975 , redemption on 3 1st December each year, 

policy to Drovific decide to take out an insurance 

31,4l’0-S0 ^on v hirh''fi annual premium being Rs. 

interest. fcturn is at 3 per cent 1 per annum at compound 


Show ledger accounts 
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Solntlra : 

5% DEBENTOSfS ACCOUNT 



Ra. 

kt. 

3rd year To Bank 

1,00,000 lat year By Bank 

JfiO.OOO 


DEBENTURE REDEMPTIOM FUND ACCOUNT 


t * ** 

lit year 

31$t Dec. To Balance e/d 32,333*12 

R*- 

lat year 

31at Dec. By Probt and lost 31,410-80 

appropriation account 

By Debenture redemp- 
tion pobcy account — 

3% interest on 

Ra. 31,410 80 for one 

year 942-32 

Ra. 32,353 12 

Rs. 3243312 

Indyeat i 

31st Dec, To Balance c/d 65,676 8* | 

1 

2adyeaf 

lat Jas. By Balance b/d 32,353*12 

31st Dec. By profit and lota 

appropriation account 31,410 80 
By Debenture redemp- 1,912 92 
tion policy Bcconnt— 3% 

Interest on Rs. 63,763 92 

Rl. 65,676*84 

Ra. 0,676-M 

3rd year 

31tt Dee. To CcseraJ reservo l.OO.dOO 00 

3fdyear 

lat /an. By Balance b/d 65,676 84 

31stDee.ByF.dtl, 31.410 80 

appropriation accetmt 

By Debemuf* rcdemp- 2BU*36* 
tion policy a/c interest 
at3%onRa. 97,057 64 

Rs. 1,00.000 00 

Rs. 1.00,000 00 


DEBENTURE REDEMTHON POUCT ACCOUNT 


1st year Ra. 

IttJan, To Cash— Premium 31,41089 

31st Dec. To Debenture 942*32 

redemption fund 

account— interest 

1st year 

31at Pec. By Balan>.« b/d 

Rs. 

32,333-;2 

Ra. 32,353*12 | 


Rs. i^333J2 

2nd year 

1st Jan. ToBaltnceb/d 32.333*12 

IstJan. To Cash— premium 31,410*80 

3Ist Dec. To Debimture 1412-92 

redemption fund 

account— interest 

2od year 

31tt Dec. By Balance c/d 

65.61684 

Ra.wier^ 

1 

Rs. 65,676-84 


* Actual interest as per calculation la Ra. 2^12 63 ; but it baa been adjusted 

to £et tbe exact amount of poLcy. Tbis dlSerence is canted doe to approxi’mationa 

made In calculations. 
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the depressed prices and redeem the debentures, instead of paying the par 
value on maturity. . 

Sources ofFiaanee 

From this point of view debentures can be redeemed ; (/) out of 
profits j (ll) out of capital ; (Uf) out of provision, made for the redemption 
or (if) by converting them into shares or new debentures. 

^ HedemptioD out of profit. If debentures are redeemed out of profits 
it is essential that besides making the entry for redemption of de^ntures, 
entry for transfer of profit to an account called “debenture r^mptlon 
reserve account” must be made. Thus, there arc two entries : 

(0 Entry for reJempt ^. : 

J)eblt Debenture account 
Credit Bank account 
{it) Entry for transfer of profiti ; 

Pebli Profit and loss appropriation account 

Credit Debenture r^emption reserve account 

The debenture ’• .v, u..—.., 

sheet on the liability • . . . ■ 

debentures redeemed 

when cU the debentures are redeemed this account is closed by transferring 
to general reserve account. This is a free reserve and is available for aU 
purposes. The reason for calling the above redemption “redemption out 
of profit” is that when the amount equalto that utilised for repayment to 
dewntureholders is transferred from profit and loss account to a newly 
opened account called debenture redemption reserve account then It re*^ 
• , • ' • . - I-. . . .t •fc. 5unt avaii- 

• • ‘d towards 

• ■ ’out of the 

« ■ ■ • uch a Pro- 

Redemption out of capital. If debentures arc redeemed out of capital 
then only one entry for redemption is made and the second entry for the 
ttansfer of profits to debenture redemption reserve account does not appear. 
The effect of not transferring profits to debenture redemption reserve 
account is that the balance of profit and loss account is not reduced by 
the amount utilised for the rweroption and^ thus s^ner or later this 


Debit Debenture account 
Credit Bank account 

Note : In practice the amount will be transferred from debentures 
to an intermediate account called •Debenture-holders account’ and then 
ths payment is shown. In such a case the entries will appear as under : 

(/J Entry for transfer ; 

Debit Debenture account 

Credit Debcotur^holders account 
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Debit Debenture sinking fund account 
Credit Bank account 

(d) For recording thi transfer of debenture sinking fund account to 
gfrteraj reserve account. When all debentures are redeemed then balance 
left in debenture sinking fund account is transferred to general reserve 
account. £niry is : 

Debit Debenture sinking fund account 
Credit General reserve account 

Ihis entry for the transfer is essential because in the absence of such 
an entry it gives a misleading picture. In principle, any specific fund 
appears in the balance sheet only up to that time the purpose, for which 
such a fund is maintained, is not fulfilled 

Notes : (tj WiuTe traasrern'ng the balance of the ooliss fuad to senertl reserve, 
care should be taken to elimmate items of capiu! profits such as profit on caaceUa* 
tionof debentures and profit on sale of iovestosents. The total of such item&cr^ 
dited to sinking fund must be transferred to capital reserve and only the balance 
to general leserva lids is based on the logic that geoera) reserve may be csed in 
future for distribution of dividend and therefore It IS wrong to credit it with ileou 
of capital profit. 

(2) It may be carefully noted that in case only a part of debentures are 
redeemed then only a part of sinking fund (e^uaf re rnfue e/ debeiUuret 

redenneit U trasiferred to general reserve eccoaat. The price paid for (he purchase 
of debentures which may be more or less than ibeir pald*up valoe shall net deter* 
mine (he amount to be trutferred from sinking fund account to general leaerve 
account. 

niustratioa 44. 

3Ist December, 1^77 Ks. 10,000 6% debentures were reaeemed out 
of capital by drawing a lot. 

3l5t December, 1978 Rs 15,000 6% debentures were redeemed cn/r 
of profit by drawing a lot. 

You are required to give Joumaf eofries in the books of the company. 


Solution : 

JOURNAL ENTRIES 




list Dec. 1977 

Debenture account 

To Bank account 

(Being tedemptlon of debenture out 
of capital) 

Dr. 

10.000 

1 

1 

10,000 

31 St Dec. D73 

6% Debenture account 

To Bank account 

(Being redempiionof debcutureout 
of profit) 

fir 

15.000 

1 

13,000 


Profit and tors appropriation account 
To Debimture rederoptioo 
reserve account* 

(Being transfer of profit to debenture 
ndoBption reserve accOuaO 

■ Dr. 

1 

15,000 

U.cce 


• W’hen debentures are redeemed out ofprofitthe amount equal 
up value o( debentures redeemed must be transferred to in account 
redemption reserve account Debenture redemption reserve account ^ 

fund account, is l/ansfexxcd lo general reserve account when 
tedeetued. 
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lliastration -45. 

A company issued 1,00,000 6% debentures of Rs. 100 each at par 
redeemable at 10% premium. After 15 years company served notice o 
redemption and redeemed all debentures as per the terms of issue. You 
arc required to give journal entries which the company will make in its 
books both at the time of issue of debentures and redemption of deben- 
tures. 


Solnifon : 


JOURNAL ENTRIES 


Ist j-car 
(Beginning) 

At the time of issue 

Bank account Dr, 

Loss on issue of debentures account Dr. 
To Debenture account 

To Premium on redemption account 

Rs. 1 

1,00,00,000 1 
10,00,000 i 

Rs. 

1.00.00.000 

10,00,000 

I5th year 
(End) 

At the time of redemption 
Debenture a. count 

Premium on redemption account 
To Bank account 

Dr. 

Dr. 

1,00,00.000 

10,00,000 

1,10,00,000 


Tufort«l Note* ; i. Loss on issue of debentures is a capital loss and must have been 
transferred to profit and loss account in some systematic way over 15 years. 


2. Premium on redemption of debentures account credited at the time of 
issue of debentures is a personal account, and the liability on that account must have 
appeared in the balance sheet for full IS years. It has been closed at the expiry of '' 
the period by payisiE in cash. 

3. Since there is no indication ^of the existence of the sinking fund for 

^ the redemption of debentures, nor there is a transfer of the equivalent amount 
■, from the general reserve account or profit and loss account to debenture redemp- 
tion reserve account this redemption of debentures is said to be a redemption out 
of capital. 

lUustiatlon 46 


On 1st January' 1973 debenture account shossed a balance of Ps, 
1,50,000 in the books of A Ltd. A sinking fund has teen created to 
redeem the cebenturts v.hich the trustees arc cmpo’hercd to utilise in 
cancelling the debentures by open market purcliasc at below par. The 
sinking fund stood at Rs. 48.750 on 1st January 1973, and the entire 

fnvrurnrms^^s the year (973 (he trustees sold the 

insestmcnts and redeemed the debentures as noted below ; 

Jtcalhfd Debentures 
face value 

Rs- Rs. 

17.^62 1 8, goo 

T . 11,050 11,200 lu ysii 

Interest received on 31-12.1973 v,s Pc i n-A , c ’ 

bution was Rs. 17,200. ^ annual contri- 

P.ass the necessary entries and show hoxv tVn ud 
arr-'-r m the books of the company ,b rim ^^ccounts would 

- (B. Com. (Hons.) Calcutta 1974) 


fmestmenis 
Cast 
Rs. 

2S-2-1973 18,000 
30-9-1973 10,000 


Cost 

Rs. 

17,210 

10,980 
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Feb. 28 Bank account 


ff Debenlures account (>4) Dr. 

To Bank account 
To Sinking fund account 
(Being the redemption of <ief>entutes by 
purchase from open market and the 
profit thereon traniferred to amJcing 
, fund account] 

Sept. 30 Bank account 

I To Sinking fund inves'meol A/c 
I (Being the sale of investments) 

„ Sinking fund investment a/c Dr. 

I To Sinking fund account 
! (Being transfer of profit on sale of investments 
I to sinking fund) 

Deben(ure> account Dr. 

{ To Bank account 

' To Sinking fund account 

(Being the redemption of debeetnres by 
purchase from the open market and the 
profit thereon transferred to unking fund 
account) 

Dec. 31 Bank account Dr. 

To sinking fund account 
(Being the interest on unking fund invest- 
xnents) 


Sinking fund account (B) Dr. 

To General reserve 

(Being transfer of sinking fund to general 
reserve on redemption of debentures, the 
amount being equal to paid up value of d:beD« 
tures cancelled). 



(A) Profit on redemption of debentures can first be credited to an 
account sty Jed ‘profit on purchase of debentures account’ and then trans- 
ferred to sinking fund account in which case the entries will appear as 
under : 

Dcbff Debentures account 
Cn^</rf Hank account 

Crei^/r Profit on purchase of debentures account 
Debit Profit on purchase of debentutes account 
Cretfif Sinking fund account 
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(B) Whenever redemption takes place in piecemeal and debenture 
sinking fund is maintained, it is essential to transfer the amount equi- 
valent to the paid up value of debentures redeemed from the sinking fund 
to the general rcscrvci These tranfers arc usually made at the end of 
the accounting year. It is also not wrong to make the transfers then and 
there, in which case Rs. 18,800 must be transferred on 28-2-1973 and Rs. 
1 1,300 must be transferred on 30-9-1973. 

LEDGER ACCOUNTS 
DEBENTURE ACCOUNT 


~f973 Rs 

Feb, 2? To Bank 17,210 

„ To Sinking fund 1,590 

(profit on purchase! 

Sept 30 To Bank 10,980 

„ To Sinking fund 220 

(profit bn purchase) 


Doc. 31 To Balance c/d 


1,20,000 


1973 
Jan. 1 


By Balance b/d 


Rs. 

1,50,000 


Rs. 1,50,000 

I 

1974 

Jan. 1 By Balance b/d 
SINKING FUND ACCOUNT 


Rs, 1,50,000 


Rs. 1,20,000 


1973 

Feb. 28 To Sinking fund 

investment a/c (loss on 
sale of investment) 
Dec. 31 To General reserve 
—transfer 

„ To Balance c/d 


Rs. 


438 

30,000 

39,442 


Rs. 69,880 


1973 Rs. 

Jan. 1 By Balance b/d 48,750 

Feb. 28 By Debenture a/c 1,590 

(profit on purchase) 

Sept. 30 By Debenture a/c 220 

(profit on purchase) 

„ By Sinking fund 

investment a/c 1,050 

(profit on sale of 
investments) 

Dec. 31 By Bank a/c (ralercst) 1,070 

„ By profit and loss appro- 
priation account 17,200 

(annual contribution) 


Rs. 69,860 

srr*E3es9 

39,442 


ym 

Jsn. 1 To Balance b/d 
Sept. 30 To Sinking fund a/c 
(prefit on sale of 
insestments) 


1974 

Jan. I By Balance b/d 
SINKING FUND INVESTMENT ACCOUNT 


Rs, 

48,750 

1,050 


197ir ~ — — 

Feb. 28 By Bank — sale 
proceeds 

,1 By Sinking fund n'c 
(loss on sale of in- 
c . „ 'C'tments) 

Sept. 30 By Ba, Ik -sale 
- Proewds 

Dec. 31 By Balance c/d 


Rs, 

17462 

438 


11,050 

20.750 


Rs. 49,800 


1974 Rs. 49,800 

—I 

Redemption by conversion. In some . -at/. ■ i t 
l, Item ,Mo 
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that theiofftfr is beneficial to tnem they can exercise their right of convert* 
ing their debentures into a new class of shares or debentures. An option 
for converting their holdings into new class of shares gives debenture* 
holders a privilege inasmuch as they kept themselves as secured creditors 
at the time when the company was in its infancy and now enjoy the right 
of becoming the proprietors of the company when its solvency and 
managerical cfBcienty are assured. These new shares or debentures can 
be issued at par, at premium, or at discount. Journal entry is as under : 

Debit Old debentures account 

Credit New shares or debentures account 

In case new shares or debentures are issued at premium, premium 
account is credited and in case they are issued at discount, discount 
account is debited. 

Illustration 47. On 1st January, 1965, a limited company issued Rs. 
2»GQ,QQQ 5% debentutes of Rs, 1,000 each at par tepiyablt at 5% pre- 
mium'. As per terms of issue, the debentureholdcrs had an option to 
convert their holdings into 6% preference shares of Rs. 100 each at a 
premium of 20% at any time after 3 years. 

OnSIst December, 1967, a bolder of 40 debentures gave a notice 
of exercising the option. 

Interest on debentures for full one year had accrued and remained 
unpaid until 3Isl December, 196>. Interest for the past two years had 
been paid as and when due. 

Pass necessary journal entries and show boW these items will appear 
in the new balance sheet. 

Solotioo : 

JOURNAL OF THE COMPANY 


Jan. 1 Bank account Cr. 

Lo» en issue account Or< 

To Debenture account 
To Prenuum on redemption account 
(Being issue of 200 debentures of Rs. 1,000 each 
at par, repayable at 5% premium) 

1587 — — — 

Dec. 31 Debenture interest account Ur. 

To Debenture interest outstanding account 
(Being one year's interest due on debratures) 
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BALANCE SHEET 


350 6% preference share capital 
of Rs. 100 each fully paid up 

Reserra and surplus : 

Rs. 

35,000 

Miscellaneous expenditure : 

Loss on issue 

Rs. 

10,000 

Share premium account 

7,000 

1 



Secured loans 




160 5% Debentures of Rs 1,000 
each 

1,60,000 



Interest accrued and due 

10,000 



Premium on redemption 

8,000 




Tutorial Notes: 1. It has has been assumed that loss on issue has not been 
wTittcn off. If it had been, then only unwritten off portion of the accoui.t 
would have appeared in the balance sheet. 

2. Interest outstanding will disappear as soon as it is paid out. 

3. No right of converting the unpaid interest into shares is given to 
the dcbcntureholdcrs unless it is mentioned specifically, 


Otm Debentures 


Earlier in this chapter a reference to purchase of debentures in the open 
market has been made. It was stated that the directors of a company, if 
authorised by the terms of contract, can purchase debentures when they 
find that the market price is favourable to the company. If debentures are 
so purchased then it can serve one of the following two purposes— (c) 
debentures so purchased may be cancelled (this has already been done 
on page 4.102), or (b) debentures so purchased may be kept as investment 
and may be utilised for rc-issue when needed aficnvards. At this stage 
the accounting treatment of the debentures purchased as an investment 
(hereinafter called “oun debentures”) is taken up. 


When company’s own debentures arc purchased by the company 

as investments, then the accounting treatment of the purchase of deben- 
tures is the same as that adopted for the purchase of ordinary investments 
Accounting entry is ns under : 

Debit Investment account 
Credit Bank accour-t 

(Being investment in company’s ossm debentures) 


alternative solution (this method is rather mon* 
popular) the following entry is given : 

Debit Ovsm debentures account 

Credit Bank account 


"Investment in own debentures” or simply "own deh*nf „ 
on the nsjets side of the balance sheet. Debentures 
on the liability side at the ficurc aDneariit. in n- u 1° tippsa 

chase of debentures In nn... ^t^rore the put 
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ebe o tnres have been purchased immediately after the payment of mterest. 
Tie question of purchase of debentures on any date other than the date 
T mterest has been discussed under the next heading “Ex and Cura-mterest 
Rotations” on page4’112. 

When the company wants to cancel the investment in ‘own deben* 
ores’ the following journal entry is done : 

Debit Debentures account (with the paid-up value) 

Credit Own debentures account (with the vahie appearing 
in the balance sheet) 

The difference between the two values represents profit or loss on 
ancellation and is credited/debited, as the case may be, to debenture 
jinking fund account or capital reserve account. 

Shtstmtlon 4S. The balance sheet of X Ltd as on 31st December, 1969, 
Jbcloscd the following information : ^ 

Rs. 

(c) 7% Debentures 4,00, MO 

(b) Debenture sinking fund 1 ,70,000 

fe) Debenture sinking fund investment represented by Ra. 40,000 
own debentures purchased at 98 and the remaining amount by Rs. 
1,40,000 4% stock. 

On the above date the directors redeemed all the debentures. For 

this purpose, they realised 4% stock at par They utjhsed Rs. 60,000 
for fMcmption out of current year’s profits. You arc. required to give 

joamal entries. 

JOURKU OF X LTD 


1969 
Dec. 31 

Bank account 

To Debenture fed«c?ts?3 &s4 loveitmeat 
account 

(Bejog site of inveutt«ct fo? tie ftdeaptioa 
of debentures) 

Dr. 

" fti. 

) ,40,000 

JU 

Dec. 31 

Debenture account 

To Sank account 

(Being redemption cf ccaundbg debeatore t 
at par) 

Dr, 

3,aJjD0o| 


Dec.31 

Debenture redemption f~d in'Titsenl accovst 
To Debenture ihkcg account il) 

(Being profit on $ak of isrseicxs: tnaifemd to 
debenture iinkirj fccii) 

Dt. 

; 3:sc: 


Dec. 31 

Debenture accoos: 

To Own debenei'? Kuntt 

To Debenttre •tek.tf f~4 zxovr.t 
(Being profit ca ca-eceilar/ra ci erm sSefcestom 
Jraa'.ferred to drteemre Cuad) 

Zfc/ 

i 

:s 

Dec.31 


Dec.31 j 

1 Profit ard Jo'S icojcrC C'' 

1 To G«nf Trene v.rmrA 
(Eeisgws^S:rsf?j - 

1 SSinSrrene, 



■■ 
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Tutorial Nolcs ; (I ^Profit oasalo of investment is arrived at as under: 

Total amount available for investment n t 

Let) Amount used in purchasing own debentures Rs. 40,000 at 


9S 


1,70.000 

39,200 


Amount invested in 4% Rs. 1,40,000 slock, I.e., cost price of stock 
Sale price of 4% stock at par 

Profit on sale of stock 9,200 


(2) In order to justify the redemption out of profit, it is necessary to transfer 
the equivafcnt amount from profit to general reserve or debenture redemption 
reserve account. In the absence of such a transfer, the above redemption would 
have been said to be as “out of capital”. 

illustration 49. X Ltd has an authorised capital of Rs, 15.00,000 divided 
into equity shares of Rs. 10 each and its balance sheet as on 31st 
December 1975 was as follows : 


LiabilUUs 

Rs. 

Astets 

Rs. 

Share capital : 


Fixed assets 

12,00,000 

Issued and fully paid up 

5,00,000 

Current assets 

4,20,000 

Capital reserve 

1,20,000 

Investments in osvn 

General reserve 

2,00,000 

debentures 

85,000 

Profit and loss account 

3,50,000 

(nominal value Rs. 1,00,000) 

6% Debentures 

4,00.000 

Cash at bank 

75,000 

Sundry creditors 

2,10,000 

Rs. 17,80,000 

Rs. 

17,80,000 


escssscsca 

S 

ssssascsss 


The 6% debentures were due for payment on 30th June 1976 at a 
premium of 5%. 


The company decided : 

(f) To issue to the public 25,000 equity shares ofRs. 10 each at 
Rs. 15 per share. The money was duly received. 


(iOTo redeem out of profits the debentures on 30th June 1976 toecther 
with interest for 6 months. 


(/I’O To give the debenture-holders an option to receive cither cash 
m repayment of the amount due or new 6% debentures 1985 at par. The 

.1- -Ventures accepted new debentures. 
The debentures which the company held as investment were cancelled. 

, W P"**' necessary journal entries giving effect to 


the above transactions. 
Solution ; 


(B. Com. (Hons.) Calcutta, 1975) 


1976 
June 30 


JOURNAL 


Dank account , 

To npiiy share capital A/c 
To Share premium account 

25,000 equity shares of Rs 
10 each at a premium of 50*/i 


Rs. 

3,75,000 


Rs. 

2.50.000 

1.25.000 
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" 

6%r)<ben(pres(oId)iecount Dr. 

To Own fiebentUTw account 

To profit on cancellation of debestnres 
_ account 

(Being the cancellation of own debentures 
and profit tbereonj 

1,00.000 

•• 

6% Debentures account 

Premium on redemption of debeoturea 

Dr. 

3,00,000 


account 

To Debentureholders account 
(Beingrihe transfer of amount due on 
redemption includins premium) 

Dr. 

15,000 

*’ 

Debenture interest account 

To Debrrtureholders account 

To Prefit and loss account 
(Being the 6 monihs interest on 
debentures of which Rs. 3,000 it on 
own debentures). 

Dr. 

12,000 



Dr. 

1,08,000 


4111 

ss.ooo 

15.000 

3.15.000 

9.000 

3.000 

1.03.000 



Debentureholders account 

To Bank account 

(Being the payment to debentureholders 
holding Rs 2 lakhs of debestores including 
premium and interest thereon) 

"Drr 

»• 

Profit on caneeUatiOQ of 



debentures account 

To Ih'eniiain on redemption of 
debrature account 
(Being Ifae set off of premium on 
redemption against profit on cancellation 
of debentures) 

Dr. 


Profit sod loss account (3) 

Dr. 


To Debenture redemption reserve a/c 
(Being the transfer of profit to debeotnre 
redemption resene account) 


W 6,000 


2,160,00 


15,000 


15.000 


2,00,000 


2 . 00,000 


•HitorUl Notes ? 1. Premium on redemption account is a nominal accoutit 
as tbe same has not provided for at the time of issue of debentures 
This loss has been set off against profit on cancellation of debentures. 

2. Interest on , own debentures is to be credited to the sinking fund. 
As the investment is not made with the help of sinking fund, the same 
is credited to profit and loss account. 


3. The amount transferred to debenture redemption account is 
arrived at as follows ; 

Rs. Rs. 

Nominal value of debentures redeemed 4,00,000 

Lerr Own debentures cancelled 1,00,000 

pebentures holden opting for 
Debentore holders opting for 
conversion to new debentures 1 ,00,000 


Interest on orm dclsentnrcs 

In mav be noted at the outset that whenever company holds its 
‘•own debentures" as investment, the total debentures 
which are held by tho company) are deemed to be ^«efo^ 

interest becomes payable on the whole amouut of debentures ’fluding those 
held by the company as an in\estment. However, the amount actually pmd 
will be the interest payable on debentures held by outsiders The portmn 
of interest due on own debentures will be credited to Interest on own 
debentures account.’ The resulting entry will be : 

Debit Debenture interest A/c (on the whole of debentures) 

Credit Bank account (payable to outsiders) 

Credit Interest on own debentures account (due to the company) 


When sinkirtg fund does not exist. ^ The debit balance of intejrest on 
debenture account (shown in the first journal entry) appears on the debit 
side of profit and loss account and the credit balance ^ of interest earned 
account or interest on own debentures account (shown in the second entry) 
appears on the credit side of profit and loss account. This type of 
presentation gives a good opportunity to the directors of the company to 
make comparisons between expense and income on thdt account. 

When sinking fund exists. The procedure suggested above is 
changed a litile when sinking fund exists. The only point to be noted 
in this case is that interest earned on own debentures is transferred to sink- 
ing fund accowit instead of profit and loss account. 


E-EX-INTEREST AND CUM-INTEREST QUOTATIONS 


Sometimes debentures arc purchased in the open market on a date 
other than the date of declaration of interest. In such a case distinction 
must be made between the capital and revenue portion of the price paid 
for the debentures. Amount paid towards the cost of debentures con- 
stitutes the capital portion. Amount paid towards interest from the last 
date of interest payment to the date of purchase constitutes the revenue 
fmrtion. Again the price paid for the debentures depends on the quota- 
tion. If the quotation is cum-intcrest, the price quoted includes the interest 
for the expired period. On the other hand in the case of ex interest 
quotation, the latter docs not include the interc.st and therefore the buyer 
has to pay in addition, the interest for the expired period. 

At the time ofrccording the purchase of 'own debentures’ only the 
price paid for them (capital portion) must be debited to the account. 
Amount paid by way of interest (revenue portion) must be debited to 
interest account. 


h-f: quotation, if it is ex-interest, the buyer 

^ f-moulu th.an under cum-initcrest as is clear from the 
o""" debentures arc cancelled, it 
oCfiim ibat profit on cancellation will be more in the case 

tion mther than cx-intcrest quotation. The above explana- 

exchange practice prevailing in India. In 
interest ‘frt. if receiving the 

c'-curiiv ' I .1 * Period of six months, even though he has sold the 

tdwardVff.f” ^rds. the buyer in addition to what he has paid 
of of debentures will be losing the interest from the date 

ir.n.ac.,on to the date of next interest payment. 


CTap(cr/3 Cbapnr AeesntwDAntcics Q’HS 


IlIgstraftoD 50. 

A'Ltd. buys its own 6% debentures of the nominal value Rs. 20,000 
at Rs. 96 on 31st March 1978, Record the transaction in the books of 
X Ltd. if the quotation is (!) cum-mterest and (2) ex-interest. XUi. pays 
debenture interest half-yearly on 30th June and 3l8t December. 

SoIntloD } 

JOURNAL 


Cum-fnterejt 

Own debentures account 

Interest account 

To Bank account 

(Being the purchase of cornpaoy'a own deben- 
tures at 96 cum-interest) 

Dr. 

Dr. 

Rs. 

18,900 

300 

Ex-lntercst 

Dr, 

19,200 

Interest account 

Dr, 

300 

To Bank account 

(Being tbe purchase of company*! own deben- 
tures at Ra. 96 ez-ioterest 




19,200 


19,500 


TVTOJilAL NOTES 

(1) Oun-iotefest 

Tout price paid at Ra. 96 for Rs. 20.000. 

Ltis : Interest oa Rs. 20.000 at 6% for three nootbs 
/.« . from 1st January 1978 to 31st March 1978 


Rs. 

19.200 ^ 

300 (Revenue) 


Price paid for debenture atone 
(2) Ea-Iatcrest 

Price paid for debentures alone at Rs. 96 for 

Rs. 20.000 

Add : Interest for tbe expired period namely 
from lat January 78 to 3tst Marcb 1978 


Rs. 18.900 (Capital) 
Rs. 

19.200 (CapiuO 
300 (Revenue) 


Total price paid 


Rs. I9,S00 


Own debentures may be cancelled iimnediately or carried as an 
investment for some time and cancelled on a subsequent date. Occasion 
ally they may be reissued (without cancellation) which means they are 
resold. When debentures are caacelled. interest ceases to be payable on 
such debcntures/rherefore.ihe date of cancellation is material to determine 
the interest payaole on debc • “ . 

cancelled immediately aflcr 

debentures and also recch • • ■ ■ 

At the time of cancellation whether immediately or on a subsequent date 
debenture account is debited with the actual paid-up value of debentures 
redeemed and own debentures are credited with the amount standing m 
the books (f e., fair value) The difference between the two amounts is 
a profit or a loss and is transferred to profit and loss account — if no 
debenture sinking fund is maintained, to debenture sinking fund account 
if debenture sinking fund is maintained. 

HIustratloD 51. .V Lid. cancels the debentures purchased on 3 1st March 
1978 (Ref: illustration 50). Record the entries for 
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Solnlion ; 


JOURNAL 



1978 
Mw. 31 

(!) in ilic ease of purchase on cum-interc5t basts 

6% Debentures account - Dr, 

To Own debentures account 

To Profit on cancellation account 
(Being the entr> for cancellation of own deben- 
tures .and the profit thereon) 

Rs. 

20,000 


(2) in the care of purchase on ex-interest basis 

6^;, Debentures account Dr. 

To Own debentures account 

To Prefit on cancellation account 
(Being the entry for cancellation of own deben- 
tures and t'hc profit thereon) 

20,000 


18,900 

I.ICO 


19;200 

800 


From Ibc illustrations 50 ar.d 51 , it can be seen that for the same 
price quotation, price paid will be more in the ease of ex-inlerest quota- 
tion and profit on cancellation will be more in the case of cuni-it|terest 
quotation. It may also be noted that the above entries will remain un- 
chanped even if the carccllation is on a subsequent date. However, one 
has to pass the entries for debenture interest and interest on own deben- 
tures for tlic intervening period. How this is done is explained in following 
ilhistration. 


inustr.'*tion52. Sure Ltd. made an issue of 1,000 6% debentures ofRs. 1,000 
each on i-1-1971 at the issue price of Rs. 960. The terms of issue provided 
. that bcp.innir.p with 1973, Rs. 40,000 debentures should be redeemed 
' either by { urchcfc in the market or by lot at par. The expenses of the 
issue amounted to Rs. 8,000 which were written off in 1971. In 1972 
and 1973, the discount on issue of debentures was written off equally. 

In 1973, the company purchased Rs. ]2,CC0 debentures at Rs. 940 
cum-irtcrest cn 3Cth September and Rs. 20,CC0 debentures at Rs. 950 
cs-ii;Jcrcst on 3r(h Noseaber, Ihc expenses being Rs. 800. On 31st 
December the debentures rccc.s.sanly to be redeemed were paid off at par 
by dr.nwipgs by lot. .Assuming the interest is payable on 30th June and 
31.st December, make journal entries to record the above transaction. 

(B. Com., Madras, September 1975) 

Solution : 

JOURNAL 


197! 
Sin. 1 

Bank account 

Discount on debenture* account 

Tn r,: D-bcntei-c nreo-.m* 

(Bcin- the i<?uc of 1.000 6% cVoe.nturcs of 

Rs. !.000c.rch at Rs. 960 ) 

Dr. 

Dr. 

Rs. 

9,60.C00 

40,000 

Rs. 

10,00,000 

»» * 

Debenture issue expenses account 

To B.xnJ: account 

1 (Beine the c'-pcnscs incurred on the issue of 
j uchcnturcs) 

Dr. 

8,000 

8,000 

Siirt 33 

1 D.-b:r.lt!rc interest account 

I To Pant; account 

; (Bemp the paynic.nt of half svarly iritcrcsf at 6V 
; p.s. on Rs. lO.M.OOO) ' J' ' “'icsr nr o/. 

Dr. 

30,000 

30.000 
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«t5 


Dec. 31 


Debeattire interest accoont 
To Bank account 

(Being the payment of JialAyeariy interest) 


Dr. 


Dec. 31 


Sept. 30 


Nov. 30 


Dec. 3! 


Profit and loss account Dr. 

To Debenture mterest account 

To Debenture issue expenses account 
(Being the transfer of debenture interest and writing 
off of issue expenses) 

Debenture interest account 

To Dank account 

(Being payment of half-yearly interest) 

Dr. 

Debenture interest account 

To Bank account 

(Being the payment of half-yearly interest) 

Dr. 

Profit and loss account 

To Debenture interest account 

To Discount on debeniures accoont 

Dr. 

(Being the transfer of debenture interest and writing off 
of half of discount account) 

Debenture interest account 

To Bank account 

(Being the payment of half-yearly interest) 

Dr. 

Own debentures account U) 

Dr. 

Debenture interest account 

To Bank account 

Dr. 

(Being the purchase of company own debentures at 
Rs 940 cum-Interest) 

Own debentures account 

Dr. 

■ 

- 


6% Debenture account Dr. 

To Own debenture account 
To FroBt on cancellation 
To Bank account 

(Being the redemption of debentnres of the nominal 
value Rs 40,000 of which Rs S.OOO were redeemed 
by annual drawings) 


Debenture interest account (3) Dr. 

To Bank account 

To Interest on own debenture account 
(Being the half-yearly interest on debenture of which 
Rs 280 IS receivable on own debentures) 


Profit and loss account Dr. 

Profit on cancellation account Dr. 

To Debenture interest account 
To Discount on debenture account 
(Being the transfer of debenture Interest and writing off 
of remaining discount) 


Interest on own debenture account (4) Dr. 

To Profit and lots account 
(Being the transfer of interest on owm debentores) 


30.000 

es.ooo 


30.000 

30.000 

50.000 


Rt. 

30.000 

60.000 

8,000 


30,000 


30,000 


60.000 

20,000 


30.000 

11,280 


19,800 

300 


20,300 


40,000 


30,900 

1,100 

6,000 




78,220 

1,100 
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UTORIAL NOTES (1) The amoont debited to own debcnhircs on 30th September. 1973 


is calculated as follows : 

Rs. 

Price paid for 12 debenture at Rs. 940 each 11.280 

Less interest on Rs. 12,000 for 3 months at ^ 180 


Amount paid towards cost of debentures .11,100 


(2) Amount credited to bank on 30th November, 1973 is calculated 
follows : 

Rs. 

Cost of 20 debenture at Rs. 950 ex-interest 19,000 

Expenses of purchase ^90 


Total cost 19.800 

Interest on Rs. 20,000 for 5 months at 6% 500 


Total amount paid 20,300 


In the absence of details, expenses of purchase are presumed to be in respect 
of debentures purchased on 30th November. Otherwise a portion of the expenses 
must be debited to own debenture account on 30th September. 



(3) Debenture interest on 3Ist December, 1973 is calculated as follows : 


Interest for the half yearly ending 3Ist December 
Less : Interest already debited at the time of purchasing 
own debenture 


Rs. 

30th September 180 

30th November SOQ 


Rs. 

30,000 


680 


Balance of interest debited on 3Ist December 29,320 

(4) Interest on own debentures is calculated as follows ; 


On Rs. 12,000 for 3 months, i.e., from 1st October to 31st; December 180 
On Rs. 20,000 for 1 month, i.e., from 1st December to 31st December 100 


(5) Profit on cancellation is utilised to 
account. 


Total Rs. 280 

write ofiT discount on debentures 


-EXAMINATION PROBLEM 


debentures stood in Ae boKt L 

12,000 (nominal) investments at Rs 84 foi- ♦k company sold R 

ICLOOO debentures at a R 

the ledger accounts to record the above tra^Seti^^ /f lo sho 

brokerage.) ^ ^ transactions. (Ignore interest an 

(IC.W.A. 1% 
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SoIotioD : 


DEBENTURE REDEMPTION FUND ACCOUNT 


To General reserve 

To Premium on redemption 
oMebenturcs account 

To Balance c/d 

Rs. 

10,000 

ion : 
6,280 1 

By Balance b/d 
^ debenture redemption fund 
investment account 

Rs. 

16,000 

480 

Rs. 

16,480 I 

Rs, 

16,480 


DEBENTURE REDEMPTION FUND INVESTMENT ACCOUNT 


To Balance b/d 
To Debenture redemp- 
tion fond account — 
profit on tale (balanc- 
1 D 2 figure) 


liominal 


value 


Rs 

Rs. 

20,000 

16,000 

480 

20,000 

16,480 


By Bank 
By Balance c/d 


Rf 


12.000 

8.000 


20.000 


Ccst 

Rs. 

10,090 

6,400* 

16,480 


PREMIUM ON REDEMPTION OF DEBENTURE ACCOUNT 


To Debenturebolders account 

Rs. 

100 

By Debenture redemption 
fund account 

Rs. 

100 

DEBENTUREHOLDERS ACCOUNT 

To Bank account 

Ks. 

10,100 1 

Rs. 10.100 j 

By Debenture account 

By Premium on redemption 
of debenture account 

KS. 

10,000 

100 




Rs. 10,100 

DEBENTURE ACCOUNT 


To Debenturebolders account 
To Balance c/d 

Rs. 

10.000 

40.000 

By Balance b/d 

Ri. 

50,000 


Rs. 50,000 


Rs. 50.000 


BANK ACCOUNT 



RS 1 

ks. 

To Balance 

To Debenture redemption fund 
investment account 

7 1 By Debenturebolders account 
10,030 1 

10,100 


• 16,000/20, OOOxRs. 8.000-Rs. 6,400 


Illnstration 54. A company gave notice of its intention to redeem its out* 
standing Rs, 4,00.000 6% debenture slock at Rs. 102 per cent, and offered 
the holders the following options to apply the redemption moneys 
cribe for : (a) 5% cumulative preferenre shares of R*. 20 each at R 2 50 







per share, {b) 6% Debenture stock at 96 per cent, (c) to have their hold- 
ings redeemed for cash. c 

Holders of Rs. 1,71,000 stock accepted the proposal (c). Holders ot 
Rs. 1,44,000 stock accepted the proporsal (6). And the remaining stock- 
holders accepted the proposal (c). Pass journal entries to record the 
above transactions. (Indian Institute of Bankers 1, 1971) 

Solution : 

JOURNAL ENTRIES 


(0 


m 


(0 


m 


(0 


m 


(il'O 


Option (a) : 

6% Debenture stock account 

Premium on redemption account 

To Debentureholders account 
[Amouni due to debenturehoiders offering for 
option (fl)] 

Dr. 

Dr. 

Rs. 

1,71,000 

3,420 

Rs, 

1,74,420 

Debentureholders account 

To 5% Cumulative preference sha re 
capital account 

To Share premium account 
(Issue of 7,752 cumulative preference shares for 

Rs. 20 at Rs. 22-50J 

Dr. 

' 1,74,420 

1,55,C40 

19,380 

Option (6) 

6% Debenture stock account 

Premium on redemption account 

To Debentureholders account 
[Amount due to debentureholders offering of 
option (6)1 

Dr. 

Dr. 

1,44.000 

2,8S0 

1,46,880 

Debentureholde s account 

Discount on (new) 6% debenture stock account 

To (New) 6% debenture stock account 
(Issue of 1,530 0% debenture stock (new) of 

Rs. 100 each at 96) 

Dr. 

Dr. 

1,46,880 

6,120 

1,53.000 

Option (c) 

6% Debenture stock account 

Premium on redemption account 

To Debentureholders account 
[Araoun* due to debentureholders offering for 
option (c)] 

Dr. 

Dr. 

85,000 

1,700 

86,700 

Debentureholders account 

To Bank account 

(Payment of amount due to debentureholders) 

Dr. 

86,700 

86,700 

Profft and loss appropriation account 

To General resers’e account 
fTransfer of profit to general reserve account) 

Dr. 

85,000 

85,000 

Entry to tran^fen lng prertiwn on re.^emptior t 
dcbzntures ; ■' 

Profit and loss account 

To Premium on redemption of dche.nture 
account 

wj 

8,000 

8,000 


rejardms the p<:r.od of Ibc issue 

Of nw 6% debenture,, c!,>coun: has not been written off to prom and Joss account. 


dupterS/CoapiDj Accosnb^Debrnlares 4 lt 9 


2. Redemption of debentures in first two cases was by conmsion into new 
shares and debentures and hence the company w^s not required to part with its bank 
balance. It is only tn the third case^ ibe d^entureholders base been paid out in 
cash. In this case, it i$ necessary to trarsfer the amount equal to the face v- 2 [ue of 
debentures redeemed from profit and lossappropriation account to general reserve 
account (sometimes to debenture redemption account or capital reserve account). 
This will enable the company to redeem deberlures out of profit. In the absence of 
such a transfer, the redemption will be out of capital which is not a sound policy. 

Ulostration 55. In 1954 Ashisli Limited issued Rs. 20,00.000, 6% deben- 
tures at par which were redeemable at Rs. 104 on 30th June 1965. Annual 
appropriation has been made out of profits to a sinking fund set up under 
the terms of debenture trust deed. The amount so set apart was invested 
on 3Cth June every year together with the income from sinking fund invcit- 
ment received during each year. The trustees have power to purchase, for 
immediate cancellation, any debenture available at a market price below 
par, and to realise investracnis of the sinking fund for this purpose. 

The following balances appeared in company's books on 1st July 
1964; (/) Sinking fund account at Rs 11,74,900 represented by invest- 
ments of an equal amount : (li) 6% debentures at Rs 12,00,000. 

The undermentioned transactions took place during the year ended 
•30lh June 1965: (a) Half jear’» interest on debentures was paid pn 31st 
December 1964. (l>) fnvesmenis costing Rs. 97,500 were sold and realised 
at Rs. 1,05,000 on 1st January. 1965. On the same date Rs 1,00,000 
debentures were purchased at Rs 97 (including expenses) oj- the market 
and Cincelled. (c) Remaining investments were sold and proceeds amount- 
■ * " j. ««•«.»—. 1955 (rf) Interest of Rs. 

1965 but was not invested 
* ipeading debenture red- 

‘ ^ , • were redeemed together 

with half-year’s interest thereon. 

Prepare the following ledger accounts for the year ended 30th June 
1965 ; 

(1) 6% debentures. (2) Sinking fund investments. (3) Sinking fund. 
(4) Debenture interest. (B. Cora., Bombaj, 1967) 


Solution : 


Ledger of Mjs. Asliisb Ltd. 
6% DEBENTURES ACCOUNT 

Rs. I 


JUD 


1 To Bjnk account 97.003 

„ To Sinking fond account 

— profit transferred 3.000 
30 To Bank account 11,44,000 


1964 

July J By Balance b/d 

1965 

June 30 By Sinking fund 
account— premium on 
redempnon on debentures 
transferred (It 


R$. 

12 . 00,000 


44,000 


R». 12,44.1)00 

^ r 
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SINKING FUND INVESTMENT ACCOUNT 


Rs. 

1964 

July 1 To Balance b/d 11,74,900 

1965 

Jan. 1 To Sinking fund account 
—profit on sale of 
investments transferred 7,500 

June 29 To Sinking fund account 

—profit on sale of investments 
transferred f2) 32,600 

RS. 

1965 

Jan. 1 By Baidc account 1,05,000 

Jun. 29 By Bank account 11,10,000. 

Rs. 12,15,000 

Rs. 12,15,000 


SINKING FUND ACCOUNT 


Rs. 

1965 

June 30 To 6% debenture* 

account CH 44,000 

„ To Capital reserve account 43,100 
„ To General rjscrve account 
— balance traniferred . 12,00,400 


Rs. 

11,74,900 


1964 

July 1 By Balance b/d 

1965 

Jan. 1 By Sinking fund 

investments account 7,500 

Jan. 1 By 6% debentures 

account, 3 oqo 

June 28 By Bank account * 

•—interest received 69.500 

29 By Sinking fund invest- 
ments account 32,600 


Ri. 12,87,500 

acKcassae 

debenture INTEREST ACCOUNT 


Rs. 12,87,500 


on 


Rs. 

36.000 

33.000 


1965 


964 

>x. 31 To Bank-6% 

Rs. 12.00,000 
Ion. 30 To Bank— 6% on 
Rs, 11,00,000 

Rs. 69.000 ' 

TUTORIAL NOTES 

(1) Balance in debentures a/c as on 1-7-64 
Less : Debentures redeemed on 1-1-65 

Balance redeemed on 29-6-65 at a Premium of Rs. 4 
per debenture 

Premium on redeemption xRs. 4=Rs. 44,000 

(2) Balance in S.F. Investment A/c 
Less ; Invetsment sold on 1-1-65 

Balance sold on 29-6-65 
Sale Proceeds 

Profit on sale 


Rs. 


June 30 By Profit and loss a/c 69,000 


Rs. 69,000 

12.00,000 

1.00,000 


11,00,000 


11,74,900 

97,500 

10,77,400 

11,10.000 

32,600 


WnstraOonSfi. On 30th September, 1970 the • ~- 

la the books of Sidney Poitier Ltd. ; allowing balances stood 
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Rs. 

Sbiklngftatd Inreslmenit : 

Rs. 

7% Second mortgage debenture 


Rs. 80,000, 5 per cent State 


stock 

4.00.000 

Development Loans 

76400 

Income received on sinking fund 


Rs. 90,000. 6 per cent National 


investments 

14400 

Defence Bonds 

1.00,000 

Discount on issue of debentures 

23.000 

Rs. 70.000. 7 per cent Plan 




Progress Loans 

70.000 

einlring fund 

3,65400 

Rs. 1,80.00071 per cent Central 




Senmties 

1,85400 


On the same day the inveslmenU «ere sold : the 5 per cent State 
Development Loans at 90, the 6 per cent National Defence Bonds at par, 
the 7 per cent Plan Progress Loans at 115 and the 7J per cent Central 
Securities at 120. On 1st October, 1970, the debentures of Jls. 3,00,000 
were redeemed at a premium of per cent. On the very same day 8 per 
cent Moon Landing Loans of Rs. 1,00,000 were purchased at a premium 
of 3 per cent. Annua! contribution for redemption was Rs. 50,000. Ignore 
interest. 

Prepare thft following accounts : (a) Debenture stock ; (6) Sinking 
fund ; (e) Sinking fund investments ; (d) General reserve. 

(B. Com . Bninbav. 1971) 

SoIotloD t Ledger of M/s* Poltier Lio. 

T/, SECOND MORTGAGE DEBENTURE STOCK ACCOUNT 


To Bank account 
To Balance c/d 


3.00. 000 I By Balance b/d 

1.00. 000 I 


SINKING FUND ACCOUNT 


To General reserve (on 
redemption of debentures) 
To Premium on redemption 
of debentures account 
To Discount on issue of 
debentures (3/4x23,000) (0 
To Balance c/d 


By Balance b/d 3,63400 

3,00,000 By Sinkins fund investments 

account (proSt on sale) 27,500 

7,300 By Interest on sinking fund 

investments account 14400 

18.730 By Profit and loss appropriation 
141430 1 account 30,000 


SINKING FUND INVESTMENTS ACCOUNT 
"RsTi 


To Balance b/d 4,31,000 By Bank account : 

lb Sirring fund account — profit 5K Loans 72,000 

on sale of investments 27,500 NMioaal Defence _ 

(balancing figure) 

To Bank account-8% Moon ^ 7% Plan Progre 

Landing l^ans 1,03,000 Loans 


Bonds 90,000 

T% Plan Progress 
Loans EC^500 

71% Central Securi* ^ 
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tutorial notes 

0) Altemadvely it can be changed to prom ann loss account ot the year. Since. 
3/4ths ofdcbcntures have been redeemed. 3/4ths of the debenture-discount has been 
written off. 

general reserve account 


Rs. 



To Bultmcc c/d 3,C0,0Q0 

Sinking fund account 3,00,000 

Ra. 3,00,000 

Rs. 3,00,000 

rsEssssa 

= ess 


SllcstrafioD 57. Affluence Ltd; had issued 7% debentures of the par value 
of Rs. 50,00,000 divided into 5,000 debentures of Rs, 1,000 each redeem- 
able at any time by the company after giving three months’ notice. Under 
the terms of issue the company had the power to purchase in the open 
market its own debentures and either resell them or cancel them. On 
January 1, 1978 the following were the balances in the relevant accounts 
in the books of the company : 


Rs. 1 Rs. 

Debenture issued 48,20,000 ( Sinking fund 6,50,000 

“Own” debenture account Sinking fund investments 6,40,000 

(par value Rs. 5,000) 4,200 j 


During the year 1978 the following were the transactions relating to 
the above : 

0 

(a) Purchased “Own” debentures of par value Rs. 3,000 at Rs. 
3,100. (b) Re-sold “own” debentures held at the beginning of ihe year 
for Rs. 5,000. (c) Interest received on sinking fund investments Rs, 
26,000. (d) Annual set-aside lo sinking fund Rs. 50,000. (c) Invest- 
ments of sinking fund Rs, 70,000. “Own” debentures held as on 31-12- 
1978 were cancelled. 


Show ledger accounts relating to the above. 


Sc-lutics : 


(B. Com., Bombay, 1970) 
Ledger of M/s. Affluence Ltd. 


7% DEBENTURES ACCOUNT 


To Own debentures account 
To Balance c/d 

Rs. 

3,0(X) 

48,17,000 

By Balance b/d ■ 

Rs. 

48,20,000 


Rs.'48,20,00() 


Rs. 48,20,000 


OWN DEBENTURES ACCOUNT 


To Balance b/d (F.V 
Rs. 5.000) 

To Bank— purchase (F.V. 

Rs. 3,000) 

To Sinlring fund account— profit 
on sale of own debentures 


Rs. 

4,200 


.3,100 

800 


Rs. 8,100 


By Bank— sales (F V 
Rs. 5.000) 

Sy 7% debentures account 
Rs. 3,000)— cancelled. 

y Sinkinc fiirift 



Rs. 

5.000 

3.000 
100 


eaxstm 


Rs. 8,100 



Cbapter/J Coapanf Aeceoats-^Debenteres 

SINKING FUND ACCOUNF 

To Own debenture account-.-to» 

on cancellation ordebcnfurcJ 100 

To General reserve account (n 3.000 

To Balance c/d 7,23,700 

ByBaUn«b/d 6,50.Sj 

By Own debentures account- 
profit on sale or own 
debetures 800 

By Bank interest on sinking fund 

inveatments 26,000 

By Profit and loss appropriation 

account— amount set aside 50.CXX) 

Ra. 7,2e.800 

Rs. 7.26.800 

SINKING FUND INVESTMENTS ACCOUNT 

To Balance b/d Rs. 6,40.000 

To Bank 70,000 

By balance c/d Rs. 7,10,000 

Rs. ~1jOOOO 

TUTORIAL NOTES — 

1 Rs. 7,10,000 


Oq the caocellatioa of own dcbeaturej (1^.. redempttonof debenturet) the 
aniouat equal to face value of dsbenturc* cancellM h transferred to e^aeral resers-e. 

niDstratiQQ 58. Hindusthan Ltd isitucd -‘O.OOO 6% debentures of Rs. 100 
each on IstJanuary 1971. The dcbcan*r« are rcdcemabje by the creation 
of a sinking fund. The company had the right to call upon the trustees 
to apply the sinking fund moneys in purchasing own debentures, if avail- 
able, below par. The follow irg information is given : 

(а) The annual appropriation is Fs. 50,000; 

(б) Sinking fund balance as on 1st January 1974 tvas Jls. 1,31,942 
icpfcsented by 6% Stale Loan at cost of Rs. 74,262 (face value Rs. 
80,000} and sinking fund cash Jl$. 7,680. This cash balance together 
with the annual appropriation of Ks. ^,000 was invested in 6% State 
Loan. The loan bonds which were purchased cum-intcirst had a face 
value of Hs. 60,000, 

(c) 1st September IW sold the State Loan of the face value Rs. 
40,000 OL-t of loan held on Ist Januao’ 1974 for Rs. 38.000 (ex-intertst) 
and the proceeds uere applied ro purchasing own debentures (face value 
Rs. 45,000) cx-int»rest, 

id) The debentures purchased arc cancelled on 3ht December. 

(e) Interest on State Loans is received on 2Ist March and 30tb 
Septcro^r. 

(/) Interest on debentures is paid on 30ta Jure ai.d 3Ist December. 

(g) Debentures outstanding as on Ist Jtntmry 1974 wer. Rs. 
4.67,000. 

Make ledger entries in the books oftheeompanylo gneejTertto 
theabove. (C, A. Rail ^ or.. 1975} 



Alternatively it can be changed to prom and. toss account ot the year, 

3/4ths of deb?mu«a have been redeemed, 3/4ths of the debenture-discount has been 

tvritten off. 


general reserve account 


To Balance c/d 


Rs. 

3,00,000 
Rs. 3,00,000 


Sinking fund account 


Rs. 

3,00,000 

Rs. 3,00,000 


Sllnstration 57. Affluence Ltd; had issued 7% debentures of the par value 
of Rs. 50,00,000 divided into 5,000 debentures of Rs. 1,000 each redeem- 
able at any time by the company after giving three months’ notice. Under 
the terms of issue the company had the power to purchase in the open 
market its own debentures and either resell them or cancel them. On 
January 1, 1978 the following were the balances in the relevant accounts 


in the books of the company : 


Rs. 

Debenture issued 48,20,000 

“Own" debenture account 

(par value Rs. 5,000) 4^00 


Rs. 

Sinking fund 6,50,000 

Sinking fund investments 6,40,000 


During the year 1978 the follov/ing were the transactions relating to 
the above : ^ 

(a) Purchased “Own” debentures of par value Rs, 3,000 at Rs. 
3,100. (6) Re-sold “own” debentures held at the beginning of ihe year 
for Rs. 5,000. (c) Interest received on sinking fund investments Rs. 
26,000. (d) Annual set-aside to sinking fund Rs. 50,000. (c) Invest- 
ments of sinldng fund Rs. 70,000. “Own” debentures held as on 31-12- 
1978 were cancelled. 


Shov/ ledger accounts relating to the above. 
Solution : 


(B. Com., Bombay, 1970) 
Ledger of M/s. Affluence Ltd. 


7% DEBENTURES ACCOUNT 


To Own debentures account 
To Balance c/d 

Rs. 

3,000 

48,17,000 

By Balance b/d ' 

Rs. 

48,20,000 


Rs.'483,000 

e=ss=eas=sss 


Rs. 48,20,000 

eartsrsssssae 


OWN debentures ACCOUNT 


To Balance b/d (F V 
Rs. 5.000) 

To Bank— purchase (F.V. 

Rs. 3,000) 

To Sinking fund account— profit 
on sale of own debentures 


Rs. 

4,200 

3,100 

800 


Rs. 8,100 

<BasS«B 


By Bank— sales (F.V 
Rs. 5,000) 

7% debentures account 
Ts cancelled. 

By Sinking fund account 

cancellation of defaentui 


Rs. 

5.000 

3.000 
100 


Rs. 8,100 
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SINKING FUND ACCOUNT 


To Own debenture account~loss 
on cancellation of debentures 
To Genera! reserve account n) 
To Balance c/d 


By Balance b/d 

By Own debentures account — 
profit on sale of own 
debetures 

By Bank interest on sinking fund 
investments 

By Profit and loss appropriation 
account — amount set aside 

Rs. 


26.000 

50,000 

7,26,800 


SINKING FUND INVESTMENTS ACCOUNT 


To Balance b/d 

To Bank 

Rs. 6,40.000 
70.000 1 

1 By balance c/d 

Rs. 7,10,000 

TUTORIAL NOTES 

RS. 


Ri. 7,10,000 


On the cancellation of own debeolurts (/e., redemption of debentures) the 
amount equal to face value of debentures cancelled is transferred to general reserve. 

niostratlon 58. Hindusthan Ltd issued JO, 000 6% debentures of Rs. lOO 
each on Ist January 1971. The debeoiiTCS are redeemable by the creation 
of a sinking fund. The comparty had the right to call upon the trustees 
to apply the sinking fund moneys in purchasing own debentures, if avail* 
able, below par. The following information is given : 

(а) The annual appropriation is Rs. 50,000. 

(б) Sinking fund balance as on 1st January 1974 was Rs. J,31,942 
represented by 6% State Loan at cost of Rs. 74,262 (face value Rs 
80,000) and sinking fund cash Rs. 7,680. This cash balance together 
with the annual appropriation of Rs. 50,000 was invested in 6 % Stale 
Loan. The loan bonds which were purchased cum.jnterest bad a face 
value of Rs. 60,000. 

(c) 1st September 1974 sold the Stale Loan of the face value Rs. 
40,000 out of loan held on 1st January 1974 for Rs. 38,000 (ex*mtere$t) 
and the proceeds were applied in purchasing own debentures (face value 
Rs. 45,000) ex-intarest. 

(if) The debentures purchased arc cancelled on 31st December. 

(e) Interest on Slate Loans is received on 31st March and 30th 
September. 

(/) Interest on debentures is paid on 30th Jure ai d 3Ist Dccecber, 

(g) Debentures outstanding as on 1st January 1974 wer Rs 
4,67,000. ■ ' ' 

Make ledger entries in the books of the company to give dlect to 
the above. (C. A. Fioal Not., 1975j 



<<•124 CfapteT/5 Aflranced Accoantancy 


Solrtioa : SINKING FUND INVESTMENT ACCOUNT 

(A) Own Debentures Account 


1974 

Se?t. 


Tt 



Nominal 

Cost 

To Sinking 
fund cash 

Rs. . 

Rs. 

account 

To Sinking 
fund account 
— ^profit on 

45,000 

38,550 

(4) 

cancellation 


6,450 

Rs. 

45,000 

45,000 


— 




Nominal 

Cost 

By 6% 
deben- 
tures 
account 
cancella- 

Rs. 

Rs. 

tion 

45,000 

45,000 

Rs. 

45,000 

45,000 



== = *S5=a 


SINKING FUND ACCOUNT 


1974 

Dec. 31 To General reserve — 


transfer 

>» >, Balance c/d 


Rs. 

45,000 

1,52,761 


1974 

Jan. 

Sept. 


Dec. 


1 By Balance b/d 
1 „ S. F. Investments 
2'^ount— profit on sale 
31 By Own debentures 


Rs. 

1,31,942 


869 


» 


account — profit on can- 
cellation 

By Interest on S F, 
investment A/c 
Profit and loss appro- 
priation A/c 


6,450 

8,500 

50,000 


Rs. 1,97.761 


Rs. 1,97,761 


SINKING FUND INVESTMENT 
(B) State Loan Account 


account 


1974 

Jan. 1 To Balance b/d 
To Sinking fond' 
c . , ^«»nnt 1 

^cpt. I To Stnlnng fund' 
account— profit' 
on sale 

Nominal 

Rs. 

80,000 

60,000 

1 

Cost 

Rs. 

74,262: 

56,780 

(3) 

869 

1974 

Sept. 1 By Sinking 
fund cash- 
sale 

D*c. 31 By Balance 
c/d 

Nomiual 1 

1 

40,000 

1,00,000 

PvS. 

1,40,000 

1.3^911 



Rs. 

1,40,00^ 


Cost 

Rs. 

38,000 

93,911 

1,31^ 


1974 

Jan. - 1 To Balance b/d 
To Bank — annual 
T.^?PfopriaSj'on 
J4arch 31 To Interen on S F 
in%titments 
S-T- Investment — 

Loan 50 fYin 

To Interest on the above 1 OM 

To Interest on State uLsISm 


Sept, I 
Sept. 30 


50.000 
4,200 

38.000 


Sept, 

»» 

Dec. 


1 By Interest on S F 

investments A/c ' ^ 

«« 

account 

31 By Balance c/d 

Rs- 1,03.880 
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INTEREST ON S.F. INVESTMENTS ACCOUNT 


1974 R5. 

Jan. 1 To accrued Interest A/c (2J 1,200 
„ To Sinking fund casb 

account 900 

(Interest paid at the time 
of purchasing Rs. 60,000 
State Loan) 

Dec. 31 To Sinking fund A/^ 

transfer S,SO0 


1974 

Mar. 31 E; S'aldng fund cash 
account 

(On Rs. 1,40,000 for 
6 months) 

Sept 1 By Sinb'ng fund 
account 

(Interest realised on 
ule of Rs. 4^000 Stale 
Loan bonds) 

Sept. 30 By Sinking fund cash 

(Interest on Rs. J.00,000 
for 6 months) 

31 By Debentore interest 
(Interest on own deben* 
ture (on Rs. 45,000 for 
4 months) 

By accrued interest (2) ]J00 
(on Rs. 1,00,000 for 
3 months) — — 

Rs. 10,600 


Ri 

4,200 


1,000 


3,000 


Dec. 


900 


DEBENTURE INTEREST ACCOUNT 


1974 Rs. 

June 30 To Bank A/c 14.010 

Sept, 1 To Sinking fund cash 

account 450 

(interest on Rs. 45.000 for 
July and August) 

Dec. 31 To Bank A/e 12.660 

To Interest on S.P. 

Investments 900 

(on Rs. 45.000 own deben- 
tures for 4 months) 

Rs. 28,020 


1974 Rs. 

Dec. 31 By Profit and loss account 

—transfer 2S,Q20 


6% DEBENTURES ACCOUNT 


>?74 R5. 

Dec. 31 To own debentures 

account cancellation 45,(XX) 
ToBsIancec/d 4,22,000 


TUTORIAL NOTES 


Rs 4,67,000 


January I By Balance b/d 


Rs. 

4,67.000 


(«) Sinking fund cash accounlia kept separatelyandis debited with 

mtercst received on S. p. luvcsftnenls. sale proceeds of iavesfctieats and aonn^ 

appropriation amounts. This account Is credited with moneys spent on 

ofS.F. lBvc«m«ots including own debentures. At the tune 

price includes interest, such interest is also credited to this account 

segregation of cash, sinking fund may not be available for investment. 

la 1973 accrued interest ofRs. 1,2M on Kveno 

October to 3Ist December must have been taken into aecoun. accrued interest 

entry has to be passed fay debiting iDicresI account asd j, 

secoum. Again on 3Ist Decembe?, 1974 accrued inucest account is c i 
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interest account is credited with Rs. 1,500 being the 3 months interest on Rs. 1,00,000 
(3) Book value of the investment made on 1-1-1974 is calculated a^llo^^ 

Sinldng fund cash balance ■ ‘ jq’qqq 

Annual appropriation ’ 


Amount available for investment 

Less : Interest on Rs. 60,000 accrued for 3 months 

Cost of Rs. 60,000, 6% Stale Loan 


57,680 

900 

36,780 


The interest of Rs. 9<W included in the price is debited to interest on S. F. 
Investment account. 

(4) The cost of own debentures is arrived at as follows : 

Amount realised by sale of State Loan bonds. 


Amount received towards debentures Rs- 38,000 

Amount received towards interest thereon 

Amount utilised to purchase debentures 39,000 

Less ; Interest included in the above price 450 

Amount debited to own debentures A/c 38,550 


Ilinstration 59, Prosperous Ltd. issued Rs. 10,00,000 6% debenture stock 
at par on 2-1-1955. Interest was payable on 30th June and 31st December 
each year. Under the terms of the debenture trust deed the stock is 
redeemable at par. The trust deed obliges the company to pay to the 
trustees on 3lst December 1966 and annually thereafter, the sum of Rs. 
1,00,000 to be utilised, for the redemption and cancellation of an equivalent 
amount of stock, which is to be selected by drawing lots. 

Alternatively, the company is empowered as from 1st January 1966 
to purchase its own debentures in the open market. These debentures 
must be surrendered to the trustees for cancellation and any adjustments 
for accrued interest recorded in the books of account. If in any year the 
nominal amount of the stock surrendered under this alternative does not 
amount to Rs. 1,00,000, then the shortfall is to be paid by the company 
to the trustees in cash on the 31st December. 


The following purchases of stock were made by the company : 

Nominal value of stock Purchase price per Rs. 100 
purchased 
Rs. 

(1) 30th September, 1966 1,20,000 

(2) 31st May, 1967 75,000 

(3) 31st July, 1968 1,15,000 


of stock 
Rs. 

98 

95 (Ex-interest) 
92 


The company fulfilled all its obligations under the trust deed 
aud taxadoa. 



duptera/CempaD/ Acfot3b->Debea{arta 


Solution : 


Ltigtr of M/s. Frosp«ro(s Ltd. 
6% DEBENTaRE STOCK ACCOUNT 


1966 Rs. 

Sept. 30 To Pebentutt redeaption 

accouQ! 1^,000 

Dec. 31 To Balance c/d 8,80,000 


Rs. lO.OO.COC 


1966 

iaa 1 By fiaUcE* b/l 


Ba. 

KWO^ODO 


1967 I 

May 31 To Debenture redemptioc 

acw)unt 75,000 

Dec. 31 To Debenture redenpUon 

sccotint (sborta^ 
men 25.000 

Dec. 31 To Balance c/d 7,80.000 


1963 

July 31 To Debenture redeoiptios 

account 1.15.000 

Dec. 31 To Balance c/d 6.65.000 


1967 

Jan. ) BT Balance b/d 


Ra. 8,80.000 
7.80,000 


Rs. 7,80.000 j 

6% DEBENTURE REDCMTHON ACCOUNT 


1966 

Sept. 30 To Bank account 

To Capital reserve a/c 


Rs 

1,15.800 

4.300 


1967 

May 31 To Bank accoont (ex* 
interest price) 

To Bank a/c (shortage 
roetl 

To Capital reserve a/c 


1968 

July 31 To Bank a/c 

To Capital reserve a/c 


J966 R»> 

Sept 30 By 6% deheniore itock 

account 1.30.G00 


Ra. 1.20/CO 


1967 

May 31 By 6% debenture ifock 

awoont 7S.00O 

Dec. 31 By 6% debenture itock 
account (shortage 
BJef> 25.000 


Ra. l.CO.OOO 


July 31 By 6;i dctolulc llofl , 
account 

Ra. 1.15,000 


TUTORIAL ft'OTES 


98 _ t.MnviaRa 1 17 600. True price»»Ra. 
(U Cum-lntercst price =.To 5 XR*. I,20.000»Rs i.i/.cw- 

— B isfiftrtintereftonRs. I^O.OOOforJmoaths 

I.I7,«»-R! l.SOO-Rs. 1,13,800. Rs, I.roOn io"n« on . 

from July to September. 

... ,D. I leOOO-Ra 1.03.800 True pflce-I 

(2) Cum*ictere5t price7=]^5<R* l.l5,ow 

i 03 M 5 .PS. 575 islilte'«>»'>’“ l.lS.tOO lor ons 
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(3) After going through the debenture redemption account, the 
KStdes would have noticed that this account it no different from own debenture* 
account. The difference is only in nomenclature, 

(4) As the own debentures are immediately cancelled, interest on own dcbca- 
tnres ik not taken into account. 


DBBBNTUIIE INTEREST ACCOUNT 


1966 


Rs. 

1966 


Ra. 

June 

30 To Bank 


Dec. 

31 By Profit and loss 

58,200 

Sept. 

(onRs, 10,00,000) 

30,000 


account 

39 To Bank (interest on 






cum-interest pur- 
chase) 

1,800 




Dec. 

31 To Bank 






(on Rs. 8,80,000) 

26,400 





Rs. 58,200 



Rs. 58,200 



aKirs'ss 



casts*** 

1967 



1967 

31 By Profit and loss 


May 

31 To Bonk (interest paid 


Dec. 

50,175 

on purchase of 
debentures) 

1,875 


account 



June 

30 To Bank (interest on 





Rs. 8, 0^000) 

24,150 ! 




Dec. 

31 Bank (interest (on 





Rs. 8,05,000) 

24,150 





Rs. 

50,175 



Rs. 50,175 

1968 



1968 



June 

30 To Bank 


Dec. 

31 By Profit and loss 


■\ July 

(on Rs. 7,80,000) 

23,400 


account 

43,925 

31 To Bank (interest on cum 




interest purchase) 

575 




Dec. 

31 To Bank 






(on Rs. 6,65,000) 

19,950 





Rs. 43,925 

sxsxas 

- 


Rs. 43,925 


IHustration 60, A company had issued 9% debentures of the face value 
of Rs. 1,000 each (redeemable at par) interest on which is to be paid half 
yearly on 30th of June and 31st of December each year. Under the terms 
of issire, it was permitted to acquire its own debentures from the market 
with option to resell them or to cancel them in redemption of outstanding 
debenture liability. On April 1, 1968, the debentures account showed a 
credit balance of Rs. 40,60,000 and sinking fund Rs. 4,90,000. The 
annual set-aside to sinking fund was-tp be Rs. 1,00,000. During the year 
to March 31, 1969 its transactions in its own debentures were as under : 

Transaction 

April 1, 1968 Opening balance of uncancelled own debentures (at 
cost on ‘FIFO’ basis) ; 10 debentures @ Rs. 990 
and 20 debentures @ Rs. 1,000. 

April 30 Sold 16 debentures @ Rs. 1,005. 

July 1 Purchased 10 debentures @ Rs 985. 


Nov. 1 y/, 

March 31, 1969 After retarssrjr M »:> fj: z.' j / t,>.i 

debertorei 9.*re dfsAW. ,r. y.r 4iyfr/^//y // 
outsfa7;dirgdebrr/Of^j«,Ji,.| f,. 

All transactions of taleand 

detcoturcs account, defce.iture irter«t Z4v,>irt v/ 

deduction at source may be ignored, f ftui 

Solotion : 


ov/N DEDE?rruRrs A.rrjr^i’fT 


1968 R»: 

April I To B^lacce b/d 

10 at 590 9.5CO 

20 at 1,000 20.CC0 

July 1 To Bank. 10 Q 513 9^*0 

Not. 1 To Bask, 10 5.90 9.(M 

Not, 1 ToBrrfit on Deb, a.'c (2) 

(csacellatioa) 90 

RS. 


TUTORIAL h'OTES 


15/? 

Apnl 30 

Apnl JO fc/ \/A4, vs <'V- - 

W/i '* 

Ma/cb 31 hi 

Mtfifc 31 t ■ I 


'A!/> 


(1) Itai cn sale : 

Cost price of 10 debentures (FlfOy 
Ccfst price of 6 debentures 


■/'// 


Total cost price 
Total amount rcalbcd 


y./f/. 


Loss 02 sale 


J.U 


<2) Prufir cn caraUcUon : 

Pnith^jc pt;« fFirO) HtromlUt.iUr.rf 
6 from tie let pwefcated cn July ^,t-r ,’>^1 *■ 


Total pcTzhave price 
Face va;::e cf debentures 


caricelW 
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DEBENTURE INTEREST ACCOUNT 


1968 

June 30 To Bank (on outside 
debentures of 
Rs. 40,46,000) 

To Interest saved a/c 
Nov. 1 To Bank (interest on 10 
debentures purchased 
on Nov. 1, effect of 
cum-interest price) 
Dec. 31 To Bank (on outside 
debentures of 
Rs. 40,76,000) 

To Interest saved a/c 


Rs. 

1,82,070 

435 

'300 

1,81,170 

1,230 


March 31 To Interest accrued a/c 90,585 
To Interest saved account 765 


1968 Rs. 
April 1 By Interest accrued 

account (on outside 
debentures of 
Rs. 40,30,000 for 
3 months) 90,675 

April 30 By Bank (interest on 16 
debentures sold at cum- 
interest) 400 

1969 

March 31 By Profit and loss 

account 3,65,400 


Rs. 4,56,555 


Rs. 4,56,555 


CALCULATION OF INTEREST SAVED 


1 

Number of 
debentures 

Amount 

Period 

Period- 

months 

Amount of 
interest 

Rs. 

Rs. 

From 


To 


a^U 1 

14 

30.000 

14.000 

April 

Mayj 

1 

1 

April 

June 

30 

30 

1 

2 

225 

2IC 








435 

24 

10 

24.000 

10.000 

July 

Nov. 

1 

1 

Dec. 

Dec. 

31 

31 

6 

2 

\,m 

150 

34 







1,230 

34,000 

Jan. 

1 

March 31 

3 

~T6r 


ASSIGNMENT MATE.RIAL 
Objective Type Questions 

I. State whether the following stateraents are ‘true’ or ‘false’ • 

0) Dcb=„toemt„es, « payable only a company mate 


® only by 

(3) Annual appropriation made to build the deb^titr» .j 
tad „ debited to fc pros, and 

() A company cannot buy its own debentures. 
b5nture?'toStStoss°aSn?'‘''“™' 

” lo7acto™f'‘‘”S‘""'*'"^ is credited to pte,a, a„d 
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(8) Own debentures can be cancelled only on dates when interest 
becomes payable on debentures- 

(9) When own debentures are purchased by company on ex-mlerest 
basis, in addition to the purchase price, interest will be paid 
from the last dale of interest payment to the date of transaciion- 

(10) For the same purchase price, profit on cancellation of own 
debentures will be more when purchased on cura-inlerest basis, 
r. Fill in the blanks : 

(1) Debentures which cannot be transferred by mere delivery ate 
called. ..debentures. 

(2) Mortgage debentures may be secured either by way of a... 
charge on specific assets or by way of a.. .charge on the general 
assets of the company. 

(3; After all the debentures are redeemed the balance in the sinking 
fund is to be transferred to 

(4) For the same purchase price profit on cancellation of own deben- 
tures is more when purchased on basis. 

(5) Profit on sale of sinking fund investments it to be credited to... 
.. account. 

(6) Own debenture account w/M appear on the., side of the balance 
sheet. 

(7) When debentures are redeemed in annual instalments the red* 

. emption is known as 

(8) Premium on redemption of debentures is in the bature of a... 
account. 

(9) When debentures are redeemed from out of profits an equal 

amount is transferred to account. 

(10) While shareholders are part proprietors of the undertaking, 
debetureholdere are merely in the position of. 

II, Indicate the correct or best answer ; 

(1) Premium on redemption of debentures account is in the nature 
of : 

(d) Personal account. 

(b) Real account. 

(c) hjominal account. 

(2) After the debentures are redeemed, the balance in the sinking 
fund account is transferred to : 

(o) Capital reser.’c, 

(b) General reserve 

(c) Profit and loss account. 

(3j When own debentures arc tuiicelkd, any profit on rar\-cl~'''i.‘*= 
is transferred to ; 
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(a) Profit aod loss account 

(b) General reserve 

(c) Capital reserve. . of XLtd, : 

(4) The following30urnaleDtrv appears in 

Bank account ' ’ 

Loss on issue of Pj. lo.OOO 

Debentures account 
To 8% debentures account 
To Premium on redemption 

of debentures account _ 

Debentures have been issued at a discount rate o ; 


1 , 00,000 

6,000 


( 5 ) 


(a) 10 per cent 

(b) 4 per cent 

(c) 6 per cent 

The following journal entry is made in 
6% Debentures account 
Premium on redemption ot 
debentures account 


the books of X 
Dr. 80,000 

Dr, 3,000 


To Bank 

To Profit on cancellation 
of debentures account 



73,600 

9,400 


Debentures have been redeemed ; 


( 6 ) 


id) at par 
(6) atRs. 92 
(c) at Rs. 90. 

Ti-,,. Tiominal and book values of sinking fund investments 
IccUrare Tes7ectivcly Rs. 1.00,000 and Rs 96^00 The 
company has sold investments of the nominal value Rs. 20,OOC 
at a nrice that was sufficient to redeem the debentures of Rs 
20 000 at Rs. 102. The profit on sale of investments is ; 

(а) Rs. 1,200 

(б) Rs. 800 
(c) Nil 


Questions 

1. Define debenture. Distinguish it from debenture stock. 

2. What are the types of debentures ? Briefly describe them. 

3. Give the accounting treatment of issue of debenture as a cbllat- 
ral security. 


4. Is there any. restriction on the issue of debenture at discount 
If not, then why ? 

5. Enumerate and describe the various ways of issuing debenture! 

6. What are the alternatives available for making the provision f 
redeeming debentures ? Is it necessary to make such provision ? 
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7. State what do you understand by : 

(a) Redemption ot' debenture out of capital, 

(h) Redemption of debenture out of profit 7 

S. State what is the diiTefcnce between ; 

(a) Redemption of debenture out of provision (sinkin/j fund) 
and 

(b) Redemption of debenture out of profit 7 

9. What is debenture discount 7 What are’ the methods for WTillnj 
itofT? * 

10. What accounting entries are nadc with regard to interest oi 
debenture 7 

Exercises 

1. Jl' Ltd. purchased assets worth Rs. 28,S0,000. It issues deben 
tures at 4% discount in satisfaction of the purchase price. Calculate ho\ 
many debentures will be issued in case debenture is of Rs. 100 each. 

(JO, 000 

2. How many debentures wi)) a company be required to issue fo 

satisfying the purchase consideration of Rs. 28,80,000 if the debenture i 
of Rs. 80 and is issued at a premium of Rs. 10 per debenture 7 (J2,00C 

3. What amount should be set aside to get Rs. 10,00,000 at the em 

of 10 years ? The amount is expected to earn 4% rate of interest. Siokin 
fund table shows that 0 08329094 at 4% intescst will accumulate Re. 1 a 
the end of 10 years. (/is. SJ,290‘P4 

4. What amount should be set aside to get Re. 1 at the end of 
years, the rate of interest being i% 7 Use the following formula : 

/ svherc /=pcr unit rate of intere 

'?!+/)•— r fl^number of years 

(0-3J720S86 

5. A company sells away 2,000 War Bonds of Rs. lOO each at lOJ 
Calculate the profit or loss made on it when it appears in the balance sbet 
as under ; 

BALANCE SHEET 









BLiHli 



Problems 

ISSUE OF DEBENTURES 


1. What journal entries will be made for the following types < 
issues : 

(o) A company issued 1,000 6% debentures of Rs. 100 each at par 

(6) A company issued 1,000 6% debentures of Rs. 100 each at 10' 

premium ; and 
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(c) A company issued 1,000 6% debentures of Rs. 100 each at 10% 
discount. 

2 What journal entries will be made in the following cases : 

(«) A company issued Rs. 40,000 6% debentures at par redeemable 
at par ; 

{b) A company issued Rs. 40,000 6% debentures at discount of 10% 
redeemable at par ; 

(c) A company issued, Rs. 4O,0OQ 6% debentures at premium of 5% 
redeemable at par ; 

(d) A company issued Rs. 40,000 6% debentures at par redeemable 
at 10% premium ; and 

(e) A company issued Rs. 40,000 6% debentures at a discount of 
5% and redeemable at 5% premium. , 

Also show how will you deal with the loss on issue of debentures in 
the books. 25’20 

DISCOUNT ON DEBENTURES 

3. A company issued debentures of the face value of Rs. 1,00,000 

at a discount of 6%. The debentures were repayable by annual drawings 
of Rs. 20,000. How would you deal with the discount on debentures ? 
Show the discount account in the company’s ledger for the period of 
duration of debentures. (C, A. Inter., 1964) 25‘26 

4. A company issued debentures of the face value of Rs. 5,00,000 

at a discount of 9%. The debentures were repayable by annual drawing of 
Rs. 1,00,000. Show the discount account in the company’s ledger for the 
period of duration of debentures. (B. Cora., RajasthaOj 1971) 

PROVISION FOR REDEMPTION 


5. (/) On 1st January, 1960 the Asian Trading Co. Ltd. issued 
debentures for Rs, 5,00,000 redeemable at par on 1st January, 1965. It 
was decided to establish a sinking fund for the purpose of redemption. 
Show the ledger accounts for five years, assumirg the annually invested 
amount earns 5% interest. Sinking fund table shows that 0-1809748 
amounts to Re. I at 5% in five years. 

(iz) Calculate what amount will be set aside if the company has 
agreed to pay off debentures at a premium of 10% the rate of interest on 
sinking fund investment and period of redemption remaining the same 

25-27 


h A private limited company, being in need of further capital 
issued debentures One of the directors look up Rs. 50,000 at a premium 
of 5 per cent - a friend of his subscribed for Rs, 50,000 at a premium of 
3 per cent, while Rs. 1 ,00,000 were issued to the company bankers by way 
of collateral security for a loan of Rs 60,000. Show how these t^sac^ 
tions would appear m the company’s balance sheet and pass iournal entrii 
to record the same. (Indian Institute of Bankers, Part 1, 1968, Modified) 

^ company purchased assets of the book value of Rs 4 On 000 
and took over the liabilities of Rs. 50,000 from Dalai Bros. It was aS 
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(/<) What journal entries will be done in all the above three cases 
(vhen the purchase consideration is settled at Rs. 2,80,000 ? 25*21 

[Part I, Goodwill Rs. 50,000 ; case (a) S,800 debentures of Rs. 100 
each ; core (6) 4,222 debentures of Rs. 100 each ; ease (e) 3,454 debentures 
of Rs. 100 each. Part 11^ Capital reserve Rs. 70,000 ; ease (a) 2,500 
debentures of Rs, 100 each ; case (b) 3,111 debentures of Rs. 100 each ; 

ease (c) 2,545 debentures of Rs. 100 each] 

8. JV Limited issued for subscription 5,000 debentures of Rs. 100 

each at a discount of 3^. The whole of the Issue ofiered was underwritten 
by Pal & Co., commission being 2J% on nominal value. The public 
subscribed Rs. 4,00,000 worth of debentures balance being allotted to 
P'* f r.*.-?.-* *■-’■*•••7': •- the market. 

j ; ^ • . - . • • ' Rs, 50,000 

V . . •• •« *. • ‘.loan of Rs, 

40.000. Show the entries in the cash book and ledger of the company and 
show how the entries would appear io (he balance sheet. 

(C. A. Inter., 1963) 25-23 

9. On 1st January 1965 a limited company made an issue of Rs. 

5.00. 000 5% Mortgage debentures, interest thereon being payable on 30th 
June and 3Ist December. Of this amount Rs. 2,50,000 was subscribed at 
1 premium of 2%Rs. 1;00,000 was taken at par ; and the balance was 
deposited with the company’s bank as collateral security for a loan of 
Rs. 1,25,000, interest on the bank loan being payable at 6% p.a. on 31st 
December each year. Under the terms of this issue, the company was 
required : (o) To make an annual contribution of Rs. 50,000 to a sinking 
fund which was to be utilised in the company’s own business, (h) To re- 
pay Rs. 2,00,000 of the debentures at the cod of 5 years. 

You are required (o) to give journal entries to record the issue of 
debentures, the payment of interest and the creation of sinking fund in 
1965, and (b) to show, by means of a balance sheet, the position of the 


[Balance on3lst December, 1965 5% mortgage debentures Rs. 3,50,000 ; 
loan Rs. 1,25,000 (secured by the issue of 5% mortgage debentures of Rs. 
1,50,000 as collateral security ) : Debenture sinking fund Rs. 50,000) 
/Vote; It has been assumed interest on loan and debentures has been paid. 
Bince there must be other profits, the Interest must have been set aside out 
of those profits. 
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amount to earn 5% interest net, and that the amount annually set aside 
for the purpose is Rs. 90,412-50. The investments are to be purchased m 
multiples of Rs. 100. . .{®- Com., Kerala, 1971) 

REDEMPTION 


11. What entries for the redemption of debentures will be done 
when- (a) debentures are redeemed by annual drawings out of profits ; 
(b) debentures are redemed by drawing a lot out of capital ; (c) deben- 
tures are redeemed by purchasing them in the open market when sinking 
fund for the redemption of debentures is maintained ; and (d) debentures 
are redeemed by purchasing them in the open market when sinking fund 
for the redemption of debentures is not maintained — {/) when out of profit, 
(/;) when out of capital ? 25-28 


12. What journal entries will be made in the following cases when 
company redeems debentures at the expiry of period by serving the notice; 
(a) when debentures were issued at par with a condition to redeem at pre- 
mium ; (6) when debentures were issued at premium with a condition to 
redeem them at par ; and(c) when debentures were issued at discount with 
a condition to redeem them at premium ? 25*29 


13. On 1st January, 1961, Metal Products Ltd. issued debentures 
for Rs. 1 ,00,000 redeemable at par at the end of five years and it was 
resolved that a sinking fund should be formed and invested , in tax-free 
securities. 


.Show the ledger accounts for five years, assuming that the interest 
received on the investments was at the rate of 5 per cent on cost, that the 
interest was received yearly and immediately invested and that the invest- 
ments were realized at a loss of Rs. 300 at the end of five years. 


Reference to the table shows that Rs. 0-180975 invested at the end 
of each year at 5 per cent compound interest will produce Re. 1 at the end 
of five years. (I.C.W.A. Inter,, 1966) 

Unterest ht year Rs. 904-87 ; 3rd year Rs. 1,855 00 ; 4th year Rs. 
2,852-63 ; 5th year Rs. 3,900 ; Sinking fund transferred to general reserve 


ww AW* 

14. A company has Rs. 6,00,000 six per cent debentures outstand- 
ing on Jst January 1970. On this date, the debenture redemption fund 
stood at Rs. 5,00,000 represented by Rs. 5,90,000 four and a half ner cent 
(1982) loan of the Government of India. The annual instalment added to 

the fund is Rs. 82.300. On 31st December 1970, the bank balance aftS 

the receipt of interest on the investment was Rs. 1,56,400. On that date 
the investment was sold at 83 per cent net and the debentures were oaid 

off. Show the necessary accounts for the year 1970. 

(B. Com , Mysore. 1969 ; B. Com., Osmania, 1972. 73) 

^ Importers Ltd. issued Rs. 20 00 000 7V 
debentures at 5%discount repayable in five years at nir • 

reserved the right to redeem to the extent of S o on OOn company 

purchase in the oped market. The interest was oavable 

June and 3Ist December, and the same was dul? paid 30th 

On 3U1 December. 1965, Ihe company purchased Rs. 2,00.000 deben- 
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tures at a cost of Rs. 1,9},000. Pass necessary journal entries in the books 
ot the company up to 31st December, 1969 Including closing entries on that 
cate if theabo%e redemption was-(l) out of profit, (fi)outof capitaL 

2530 


16. On 1st January 1960, a company made ati issue of 5,000 5% 
debenturesof Rs. 100 each at Rs. 94 per deh^n*.'— - 

provi'riM . 


froi 

Rs. 

Dm 

of ...e ,j(.c vj 
Rs. 92 per debe 


vii*. Co«i , itomoay, 1966 ; B. Com., Foona, 1973) 
{Profit on eance/Zorien of de6e«/urM Rs. 1,480) 
(lliat ; Transfer from profit and loss appropriaiion sccouat R», 20,000 to 
debenture Ttdempuon account. If thn entry h not done. Ihcn Jhe redemption will 
be said to be out of capital (not profit). In the absence ot &ny tnuniction U is a 
wiser assumptios that redemption n out of profit.} 

17. A company has a liability of Rs I lakh in the form of 5% 
debentures redeemable at its option aPer givioe • ; 

105%. The company ‘■** ‘■* * ’ . • 

annually from and o 
in Government Secur-t 


On 31st December I960 the balances on the following accounts were : 


Ptetnium on shares 
ZJebeoture redempdon reserve 
fund 

General reserve 
Profit and loss {Cr ) 


5% Debentures 
foveviincMv of debenture 

99.000 rcdcmpiioa fund 

20.000 Bank balance 

18.000 


The directors afier giving due notice exercise their option to redeem 
the debenture of the company on 1st Januar}’ 1961. For this purpose the 
invesimcnis were sold for cash at a loss of Rs 3,000. You are required to 
write up the ledger accounts concerned to give effect to Che redemption. 

(B. Com , Aodbra, 1968) 
18. A company made an issue of 3,000 7i per cent debentures of 
Rs. 100 each at par. A sinking furd is being created to provide for rc- 
paymerft. Under the terms of issue the company retained the right of 
purchasing debentures in the open market for cancellation. Oa 1st January 
1969, the directors of the company purchased Rs. 30,000 debentures at 98. 
In order to provide fur the redemption they realised Rs. 20,000 Jagtrdari 
Bonds at 80% and Rs. 1 J,400 stock of J.K. Ltd at par. 

Oa 1st Januaiy 1969 just before the date of redemption the following 
position was shown ^ 


■5V«/ fitbtTtVQiK lOOOOn t SittUftsfuwf luvatmcnu : 

You are required to make journal ertries for the redemption of 
debentures and give the revised balAn.'w of the ".{ 25 ? 

- th,. h9lj*n» sheet. /R. Com.. Punjabi Ualrenlty, I972J 
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19. Quicksteed Ltd issued Rs. 2,00,000 8% debentures at Rs $9 
on July 1, 1967. The stock is to be redeemed at par on July 1, 1988 cut 
the trustees have power to purchase for immediate cancellation debentures 
in the open market should they be below par. 

Provision has been made for a sinking fund to be established with an 
annual contribution of Rs. 4,000 to be made on June 30, beginning in 1968. 
This amount together with the income from investments received in the 
preceding year is to be invested annually on July 1. On December 31, 
1969 investments which had cost Rs. 3,040 were sold realising the sum of 
Rs. 3,100 and the proceeds used to purchase and cancel debentures of 
Rs. 3,200 nominal value at 96 (including expenses). The income received 
from sinking fund investments for the years ended June 30, 1969 and 1970 
was Rs. 210 and Rs. 380 respectively. 

You are required to write up the ledger accounts (including the sink- 
ing fund cash account) for the years to June 30, 1970. Ignore debenture 
interest. (C.A, Inter., England, 1971) 25’3l 

{Sinking fund investment balance Rs. 5,170 ; Sinking fund account 
balance Rs. 9,578, ; Sinking fund cash account balance Rs. 4,408) 

20. Prosperous Ltd issued 25,000 7 per cent debentures of Rs. 100 
each at a discount of per cent on 1st January 1964. As per the terms of 
the issue, the company is required to maintain a non-cumulative sinking 
fund (I’.e., exclusive of interest on sinking fund investments) but with a pro- 
vision that the company shall have the power to apply the sinking fund 
investments in the purchase of debentures . in the oisen market, if below 
par, at any time. The annual sinking fund contribution is Rs. 60,000, 
Following are the relevant facts for the years 1965 and 1966 ; 

(A) Interest received by the company on investments in 1965, Rs. 
’ 1,970 and 1966, Rs. '3,040. 


(R) Realisation of sinking fund investments : (1) 31st December 
1965 Rs. 27,930 (original cost Rs. 28,010) ; (2) 3 1st December 1966 Rs, 
39,000 (original cost Rs. 38,700). 

(C) Debentures purchased in the open market : (I) 31st Decemoer 

1965 at cost of Rs. 27,915 (paid-up salue Rs. 29,315) ; (2) 31st December 

1966 at cost of Rs. 39,000 (paid-up value of Rs. 39,150), 

You are required to prepare the necessary ledger accounts for the 
two years. (C.A. Final, 1973) 

{Balances on December 1966 : Sinking fund investments account 
Rs. 1,13,290 ; Sinking fund account Rs. 1,11,535 ; Debenture 

account Rs. 24,31,535) 

Note. Since sinking fund is non-cumulative the profit on redemption of 

debentures mterest on sinking fund investments, profit on sale of investments have 

been transferred to capital reserve and profit and loss account respectively 

issued Rs. 6 00,090 debentures during 1958 on the 

following terms and conditions : (1) A sinking fund to be created bv vpariv 

The company will have the right to purchase for cancell-tion ^ ^ 

from the market if available below par Thf ? ^eoenturcs 
redeemed on 31st December, 1968 at a premium are to be 
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T • 
1st Jai 
fund, P 


Rs. 33, 900. (A) TJie income from siotiag fund investment, Rs. 22,200 
received on 1st July 1968, was not invested, (c) On 29ih December, 1968, 
Rs. 4,23,000 was received on sale of the remaining sinking fund invest- 
ments. (<f) On 31st December, 1968, the remaining dcc>cntures were 
redeemed. 

YouarerequiredtoshowforlheyearendedSlst December, 1968 : 
(0 Debenture account. (//) Sinking fond account. (///) Sinking fund 
investment account (/») Debentures rcdcmpilon account. 

CC.A. later., 1969; 

(Profit on purchase of debenture Rs. 3fi36 ; Z/jss an sale of investment 
on July j, Rs. 900 \ Profit on sale of investments on December 29, Rs. 
14fi5Q ; Sinking fund uansferred to general reserve : on July 1, Rs. SO, 000, 
on December Si, Rs 4,44,036). 

22. On 1st January, 1966, a limited company issued 200 deben- 
tures of Rs. 1,000 each at 950. Holders of these debentures have an 
option to convert their holdings into 8% preference shares of Rs. lOOeach 
at a premium ofRs. 25 per share at anytime within 3 years. On 31st 
December, 1966, a year's interest had accrued on the dei^nturesand 
remained unpaid and holder of 20 debentures notified bis intention to 
exercifc his option. Pass the necessary journal entries and show how the 
items afTecied would appear in the company’s balance sheet. 25*34 


23. Merchants Ltd issued 10.000 7J debentures of Rs. 1,000 each 
on 1st July, 1957 at a price of Rs. 990. There was a provision at the lime 
of issue that the debentures can be redeemed cither by purchase in the 
market or by draw of lots. The expenses of issue amounting to Rs. 
50.000 were written off in 1957. In ibc subsequent year, the entire dis- 
count on debentures was written off. 

In March 1966, the company purchased debentures wonh Rs. 
10,00.000 at Rs 975 aud in May. 1966 worth Rs. 5,00.000 at Rs. 980 cum- 
interest payable on 30th June, 1966. Assuming interest is payable half 
yearly, i.e., on 30th June and 31st December, prepare the necessary journal 
entries (in 1957 and 1966) recording the above transactions including 
interest on debentures. (C.A., Inter, 1966) 25*35 


24. Robin Ltd. issued Rs. 3,50.000 7% debentures in 1967, which 
were redeemable at a premium of 3% on December 31, 1967. 

When the debentures were issued it was provided that annual app^ 
pfiations were to be made out of profits to a sinking fund to pro^de for 
their redemption, and that the appropriations be invested outside the com- 
pany annually on December 31, together with the sinking fund investment 
income received in the year ended on that dale. 

During the life of the debentures, the trustees were empowered to 
purchase for immediate cancellation any debentures available on the ot 
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market below redemption price, and ' to finance the purchase by selling 
sinking fund investments. 

On January 1, 1967, the balance on the sinking fund account amonn* 
ted to Rs. 2,09,650, represented by an equal amount of investments at cost. 
The debentures in issue at that date amounted to Rs. 2,20,000. 

During the year ended December 31, 1967 the following transactions 
took place : (1) On January 2, 1967, investments costing Rs. 19,500 were 
sold, realising the sum of Rs, 21,040, and on the same date Rs. 20,600 
debentures were purchased at 101 (including expenses) and cancelled. (2) 
The half-year’s debenture interest was paid on June 30, 1967. (3) The 
income on sinking fund investments received during the year amounting 
to Rs. 10,500 was realised in cash pending the redemption of the debcn- 
tnres. (4) The balance of the sinking fund investments was sold and the 
proceeds amounting to Rs. 2,15,690 were received on December 14, 1967. 
(5) The debenture were repaid on December 31, 1967 together with interest 
due to date. 

You are required to write up ledger accounts (excluding the cash 
book) necessary to record the above transactions for the year ended 
December 31, 1967. (C.A Inter., England, 1968) 25*36 

{Transfer to general reserve from sinking fund— January 2, 1967 
Rs. 20,600 ; December 31, 1967, Rs. 2,20,442) 

25. Mimek Ltd issued Rs. 1,00,000, 6% debentures at par on 
January I, 1958, interest being payable on June 30 and December 31 in 
each year. ‘ Under the terms of the debenture trust deed the debenture is 
.redeemable at par. The trust deed obliges the company to pay to the 
trustees on December 31, 1966 and annually thereafter, the sum of Rs. 
10,000 to be utilised for the redemption and cancellation of ah equivalent 
amount of debentures, which are to be selected by drawing of lot. 
Alternatively, the company is empowered as from January 1, 1966 to 
purchase its own debentures on the open market. These debentures 
must be surrendered to the trustees for cancellation and any adjustments 
for accrued interest recorded in the books of account. If in any year the 
nominal amount of the debentures surrendered under this alteraative docs 
not aniount to Rs. 10,000, then the shortfall is to be paid by the company 
to the trustees in cash on December 31. ^ ^ 


The following purchases of debentures were made by the company 

f^nminnl vnhi 0 nf d . . 


Purchase price per 
Rs. 100 of debenture 
Rs. 98 

Rs. 95 ex-interest 
Rs. 92 


Nominal value of 
debentures purchased 
30th September 1966 Rs. 12,000 

31st May, 1967 Rs. 7,500 

31July, 1968 Rs. 11,500 Rs 92 

The company fulfilled all its obligations under the trust deed Yc 
are required to show the accounts m the ledger of Mimek Ltd In 
record all relevant aspects of the above transartiSL for the t "" 

ended December 31, 1968. Ignore costs Ld JSfon. 

fC. A. Final, England, 1969) 25 3 

{Profit on purchase if debentures : 1966 Rs. 420 ; 1967 Rs 338 

’ 1968 R^. 97'i 
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26. On 1st July 1970, a company issued 2,000, 6% debentures ot' 
Rs, 100 each. The interest is payable on 30th June and Jlst Deccmb« 
every year. The company is aUoued to purchase its own debentures which 
may b“ cancelled or kept or re-issued at the company’soption. The com- 
pany made the foVowing purchases by cheque in the open market ; 

On 31st May 1971 — 200 debentures at Rs. 98 ci-inlerest 

On 30tb Sept. 1972 — 100 debentures at Rs. 97 cum-inlcresf. 

The debentures, which were purckssed on Jlst .May, 1971 were 
cancelled on 31st December, 1972, All payTnents were made on due 
dates. 

^ Give journal entries to record the above transactions (ieduding 
receipts and payments) and abo the relevant items in the Balance Sheet as 
on 31st December, 1972. (C.A. (Icter) 1975} 

27. Swan Ltd has an authorized capital of Rs. 10,00,000 divided 
into equity shares of Rs. 10 each. Its balance shed as at 31$l Pecember, 
1975 was as follows ; 



Company Accounts—Acquisition of 
Business Profit Prior to Incorporation 
and Underwriting 


1— ACQUISITION OF BUSINESS 


Under the heading “acquisition of business” it is intended to discuss 
the accounting problems involved in the purchase of an existing business 
of a non-corporate body by a corporate body. The accounting problems 
relating to the purchase of a business of a corporate body by another 
corporate, body have been discussed under a separate chapter titled as 
“Amalgamation, Absorption and Reconstruction”. In order to understand 
the accounting complexities relating to acquisition of business it has been 
discussed under two sub-headings, viz, (a) when new set of books are 
opened ; and (b) when new set of books are not opened. 

A— When New Set of Books are Opened 

Purchase Consideration, Usually in the problems on acquisition of 
business the calculation of purchase consideration does not pose a serious 
problem. Mostly it is given in the question. Sometimes, it is calculated 
> by adding the various forms of payment, i.e,, payment in shares, cash, and 
debentures. 


Goodwill or Capital Reserve. Whenever a company purchases a 
business the purchase price paid for acquisition must be compared with 
the net assets acquired. The excess of the purchase price paid over the 
net assets is taken as goodwill and debited to the same. On the other 
hand if the net assets are more than the price paid for them, the company 
makes a capital profit and the same should be credited to capital reserve 
account. The net assets are calculated by taking the difference between 
the assets taken over, and liabilities taken over. It may be carefully noted 
that it is the revised vu/we of the asset or the liability mken over (not the 
book value of asset and liability) which is important for calculating the 
value of net asse^. If revised values are not given then book values 
are considered. The tedious problems relating to valuation of goodwill 
have been discussed separately under the chapter on valuation of good- 
will. 

Accounting treatment in the books of vendor. When a firm is con- 
verted into a limited company or purchased by a limited company then the 
firm IS dissohed and it raises all the problems discussed in the chapter on 
dissolution of a firm. Thus it may be of benefit to recall at this stage that 
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the cntrits in the books of vendor necessary to record the sole ofa bus}* 
ness arc the same which are passed at the time of dissolution of the 
business. However, new problem like taking over of debtors and creditors 
of the vendor firm by the purchasing camp^iny for coliection and •payment 
purposes respectively may sometimes arise. The accounting treatment of 
such a problem is discussed in the following pages under the heading 
‘‘debtors and creditors not taken over”. 

Joomal entries in the books of parchaser. Following journal entries 
arc done in the books of a purchasing company ; 

1 . Entry fnr recording the business purchase : 

Debit Business purchase account \ with puicbase 
CredW Vendor's account / consideration 

The reader may note that the entry is similar to one passed at the 
time of purchasing goods. The only difference is the debit is given to the 
'business purchase account* instead of'purchase account*. Credit in both 
cases is given to the personal account of the seiier. 

2. For recording assets and UabtlMes taken over : 


Debit Assets (taken over at agreed values) 

Credit Liabilities (takesover at agreed values) 

Credit Business purchase account (with the amount 

already debited to the account) 



difference is credited to capital reserve account. 

3. Far recording the payment of purchase price 
Debit Vendors account 

Credit Cash, share capital or debentures (as the case 

may be) 

The third entry is a simple one as the mode of payment is given in 
the question. However, the difficulty is fdced when shares or debentures 
arc issued at a discount or pfcmium. In such a ca» the appropriate 
amount must be debited to the discount or credited to the premium 
account. 


AlfcrnafiTe treatment .... ... 

The first and second entries can^ combined into one entry in which 
case the following two entries will suffice. 

(I) Assets (lalcn over at agitcd values) 

Crc</(l Liabilities (lalen over at agreed values) 

CrrJH Veodor-s aceoant («.ith the purchase consideratioa) 


(2) Debit Vei.dor's account 

Cred/r Cash, share tapi'al Of ‘•'f*""'”- 

The first oicthod „r record, n, tot ertties is taore systematic ao' . 
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lllBStration 61. On 1-1-74, limited company wa-s fotmed to take over m 
established business. It was registered with a nominal capital of 1^ 
2,00,000 divided as 1,000 8% preference shares of Rs. 100 each and l,t^ 
equity shares of Rs. 100 each. The vendor agreed for the purchase pri« 
of Rs. 1,16.000. Towards this, 400 fully paid preference shares awT'wW 
fully paid equity shares were allotted on 15-1-74 and the balance was paid 
in cash on 15-2-74. 


The assets andliabilities takenover were as follows : - 
Buildings ; Rs. 50,000 ; Motor lorry : Rs. 12,400 : Sundry debtore : 
Rs. 29,400 ; Stock in trade : Rs. 36,000 ; Cash at bank ; Rs. 2,200 ; 
Sundry creditors Rs. 31,000 ; Outstanding expenses : Rs. 1,000. 

On 1 5-1-74, the remaining shares were issued to the public and all 
amounts duly received Rs. 20 per share on application ; Rs. 40 on allot- 
ment ; Rs. 20 on first call due on 15-2-74 and Rs. 20 on final call due on 
15 3-74. . ' 


On 1-4-74, the company also issued Rs. 1,00,000 8% mortgage deben- 
tures at a premium of 5%. 

Give necessary journal entries to record the above transactions in the 
books of the company and draw up its balance sheet, . 

(B. Com., Madras, September, 1975) 

Solution : 


JOURNAL (entries without narration) 


1974 

Jan. 1 

Business purchase account 

To Vendor's account 

Dr. 

Rs. 

1,16,000 

■ 

Rs. 

1,16,000 

» 

Buildings 

Motor lorry 

Sundry debtors 

Stock in trade 

Cash at bank 

Goodwill (balancing figure) 

To Sundry creditors 
., Outstanding expenses 
„ Business purchase 

Dr. 

Dr. 

Dr. 

Dr. 

Dr. 

Dr. 


' 31,000 

I.OOO 
1,16,000 

Jan. 15 

I Vendor’s account 

To Preference share capital a/c 

To Equity shares capital a/c 

Dr. 

1,00,000 

40.000 

60.000 

ft 

Bank account 

To Preference share application a/c- 
To Equity share capital application a/c 

Dr. 

20,000 

12,000 

8,000 

>> 

Preference share application account 

To Preference share capital account 

Dr,'' 

12,000 

12.000 

>> 

Equity share application account 

To Equity share capita! account 

Dr. 

8,000 

8,000 


Preference share allotment account 

To Preference share capital account 

Dr. 

24,000 

24,000 


Equity share allotment account 

To Eqntiy share capital account 

Dr." 

16,000 

16,000 
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Bank account 

To Preference share allotmeat account 
To Equity share allotment account 

Dr. 

46,000 

' 24,000 

16.000 

Preference share I call account 

To Preference share capital account 

Dr. 

12.000 

12,000 

Equity share 1 call account 

1 0 Equity share capital account 

Dr. 

8.0CO 

8,OCO 

Bank Account 

To Preference share T call account 

To Equity share I call account 

Df. 

20.000 

12.000 

8.000 

Vendors account 

To Bank account 

Dr. 

16.000 

16.000 

Preference share II and final call account 

To Preference share Capital account 

Df. 

12.000 

12.000 

Equity share 11 and final call account 

To Equity share capital account 

Dr. 

8.000 

8.000 

Bank account 

Dr. 

20.000 


I . To Preference share TI and final call account 

JiOOO 

1 To Equiiy share II and final call account 



Bank account 

To 8% Debentures account 

To Preniom on debentures account 

Or 

1. 05.000 

1,00,000 

5.000 


BALANCE SHEET 
at on lat April iy?4 


LiabiHuti 

Rs 

1 

1.00,000 

1.00,000 

5.000 
1,00.000 

31.<«) 

1.000 

AiSrts 


Authonred, issued, 
subscribed, called up 
and paid, up capital ; 

1.000 8/i Preference shares 
ofRs 100 each 

1.000 Equity share of 

Rs lOOcach 

Premium on debentures 

82# Mortgage debentures 
Sundry creditors 
Outstanding expenses 

Goodwill 

Buildings 

Motor-lorry 

Sundrydebiors 

Slock-in*Irade 

Cash at bank 

18,000 

50 0(10 
i:.4'v 
2*».400 
36.000 
i.91.:m» 


Rs. 3.37,OCO 


Rs 3.37.0C0 


* Note" TT’e dale regarding alloimcnt and the dur dale for allotn-cnt ironev 

have not been given. So ibese fraosaclrons have alsr* been shown as on Uih 
January, 1974. 

*Distribut[oR of shares between Tcndors Distribution of 
cccivcd by tbi vendors from the purchasinc company as a par' snti*fac- 
lon of purchase consideration po^es a serious problem The follow ir.c 
.re the guidin|r points for the help of student* 

•For Mtidi’iis prepan ng for piofcsslenal and fO'.t riadtatacxarr.rjliorJ 


0(45-130/1983) 
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(а) If it is specifically afreed to among the partners to distribute 
shares in a panicaiar ratio then they must be distributed in that ratio ; 

(б) If partrers are interested in ntainfaining their right of getting 
dividend ft cm t1 e company in the old profit-sharing ratio then preference 
as ufli as equity shares tnnsl t-e distributed in the old profit-sharing ratio , 

(c) Distribution of shares in the profit-sharing ratio serves only in 
mainlninirie the right of getting the profits in the old profit-sharing ratio. It 
doer not, however , protect the right of repayment of capital in priority 
over the other partner. Thus when repayment of capital is to be gua- 
ranteed than the capital which is to be protected must be discharged by 
allotting preference shares. The rate of dividend on these preference shares 
may ccirespond to the rate of interest on capital, if any ; and 

(d) If there is a loan advanced by a partner then it should be satis- 
fied by allotting first preference shares. This guarantees the repayment of 
loan (now converted into share capital) in priority over any other partners 
capital (now converted into shares). 

lllcstration 62. B and C are in partnership sharing profits in the ratio 
of 2 ; 2 : 1, after providing interest on capital at 6% p.a. The firm was 
converted into a limited company and assets and liabilities were sold to 
the company at book values with the exception of goodwill, for which the 
company agreed to pay Rs. 8,000 more than the hook value and machinery 
which was taken at Rs, 1,000 less than the book value. The capitals of 
A B, and C at the date of purchase by the limited company were Rs, 
10,000, Rs. 6.000 and Rs. 5,000. 


You ate required to show the working relating to the allocation of 
, shf-res to the partners in payment of purchase price so as to preserve the 
\ the same rights between themselves as existed in the partnership both in 
' res lect of— 


(f) repayment of capital, and 
(it) distribution of profits. 

Solution : 

(r) Calculation of total purchase consideration : 
Assets taken over at book values 
(this is equal to total of capitals, i.e., Rs. 10,000 
4- Rs. 0.000+ Rs. 5,000) 

Add Increase in value of goodvdll 


Rs. 

21,000 

8,000 


Less Decrease in value of machinery 

Value of net assets which is also net purchase 
consideration 


29,000 

1,000 


Rs. 28.000 


(iV) Distribution of shares among partners ; 
r return of capital of a partner is maintained onlv whpn 

‘r .Vans' 
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first prtJcrerce shares* to a partner contributing excess capital. For the 
rest of Capital either equity shares or ‘second prefence shares* can be 
issued. The following statement has been prepared to determine the 
excess portion of capital contributed by ibe partner. The technique is the 
same which is used for prepariog a statement for piecemeal distribution. 


STATEMENT SHCWINQ EXCESS PORTION OF CAPITAL 



Total 

A 

B 

C 

Capital as per balance sheet 

Profit on rcvaluatioas of coodwiH fin 

Rs 

21,0CO 

Ks 

iO.COO 

Rs 1 
16.0CO 1 

Rs. 

3.000 

profit and toss ratio) 

■fS.eoo 

+3.200 

+3.2CO| 

+i.eoo 

Less Loss on machinery Rs. 1 ,000 (in profit 

»,coo 

134C0 

9.2C0 

6.(C0 

and loss ratio) 

-t.cco 

—400 

-400 

-200 

Adjusted capitals 

Let instalment be NIL. Kow total toss is 
Rt. 2S.CC0 This is distributed in profit 

28.COO 

12.800 

8.800 1 

<.400 

and loss ratio 

-28.0C0 

-J1,M>0 

-11.200 

-3,600 

Balance (excess eapItiM) j 

Nil 1 


-2,400 1 

+800 


The above solution reveals that even if there is no recovery, ^4 and 
C retain the claim of getting Rs 1.600 and Rs. SOO respectively which B 
should bring (unless he is insolvent.) Thus in any case A and C must get 
this amount in priority over B. Now the problem is that inter se A and C 
who should get first and what should be that amount. Here, the amount 
left is In profit-sharing ratio, i.e., 2:1 and hence they mainlam same 


rights. The distribution of shares, thus, will be as follows : 

Rs. 

A should gel 6% First preference shares 1.600 

C should also get 6% First preference shares 800 

A should gel for the reraaining unpaid capital (Rs. 12,800— 

Rs. 1,600) 6% Second preference shares 11,200 

^should get 6% Second prefcreoce shares 8,800 

C should get 6% Second preference shares (Rs. 6,400— 

Rs 800) 5.600 


Rs. 28,000 

Ho'^evers if partner, are not interested in maintaioing the same ral 
of interest they can be gnen equity shares also for the remainirg capita 
ic , c.'ipilaJ left afier giving pnferccce slares forlte excess portion. 



4*148 Chaptet 4 / AccoratocJ 


The Alpha Ud acquired the running busiuess of A and B on the 
basis of the following balance sheet . - 


Liabilities 

Rs. 

11.000 

5.000 


Assets 

Rs, 

Creditors 

General tcsen'C 

Capitals ; 

A 25,000 

B 20,000 

Cash 
: Stock 
Debtors: 
Fixtures 
Plant 


2.000 

18.000 

10,000 

1,000 

30.000 

45,000 




Rs. 61,000 



Rs. 61.000 


The purchase price was fixed at Rs. 40.0C0 to be paid in 1, COO 
shares of Rs. 10 each at a market value of Rs. 12 per share and the 
balance in cash. The Alpha Limited, however, took plant at 1C% less 
and fixtures at 5% less. It was decided among partners that shares recei- 
ved from the purchasing company as a part settlement of purchase con- 
sideration be distributed in such a way that their rights in the old firm 
may be maintained in the company also. They were sharing profits and 
losses equally. You are required to (i) give journal entries in the books 
of Alpha Ltd., and (ii) give journal entries in the books of the firm. 
Solution ; 

JOURNAL OF ALPHA LIMITED 


Business purchase account 
To Vendors account 

(Beinp the purchase consideration agreed upon for 
acquiring the business of A and B' 


Rs, 


Rs. 


Dr. 


40,000 


40,000 


Cash account Dr. 

Stock account Dr. 

Debtors account Dr. 

Fixtures account Dr. 

Plant account Dr. 


To Creditors account 
To Capital reserve -account (1) 

To Business purchase account 
(Being tlie acquisition of assets and liabilities as a 
result of business purchase) 

Vendors account ~~ 

To Shave capital account 
To Share premium arrount 
To Cash account 

(Being the payment of purchase price by the issue of 
l.OCO shares of R.s, 10 each at a premium of Rs 2 
per share apd the balance in cash) 


TUTORIAL NOTES 


2,000 

18,000 

10,000 

950 

27,000 


11,000 

6.950 

40,000 


40.0Q0 


in.ono 

2,000 

28,000 


! 


(1) Capital reserve is the difference between 
consideration and creditors. 


total assets and total of purciiase 


( 2 ) 


Assets and liabilities in the books of 
'fed at revised values, if any. 


purchasing 


company 


are recor- 
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JOURJiAL OF A AND 3 



Rs 

Rs. 


Dr. 

61.000 





2.000 




18.000 

To Debtors account 



10.000 

To Futures account 



1.000 




30,000 

(Transfer of assets taken over by the company to reali- 



sation account) 




Cred'iors account 

To Realisation account 
(Transfer of liabilites to realisation account) 

Dr. 

11,000 

11.000 


Dr. 

40 000 





40,000 







A'i Capital account 

Dr. 

5.000 


£s Capital account 

Dr. 

5,000 


To R.ca\\sat.son ^c,co^int 


W.OCO 

(Amount of loss on tale of firm Co partners 
accounts to the profit'Shariai ratio) 

capital 



Cash account 

Dr. 

28.000 


Share In Alpha Ltd. account 

Dr 

12,000 


To Aloha Lid account 


40,000 

(Beios receipt of purchase considerattoo from A1 pba Lto) 


Oeoeral reserve account 

Dr 

5,000 


To A'l capital account 


2400 

To ffi capital account 

A't Capiul account 

Dr. 

22.500* 

2400 

To Cash account 

To Shares in Alpha Ltd account 


16400 

6,000 


(Herns payment of capital) 



B’s C^i’al account 

To (^sh account 

Dr. 

17,500* 


To Share in Alpha Ltd account 
(Biios payment of capital) 



6.000 

tpor the distribuibn ut «rasb and shares 

sft explan*tiODS on the ne 

XI page. 

STATEMENT SHOWING DISTRIBUTION OF SHARES AND CASH 



A 

B 


Rs 

Rs 

Rs. 

Balance as per balance sheet 

45.000 


20.000 

AdJ General reserve 

5.0OO 

2.500 

24» 


50,000 

27400 

. 24r 

tfu Loss on realisation 

— lO.OOO 

—5,000 

— 5,(1T 

Final balance tn be repaid 

40.000 

22400 


ftr fnrtd/nt'nrr If realised Nil 

Maximum loss Rs 40.000 to be ditiribjlcd in | 

) 



profit'Shanop ratio, e , equally ' 

—40.000 [ 

—20,000 
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In order to maintain the right in the profit sharing ratio, it is essen- 
tial that B should bring Rs, '2,500 and hand it over to A, Thus A's 
capital will be reduced to Rs. 20,000 and that of B increased to Rs. 
20,000. But JS is not ready to contribute anything. If ^4 i; paid Rs. 5,000 
(i.e., Rs. 2,500+ Rs. 2,500) then his capitalis reduced from Rs. 22,500 
to Rs. 17,500 which is equal to B’s capital. Afterwards, if liquidation 
takes place, both will suffer equally, i.e., in the ratio in which they agreed 
at the time of formation of the firm. Thus payment may be made as 
follows ; 



A 

B 


Rs. 

Rs. 

Capital tcube paid 

22,500 

17,500 

First Rs. 5,000 out of cash to + 

5,000 

— 

Remaining cash equally, i.e.. 

17,500 

17,500 

Rs. 28,000-Rs. 5,000=>Rs. 23,000 

11,500 

11,500 

Balance to be paid in shares 

6,000 

6,000 

Shares of Rs, 12,000 distributed equally 

6,000 

6,000 


S= = J= 

xsst ssesa 

Thus A receives Rs. 16,500 in cash, and 

6;000 in 

shares and B 


receives Rs. 11,500 in cash, and 6,000 in shares. 

Illustration 64. 

Shellfish Ltd was incorporated with an authorised capital 
of Rs. 75.000 divided into ordinary shares of 50 paise each to 
take over the existing business (including ca>h) of Crao and Prawn on 
3lst December 1971. ’ 


At that date the balance sheets of Crab and Prawn showed the 
following ; 


Proprietors’ 
capital accounts 
Sundry creditors 
Bank overdraft 

Crab 

Rs. 

35.000 
7,400 

10.000 

Prawn 

Rs. 

27.500 

12,300 

i 

Fixed assets : 
Freehold 
property, at cost 
Plant & machinery, 
at cost less 
depreciation 
Patents, at cost 

Crab 

Rs. 

14,950 

14,500 

800 

Prawn 

Rs. 

10.900 

10,000 

1,000 




Amount c/f 

30.250 

liTobo 
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{ Amount b/p 30^50 21^ 

Cur f era asset j : 

Slock on band 9,750 6,500 

Sundry 

debtors 12,400 7.400 

Balance at 

bank — 22.150 4.000 17,900 

Rs. 52.400 39.800 R*. 52,400 39,000 

You are also given the following informalion : 

(1) The total consideration to be paid Id each proprietor is lie 
amount Shellfish Ltd. would expect to invest at 15% per annum to yield 
the average profits of the past three years. 

For this purpose the profits have been : 

Crab Prawn 

Rs. Rs. 


Year ended 31st December, 1969 5,000 3,100 

Year ended 3Ist December, 1970 6,750 5,400 

Ye.ir ended 31st December, 1971 8,500 7,250 

r ,1 . . .. 5 gj 

' ' ' • ' ■ - r • . . s ,' ’ . sr, 

(3) The fixed assets are to be revalued as follows : 

Crab Prawn 

Rs. Rs. 

Freehold property 22,500 16,000 

Plant and niacbincry ’10,370 8,020 . 

Patents 500 750 

(4j Provision is to be made /or ; 

(i) Bad stock amounting to Rs. 1,500 in Crab’s business and 
Rs. 500 in Prawn’s. 

(/{) 5% on debtors for bad and doubtful debts. 

You are required (a) to calculate the shares and loan stock to be 
issued to Crab and prawn respectively and (b) to prepare a balance sheet 
of Shellfish Ltd. showing the positio.-) immediately al’ier the acquisition. 

(C. A. Inter., England, 1972) 

Solution : ScIISsb Ltd. 

(aj CAtCULAnoN OF SHARES AND LOAN SJOCK TO BE ISSUED 

Crak Prawn 

Rs. Rs. 


Average profit of tho:.* years : 
Three years* profit 

Ayerage 

Purchase consideration on basis 
of 15 per cent per annum yield 
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Assets and liabilities taken over : 

Rs. 

Rs. 

Rs. Rs. 

Freehold property 


22,500 

16,000 

Plant and machinery 


10,370 

8,020 

Patents 


500 

750 

Stock on hand 

9,1S0 


6,500 

Less Provision for bad stock 

1,500 


500 



8,250 

6,000 

Debtors 

12,400 


7,400 

Less Provision for bad and 




doubtful debts 

620 


370 


, 

11,780 

7,030 

Balance at bank 


— 

4,000 



53,400 

41,800 

Deduct Creditors 

7,400 

— 

— 12,300 

Bank overdraft 

10,000 


— 



17,400 

— 



36,000 

29,500 

Balance, goodwill 


9.000 

5,500 



Rs. 45,000 

Rs. 35,000 


No. of shares Amount No. of shares Amount 


Issued at par : 

Ordinary shares of 50 
paisc each, fully paid 67,500 
8 per cent unsecured loan 
stock, 1982-86 


Rs. 

33,750 (3/4) 
11,250 (1/4) 


Rs. 

52,500 26,250 (3/4) 

8,750 (1/4) 


Rs. 45,000 


Rs. 35,000 


(6) BALANCE SHEET 
as at December 31, 1971 


Capital employed 
Share capital 

Authorised : 1,50,000 ordinary shares of 50 paise each 


Rs. 

75,000 


Issued and fully paid : 1,20,000 ordinary shares of 50 paise each 
8 per cent unsecured loan stock, 1982-86 


Represented by ; 

Fixed assets at valuation ; 
Freehold property 
Plant and machinery 
Patents 

Goodwill 
Current assets : 

.Stock Rs. (16,250—2,000) 
Debtors Rs. (19,800—990) 
Bank balance 


38,500 

18,390 

1,250 


14,250 

18,810 

4,000 


60,000 

20,000 

Rs. 80,000 


58,140 

14,500 


Chapter 4/CoffliuBr Aeceonts— AcqaiilUoa of Basbess 4 IS3 

leu eurrenf llabllillej ; 

Creditors 19 700’ 

Bark overdraft 10,000 

29,700 7,3«) 

Ri. S0,000 

Debtors and eredltors taken over on behalf of vendors. Quite often 
a company acquiring the business does not take over the trade debtors 
and trade creditors of the vendor but agrees to collect book debts and pay 
for the creditors out of the proceeds thereof. For this work the company 
gets some commission which is often based on the percentage of the 
amount collected and paid. Since the company does this job on behalf 
of the vendor, any loss on account of bad debts and discount allo^^ed to 
debtors and also any gain on account of discount received from creditors 
are passed on to vendors. The following accounting entries are passed : 

Books of Vendors 

(1) For closing debtors account : 

DebU Purchasing company suspense accottnt 
Credit Debtors account 

It may be noted that a new account under the title 'purchasing com> 
pasy suspense account* is opened and this must not be confused with the 
'purchasing company's account* which is opened in connection with the 
sale of business. 

(2) For closing proitslonfor doubtful debts account : 

Debit Provision for doubtful debts account 

Credit Purchasing company suspense account 

(3) For closing creditors account ; 

DebU Creditors account 

Credit Purchasing company suspense account 

After having transferred debtors and creditors to purchasing com* 
pany suspense account, the vendors shall record the traosactiuns for the 
receipt of cash from the purchasing company after the deduction of their 
commission and after the various allowances whicn they might have 
allowed or received. Journal entries for these will be made only on hear* 
ing from the purchasing company. These may be as follows : 

(4) For recording bod debts, discount allowed to debtors, any omitted 
liability, commission allowed to purchasing company or any other type of 
loss: 

Debit Profit and loss adjustment account 

Credit Purchasing company suspense account 

(5) For recording any recotery of past bad debts, discosmt rrs-**- 
from creditors, or any other gam 

Debit Purchasing company suspense account 
Credit Profit and loss adjustment account 
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(6) For recording the final payment received from the purchasing 
company : 

Debit Cash account 

Credit Purchasing company suspense account 

(7) Profit and loss adjustment account will be closed by transferring 
to capital account of the partners in the profit-sharing ratio. Final pay- 
ment to partners will be made. 

Books of Purchasing Company. Journal entries in the books of 
purchasing company will be as follows ; 

1. At the time of acquisition of debtors for collection purposes : 

Debit Vendors’ debtors account 

Credit Vendors’ suspense account 

Journal entry is done with the gross amount of debtors. No cogni- 
zance is taken of provision of doubtful debts, 

2. At the time of acquisition of creditors for payment purposes : 

Debit Vendors’ suspense account 

Credit Vendors’ creditors account 

3. When amount is collected ; 

Debit Cash account 

Credit Vendors’ debtors account 

4. When discount is allowed : 

Debit Vendors’ suspense account 

Credit Vendors’ debtors account 

5. When debts become unrecoverable : 

Debit Vendors’ suspense account 

Credit Vendors’ debtors account 

6. When past bad debts are recovered ; 

Debit Cash account 

Credit Vendors suspense account 

7. When payment to creditors is made : 

Debit Vendors creditors account 

Credit Cash account 

8. When discount is recieved ; 

Debit Vendor creditors account 

Credit Vendors suspense account 

9. When ommitted creditors arc paid : 

Debit Vendors suspense account 

Credit Cash account 

10. When commission for the services rendered is charsed • 

Debit Vendors suspense account ^ 

Credit Commission account 
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JJabilities 
Sundry creditors 

Patel’s capital 
Chowdary’s capital 

Rs 

2U50 

34.000 

17.000 

Furniture 

Stock 

Debtors 

Cash 

Assets 

Rs. 

3,320 

15,380 

48,450 

5,100 


Rs. 72, 2«) 



Rs. 72,250 


A limited company with ah authorised capital of Rs. 2,89,000 
divided into 1,700 ordinary shares of Rs. 100 each and 1,190 6% prefer- 
ence shares of Rs. 100 each was registered to purchase the above business 
on the following terms : 

(a) Furniture and stock were purchased at balance sheet values 
less 10%. 

(h) Goodwill of the firm was valued at Rs. 10,120. 

(c) The firms debtors, cash and creditors were not to be taken over 
by the company, but that the company was to undertake to collect the 
book debts and discharge the liabilities of the vendors, as an agent, for 
which service the company was to be paid 3% on all collections from the 
vendors’ debtors and 2% on cash distribution to vendors’ creditors. The 
commission so earned was to be utlised by the company in wiping out the 
goodwill. 

(d) The purchase price was to be paid in fully paid ordinary and 6% 
preference shares in the proportion of 3 : 2 at a premium of Rs. 10 per 
share. 

The company received during the first two months after the purchase 
of business Rs. 36,500 from vendors debtors including Rs. 3,500 from a 
person whose account was written off as bad in the firm’s books. Out of 
the money so received the company paid Rs. 21,000 in full discharge of 
vendor’s creditors. 

Show the journal entries recording the above transactions in the 
books of the above company and give the opening balance sheet of the 
company, assuming that the remaining ordinary and preference shares 
were issued to the public at a premium of Rs 10 per share. All the shares 
were paid up in full. 

Solution ; 


JOURNAL 


1956 

Dec. 31 

1 Business purchase account 

1 To M/s Patel and Cliowdary account 

Dr. 

Rs. 

26,950 

Rs. 

26,950 

26,950 

21.250 

27,200 

14.700 

9.800 

2,450 


Cruudwill account 

I Furniture account 
t Stock in t.-ade account 

To Business purchase account 

DTT 

Dr. 

Dr. 

10,120 

2.988 

13,842 


Vendors debtors account 

To Vendor’s creditors account 

Vo Vendor’s suspense account 

~D~ 

48,4S0' 


Paid & Cnowoary account 

To Equity share capital account {D 

Tn share capital account (It 

_ 10 Snare premnnn account ri i ' 

~Drr 

26,950 
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1957 

Jin. 1 To 
Feb. 28 

Bank aeeooot 

To Vendors debtors accooot 

To Vendors suspense account 

Pr. 


Vendor's creditors account 

To Vendors suspense account 

To Bank arcount 

Df. 


Vendors suspense account 

Dr. 


TUTORIAL . 

WOTESi (I) Number of shares to be issued to vendors: 


36 ^ 


33.dO 
. 3.50 


2J550 

15.500 


25 ' 

21 . 0 ( 


UJ. 

13.98; 


2.90.93C 

1.70.830 

t 

1 13.120 
I 1.515 


l.TO.SS 

13,121 


1.09.2C< 

10.92( 


purchase coosideration : 


Furniture 
i-ess iOX 


Stock 
Uss 10% 


Goodwill as agreed 


Three fifths. of the purchase consideration to 
issue of equity shares. It works out to 
Rs. 26,950 x3/5«.Rs. 16,170. 

Value of each share is Rs 110 (Face value Rs. 
Rs. 10) 


Rs. 

3,320 

332 

Rs. 

15,3S0 

1.538 



10,120 

Total 

be satisfied 

26.950 

by the 

100 plus premium 


Number of equity shares to be issued ~ I 


Rs. 

Share capital account I47xRs. 100 14,700 

Share premium account I47xRs. 10 1,470 

Total Rs. 16,170 


Two-fifths (2/5) of Ihe purchase consideration lo be satisfied by the 
issue of preference shares. Itworksoutto Rs. 26,950x2/5— Rs. 10,7S0. 

Issue price of each share Is Rs 110 (face salue Rs. 100 plus R*. 10 
premium). 
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Liabilities 
Sundry creditors 
Patel's capital 
Chowdary’s capital 


Rs 

21,250 

34.000 

17.000 

Furniture 

Stock 

Debtors 

Cash 

Assets 

Rs. 

3,320 

15,380 

48,450 

5,100 

Rs, 72,250 



Rs. 72,250 


A limited company with ah authorised capital of Rs. 2,89,000 
divided into 1,700 ordinary shares of Rs. 100 each and 1,190 6/^ prefer^ 
ence shares of Rs. 100 each was registered to purchase the above business 
on the following terms ; 

(а) Furniture and stock were purchased at balance sheet values 
less 10%. 

(б) Goodwill of the firm was valued at Rs. 10,120. 

(c) The firms debtors, cash and creditors were not to be taken over 
by the company, but that the company was to undertake to collect the 
book debts and discharge the liabilities of the vendors, as an agent, for 
which service the company was to be paid 3% on all collections from the 
vendors’ debtors and 2% on cash distribution to vendors’ creditors. The 
commission so earned was to be utlised by the company in wiping out the 
goodwill. 

■(d) The purchase price was to be paid in fully paid ordinary and 6% 
preference shares in the proportion of 3 : 2 at a premium of Rs. 10 per 
share. 


The company received during the first two months after the purchase 
of business Rs. 36,500 from vendors debtors including Rs. 3,500 from a 
person whose account was written off as bad in the firm’s books. Out of 
the money so received the company paid Rs. 21,000 in full discharge of 
vendor’s creditors. 

Show the journal entries recording the above transactions in the 
books of the above company and give the opening balance sheet of the 
company, assuming that the remaining ordinary and preference shares 
were issued to the public at a premium of Rs 10 per share. All the shares 
were paid up in full. 

Soltation ; 


JOURNAL 


1956 

Dec. 31 

Business purchase account 

To M(s Patel and Clrowdary account 

Dr. 

26.950 

Rs. 

Q^\(\ 


Cioodwiii account - . - - 

Furniture account 

Stock in trade account 

To Business purchase account 

Ur. 

Dr. 

Dr. 

10,120 

2.988 

13,847. 

26,950 

2I.-250 


Vendors debtors account 

To Vendor's creditors account 

Vo Vendor s suspense accnimt 


48,450 

1 

^tc^^'^TLHowdary account 

T« account ( 1 ) 

DrT 

26,950 

1 27^00 

14.700 
; 9,800 
2.450 
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Bank account 

To Vendors debtors account 

To Vendors susrmse account 

Dr. 

Vendor’s creditors account 

To Vendors suspense account 

To Bank account 

Bf. 

Vendors suspense account 

To Cominis>.ioii account 

To Bank account f2) 

Dr. 

Bank account ^ 

DT 


Dr. 



ORUL . 

'ES : (1) Number of shares to be issued to vendors : 


36400 

:i,2S0 

15400 

240,950 

1,70.830 

140.ia) 

1415 


33.000 
. 3.500 


1.513 

13.983 


1 1.70,830 

U0.120 


1.55.300 
' 15,330 


t.09.200 

10420 


Purchase consideration : 


Furniture 
Less 10% 

Stock 
Uss 10% 

Goodwill ss agreed 


Rs. 

Rs. 

3,320 


332 

9 QltR 

15,380 

1,538 

*>700 

13 842 


10420 


Total 26,950 


Three fifths , of the purchase consideration to be satisfied by the 
ue of equity shares. It works out to 
Rs. 26,950 x3/5«Rs. 16,170. 

j Value ofeach share is Rs no (Face value Rs. 100 plus premium 

Number of equity shares to be issued --*• =147. 

Rs. 1 10 

Rs. 

Share capital account 147xR8. 100 14 700 

Share premium account HTxRs. 10 l’470 

Total Rs, J6.J70 

Two-fifths (2/5) of the purchase consideration to be satisfied by the 
iue of preference shares, Itworksoutto Rs. 26,950 x2/5«.Rs. 10.780. 
.IssuepriceofcachshareisRs. !10(face\alue Rs lOOnlus R. 10 
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Number of preference shrres to be issued Rs. 

Preference share capital account 98 x 100 
Share premium account 98 x 10 


10,780 

110 


Rs. 

9,800 

980 


Total Rs. 10,780 


(2) Amount paid to vendors is calculated as given below : 

Rs. 

Vendors’ debtors including debts 

written off collected 36,500 

Less Payment to vendors’ creditors Rs. 21,000 

Less Commission due from them 1,515 22,515 


Net amount paid 


Rs. 13,985 


BALANCE SHEET OF CO. LTD. 


as on 28th February, 1957 


Liabilities Rs. 

Share Capital ; 

Authorised, issued, subscribed 


and paid up : 
l.ISO Preference shares of 

Rs. 100 each 1,19,000 

1,700 Equilv shares of 

R-s. 100 each 1,70,000 

Share Premium account 28,900 

Vendor's Suspense accounti 15,450 


Rs. 3,3.1,350 

WORKlt^GS; 


Assets Rs. 

Goodwill 8,605 

Furniture 2,988 

Current assets : 

Vendor’s debtors 15,450 

Stock in trade 13,842 

C.ish at Bank' 2,92,405 


Rs. 3,33,350 


(1) VENDOR’S SUSPENSE ACCOUNT * 


To Vendors creditors account 
To Commission account 

To Bank account 

To Balance c/d 

Rs. 

21,250 

1,515 

13,935 

15,450 

By Vendor’s debtors account 

By Bank account debt written 
off collected 

By Vendors creditors account 
discount 


Rs. 52,200 

Rs. 


Rs. 

48,450 

3,500 

250 

52,200 


(2) BANK ACCOUNT 


To Equity share application a/c 
To Preference share application 
account 

To Vendors debtors account 
Vendors suspense account- 
bad debt recovered 


Rs. 

1,70,830 

1,20,120 

33,000 

3,500 


Rs. 3,27.450 


By Vendors creditors account 


Rs. 

21.000 

13,985 

2,92,465 


Rs. 3,27,450 
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B— Wbwi same <ct of books arc coBflaocd 

In the preceding pages the accountini; treatment of business acquisi* 
tton was done under the presumption that new set of books arc opened. 
HoTioer, if the cempany deddes to continue with the same .set of books 
fonowing accounting treatment is recommended : 


1 . Revalue asKtt and VitAiUtles. There is no necessity of having a 
realisation account for closing the accounts of assets and liabilities. Since 
the same books are continued, accounts are kept alive. If the pur- 
chasing company agrees to take tone of the assets and Uabiliiies at revised 
values, then the entries for bringing them to tbeiragreed values are done 
through revaluation account Entries are done in the same way as stated 
in the chapter on “admission of a partner’*. 

2. C/ose retaluailon account. Transfer the balance of revaluation 
account to capital accounts. (Incase of partnership in the proCt-shaxmg 
ratio). 

3. Clo^e ows and llobUities not taken orer. Thisisdoceby trans. 
ferring them to capital accounts of partners in the prafli-sharing ratio. 
Hott'cser, if It IS found that an a$:« is worth its book value (of which 
there is a remote posMbiliiy) then it can be transferred to capital accounts 
in the ratio of final claim. It may be noted very carefully that no asset 

j ...It . ........ ef final eledm mill it is 

f . • to fluctuate. The eaam- 

• • . • , » . •. which are distributed in 

the ratio of final cUim. 

4. Close reser\cs. Transfer undismbuted proCts and losses to 
capital accounts in the profit-sharing ratio. 

5. Ch%e capital aecourtfs. Close the adjusted balances of capital 
accounts. For this debit capital accounts and credit cash or shares or 
debentures accounts. 

6. Now prepare the revised balance sheet. 


Illostratlon 67. 

The following i! the balance sheet of M/s Ram Prashad Ram Narain 
as on 31st December, 1969 : 


Creditors 
Bills payable 
Cacitils : 

Ram Prashad 
Ram Naraio 


balance SHEET 
Of on 31st Dee , 19S9 


10.000 

43.000 

60.000 
40.000 


Laod and buildias* 

Machinery 

Fiaiurw 

Stoek-ia-litde 

Bill receivable 

Oebiors . . 

Cash ia h»ad and at 


EJT^ 

50.000 

40.000 

20.000 
toiooo 
5.000 

25.000 

5.000 


Rs. J.55,000 


Rs. 15S.00O 


, ^ On 1st January, 1S70, the k“siness was jmtehaMd hy rte R.c._. 
lid for I,50,0C0 to be discharged by i«uirg ihare 
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credited at Rs. 40 paid up. The company did not take over fixtures and 
bills payable. It was decided that the company would take land and 
buildings at Rs. 67,500, machinery at Rs. 35,000. A provision for doubt- 
ful debts was also made at 5% on sundry debtors. There is a claim on 
account of bills discounted Rs. 3,000 which the company agreed to take 
over. But the company refused to take over a worker’s claim of Rs. 1,000 
on account of accident. Bills payable were taken over by Ram Prashad 
at agreed value of Rs 40,000. Fixtures were disposable at Rs. 17,000, 
You are required to make journal entries (including that for cash tran- 
sactions) in the books of the company presuming the company decides to 
continue the same set of books. 


Solution : 


JOURNAL OF RAM LTD. 


Step 1. Revalue assets and liabilities 
Bills payable account 
Land and buildings account 

To Revaluation account 

Revaluation account 
To Machinery account 
To Provision for doubtful debts account 
To Claim for bills discounted account 
To Claim for aecident account 
To Fixtures account 
CoodwilT account (1) 

To Ram Prashad's capital account 
To Ram Narain’s capital account 
Profit on revaluation of goodwill is as follows : 



Rs. 

Rs. 

nr. 

5.000 


nr. 

17,500 

22,500 

Dr. 

13,250 

5.000 
1,250 

3.000 

1.000 
3,000 

Dr. 

16,750 


8,375’ 

8,375 


Rs. 

Assets taken over — Building 67,500 

Machinery 35,000 

Stock 30.000 

Bills receivable 5.000 

Debtors 25,000 

Cash 5,000 


Total Assets c/f. Rs. 1.47,500 


Total Assets 

Less Liabilities taken over— 
Creditors 

Contingent liability on bills 
discounted 

Provision for doubtful debts 

b/f 

10.000 

3,000 

1,250 

1,47,500 

14,250 



Net assets taken over 

Rs. 

1,33.250 

Price paid for business 



Goodwill is (Rs. 1,50,000 
— Rs 1.33,250) 

Rs. 

! 

16.75o! 

5fep 2. Close Kevalnr.tion Account 
Revaluation aceountt 

To Ram Prashad 
__To Ram Narain 


Dr. '• 


I 


9,250 


4,625 

4,625 
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SUp 3. Clott ttSitU and UabillHer not laken ortr 

Claim for tecidefit iccoust Dr. 

To Ram Prashad 

To Ram Narain 

In the ratio of final claim. 1 e., 113:53) 

1,000 

681 

319 

Ram prashad 

Ram Narain 

To Fixtures account 

fin the ratio of final claim, /«., 113:53) 

Dr. 

Dr. 

11,572 

5,428 

17,000 

Bills payable account 

To Ram Prashad 

Dr. 

40,000 

40,000 

^tp4. fay eapitajs Dr. 

Rain Prashad (2) Dr. 

Ram Narain ' 

To Share capital account 

(Issue of 3,750 shares Rs. 50 each Rs- 40 paid up) 

1,02.109 

47.891 

1,50.000 


TUTORIAL NOTES 

(I) ID tbe absCDce cf « specmc asreoncnt profits are dUtributeii eguallv 

The final payment to be made is ascsnaiced bypiepanog Icdscr accounts of :l e 
two partnen : 


Ratio for fioal claim has beta calculated as 

Ram Prasad Ram Narain 


Balance 

Revaluatioo profit 
Bills payable 
Goodwill 


Ri. 

60,000 

4,625 

40,000 

8.375 


Rs. 

40,000 

4,625 


Rs. 1.13.000 


8,375 

53ioOO 

53 


Total 
Ratio 
ninsfratloD 68. 

Tbe following is the trial balance of Harish Ltd as on 3Ist Decem- 
ber, 1969 : __ 



\ hI 1 

1 1^ 
20,000 

Harish-.Capita 1 i 

Sundry fixed assets 

Debtors 1 

lo!^ 


Stock; , 

12.000 


C^h 

2,000 , 

8,000 

4,000 

Sundry liabilities i 

Profit and lojs account | 


Rs. 

31000 

' Si wo 


ilisasmliinra thal on )sl March 19^5 <he Ij''""” '>9'’. 
(ransftrred to a limited contpaev as froiti Isl January, (“f 9 m VonJidt^ 
tion of Rs. 6,000 cash and Rs. 24,000 shares, the comPM.'- tacin? t W 
assets and liabilities at the r booh values No entries telatiSE » .lansier 
had b«r made in the boohs so far, nor any bad ^en niade in Kamn. 
“Pital account since 1st January, eieept that he had been d.hneo nun 
Rr. 6,000 cash paid to him na part of the purchase consideration. 


Ilf45— I.t 0 /l 0 Ktr 
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You are required to give journal entries assuming the company 
decided to retain the same set of books. Also prepare balance sheet of 
Harish Ltd, 

Solution : 

(1) Since on 3 1st December Harish's capitaL account shows the 
credit balance of Rs. 20,000 after giving the debit of Rs. 6,000, the balance 
in the beginning, i.e., January 1, 1969 must have been Rs, 26,000, 

(2) Assuming Rs. 4,000 profit shown in the trial balance is the 
profit made during the year, the net assets of the firm must be equal to 
capita! of Harish on that date, i.e., Rs, 26,000. 

(3) When company agreed to pay Rs, 30,000 for the net assets of 
Rs. 26,000, the Rs. 4,000 difference must be treated as the amount paid 
for goodwill. 

(4) Since no entries had so far been made, the entry for recording 
the goodwill was also not given effect to. This will now be done as under : 

Goodwill account Dr. Rs. 4,000 

To Harish’s capital account Rs. 4,000 

Harish’s capital now stands at Rs. 24,000. 


(5) Since the company has decided to continue the same set of 
books no entries need be done for closing the books. Also, all other assets 
and liabilities had been taken over at book values, it doe? not involve any 
adjustment in the accounts of assets, liabilities and capitals. 

(6) Since Harish has already been paid cash and it was duly recor- 
ded, the entry for issuing shares need be done now. This may be as 
under — 

Harish’s capital (new balance) Dr. Rs. 24,000 

To Share capital account Rs. 24,000 

This closes the capital account of Harish and opens the share capital 
account. Now balance sheet may be drawn. 

BALANCE SHEET OF HARISH LTD. 
ai on 3Ist December 1969 


Share capital 

Profit and loss 

Sundry creditors 

Rs. 1 
24,000 

4.000 

8.000 

Goodwill 

Sundry fixed assets 
Stock 

Debtors 

Cash 

Rs, 

4.000 

8.000 
12,000 
10,000 
2,000 


Rs. 36,000 


Rs . 76,000 


c=cacs» 


Debtors and creditors not taken over when same set of books are 
retained After having understood the accounting treatment of debtors 
and creditors not taken over under the presumption that the purchasinP 
company is opening a new set of books, wc proceed to take im ® 

ting complexities in its treatment when the new comnLv h ^ 
the'’, a™ set of books, U.. same oeei," SeK aL 
The necessary proceJure needed is summarised m foiloTO : 
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(1) Do not close debtors and creditors accounts as the same set of 
books are retained. 

(2) Open two 0 (fd///cno/ accounts one for debtors and another for 
creditors under the headin|s ‘Debtors suspense account' and ‘Crrfifors 
Suspense account'. 

(3) The capital account of the seller as shown in the balance sheet 
has already got the necessary credit on account of debton appearing in 
the balance sheet. Since the purchasing company is not purchasing these 
debtors, this credit to the vendor's capita] account must te 
reduced without cancelling debtors account. This is done with the help 
of debtors suspense account. Following is the journal entry ; 

Debit Vendor’s account 

Credit Debton suspense account 

In the same way adjust vendor's account in the light of creditors 
account. For this the following journal entry is passed : 

Debit Creditors suspense account 
Credit Vendor's account 

(4) Collect cash from debtors. Entry is : 

(I) Debit Cash account 

(with actual cash received) 

Debit Discount allowed account 
(with actual discount allowed) 

Credit Debtors account 
(not debtors suspense amount) 

Pass one more journal entry : 

(Jl) Debit Debtors suspense account 

(cancels the credit in debtors suspense account) 

Credit Vendor’s account 

(gives a fresh credit to vendor for the amount coUecled 
on his behalf) 

Credit Discount allowed account 
(cancels the debit in discount allowed account) 

(5) Pay creditors : 

(0 Debit Creditors account 

(with the total amount) 

Credit Cash account 
(with actual payment) 

Credit Discount received account 
(with discount received) 

Pass one more journal entry : 

(//) Debit Vendor's account . 

(gives fresh debit for the amount paid on his behalf) 

Debit Discount received account 

(cancels the credit in discount received, account) 
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Credit Creditors suspense account 
(cancels the debit in creditors suspense account) 

(6) Pay the net amount to the vendor. 

Ulustration 69. 

X Ltd. purchased the business of X and decided to continue fte 
same set of books. JSTLtd., however, did not take its debtors of Rs» 

8,000andcreditorsofRs. 6,000 but it promised to collect and pay 

The company collected all debts subject to a discount of Rs. 300 and bad 
debts of Rs, 100 and paid all creditors subject to a discount of Rs. 150, 

You are required to give journal entries. 

Solution ; 

JOURNAL of:? LTD. 


Step I. Adjust vendors account by opening new suspense 
accounts : 

X s’account Dr. 

To Debtors suspense account 


Creditors suspense account 
To X s’account 


Dr. 


Step 2. (f) Co fleet cash from debtors : 

Cash account Dr. 

Bad debts account Dr. 

Discount account Dr. 

To Debtors account ( cance ls the debto rs so far existing) 
(//) Cancel debtors iuspense, bad debt, discount accounts : 
Debtors suspense account (to cancel the credit) Dr, 

To Bad debt account (to cancel the debit) 

To Discount account (to cancel the debit) 

To Vendor (X) account (to give fresh credit) 


Step 3. (0 Pay creditors : 

Creditors account (cancels the creditors so far 
existing) Dr 

To Cash account 

To Discount received account 

(ii) Cancel discount reeeivea account, and creditors suspense 
account ; 

X (to give fresh debit) s’account Dr 

Discount received account (to cancel the credit) Dr. 

To Cre ditors suspense account (to cancel the debit) 

Step 4. Pay vendors the amount due ; ' ~ 

X s’account Dr 

To Cash account 

Amount received on his behalf 7 goo 

Amount paid on his behalf s’gSQ 


Net a-mount to be paid 


Rs. 1,750 


Rs. 

Rs. 

8,000 

6,000 

8,000 

6,000 

7.600 

100 

300 

8,000 

8,000 

100 

300 

7,600 

6,000 

5,850 

150 

5,850 

150 

6,000 

1,750 

1,750 


2- PROFIT PRIOR TO INCORPORATION 


Nature of profit or loss. 


fenm n wcorpoTated Company may take over a running business as 

of incorporation. Thus a 
p ny incorporated on Ist April, 1978 may take over the business of a 
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partnership as from 1st January, 1978. If the business is to be purcntsed 
from the date of incorporation, stock taking must be completed and the 
balances of various assets and liabilities must be extracted, if this date 
dMs not coincide with the end of tbefinarctal>ear for which the partner- 
^p has prepared its last final accounts. To avoid all this trouble, the 
bniincss is conveniently purchased from the date of last balance sheet 

• • npany can cam profit 

' ■ ■ * icrcforc the profit made 

■ • • • ■ incorporation cannot 

be taken as profit earned by the company. Thus in the example given 
above whatever profits are made for the period 1st January to 31st March, 
1978 cannot be taken as revenue profits by the purchasing company. They 
must be deemed to be capital profits and transferred to capital reserve. It 
is, tbcitfore, essential for the company to calculate the amount of such 
profits. If there 1 $ a loss during the period then It is in the nature of a 
capital loss and must be debited to goodwill account. 

In the case of a public limited company, it has to also obtain a 
certificate to commence business. So the question arises as to whether 
one should take the date of incorporation or the date of certificate to 
commence business as the relevant date for calculating the capita] profits. 
There is a divided opinion on this question. Honever, it has now become 
a settled practice to take the date of incorporation as the relevant date for 
this purpose. This is based on the ground that once the certificate is given, 
the company’s power to carry on the business relates back to the date of 
incorporation. Obtaining the certificate to commence business is purely 
a legal formality and therefore even m the case of a public limited com;^ 
any, it is appropriate to take the date of incorporation as the relevant 
date for calculating the capital profits. 

Calcnlatlon. In order to calculate profit or loss prior to iscorpora* 
tion date the following steps are recommended ; 

(fll Prepare one trading account for the whole period falling be* 
tween the date of purchase and date of final accounts. The date of incor- 
poration does not affect the calculation of gross profit. 

(b) Calculate the following (wo ratios : 

(0 Time Raiio. This is calculated by considenng the period falling 
between the lost date of balance sheet and the date of incor^ratron and 
the period between the date of incorporation and the date of present final 
accounts. If business is purchased on 1st Jan., 1969 .ncd certificate of 
incorporation is granted on 1st April, J969 and if final accounts are being 
prepared on 31st December, 1969 then the time ratio is 3 : 9 or 1 : 3. 

{If) Sales Raiio. Calculate sales for the pre-incorporation and post- 
incorporation periods and calculate the sales ratio. 

(ct Now prepare a statement for calculating the r« profits for pre- 
and post-incorporation periods separately. This is done as follows s 

(0 Divide the gross profit of the full period into two parts on the 
basis of sales ratio. This gives gross profit separately for pre- and port- 
incorporation periods. 
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{«*) Divide all expenses of fixed nature, viz,, rent, salary, deprecia- 
tion, interest in time ratio and other expenses in sales ratio, 

(Hi) There are certain expenses, e.g., salary of partners, salary of 
direaors, preliminary expenses which are not divided b^nse they belong 
exclusively to a certain period. In the above case the total salary of part- 
ners is debited to the pre-incorporation period and preliminary expenses 
and directors’ salary to the post-incorporation period, 

Dlnstration 70. P & Co. Private Limited v/as incorporated on I-7-I967 to 
take over the business carried on by P & Co. as a going concern with effect 
from 1-4-1967. The following is the profit and loss account for the year 
ended 31-3-1968 of P & Co. Private Ltd. 


To Opening stock 

Rs. 

1,20,000 

By Sales (up to 30-6-1967 

Rs. 

To Purchase 

1,75,000 

Rs. 1,00.000) 

3,00,000 

To Balance c/d 

75,000 

By Qostng stock 

70,000 

To Administauivc expenses 

Ps. 3,70,000 

isiooo 

By Balance b/d 

Rs. 3,ro,coo 

KMtsftrTtes 

75.000 

To Director’s fees 

To Selling expenses 

To Audit fee 

To Preliminary expenses 

To Net profit 

3.000 

36.000 

1.000 
3,000 

14.000 


75,000 Rs. 75,000 

fESrSSSSSJKS 


You are required to prepare a statement showing the profit earned 

prior to and after incorporation and state how the profit earned during the 
respective periods may be dealt with in the accounts, 

(Institute of Company Secretaries, 1969 Final) 

Solution : 


P. & Co. (P) Ltd, 

STATEMENT OF PROFIT BEFORE AND AFTER INCORPORATION 



Basis 

Prior to Incorporation 
Dr. Cr. 

After Incorporation 
Dr. Cr 

Gross profit 

Sales (1 : 2) 

Rs- Rs. 

4.500 

12.000 

'250 

8,250 

Rs. 

_Rs. 

Adm. expenses 

Directon’ fees 

Selling expenses 

Audit fee* 

Preliminay expenses 

Profit 

Time (3 . 9) 

Sales 

Time 

13,500 

3,000 

24,000 

750 

3,000 

5,750 



J^OCn 25,000 

50.000 

50,000 


Profit prior to incorporation is Rs. 8,250 • it is cpniiai j - 

not avaHable for distribution. Profit after incorporation^! b 
is at the disposal of directors for utilisation for?nv nur^?^' 
distribution as dividend. purpose, including 
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Cslcnlitiofl of nles ratio. It lias been seen that gross profit and 
many expenses ^ divided in the sales ratio. JDctennination of tlus ratio 
is thus an essential requirement Leaviog some simple cares, where turn* 
over IS evenly spread over the whole financial period, sales normally 
fluctuate from month to month according to the nature of the product For 
example, in the caw of woollen garments sales of the month of 'October, 
November, December and Janu^ must be very much dlQcfent from that 
in other months. Not only this, it may be found on comparison that sale 
of the month of October is different from that of November, December 
and January. taken sc; ' 1’ I*-- e-».j . 

is determined with i — *, ■ ;i'_, i,;., 

with the total sales. 1 • it' , f 

• ' ‘ ' *• * 1st Apr/l, I97J, took oscra 

■ e company prepared its first 

the follOM ing information 
you are required to calculate the sales ratio of pre* and post-incorporation 
periods : 

(0) Sales from January 1973— December, 1973 R$. 3,60,000, (6) 
Sales for the month of January twice tbe average sales ; for the month of 
of February— equal to average sale ; sales for four months from May to 
August— ith of the average sale of each month ; and sales for October and 
November three times the average sale. 

Solotlon : 

(1) Cafeulatlon of average sate per monf^=— 30,000 

(2) CiiUuIatlon of sales for those months for yrhleh Information is 
given ; 


January 

2xRs. 30.C0O 


Rs. 

60,000 

February 

IxRs. 30.000 


Rs. 

30,000 

May 

JxRs 30.000 


Rs. 

7,500 

June 

ixRs. 30,000 


Rs. 

7,500 

July 

JxRs. 30.000 


Rs. 

7,500 

August 

JxRs. 30.000 

■« 

Rs. 

7,500 

October 

3xRs. 30,000 

= 

Rs. 

90,000 

November 

3xRs. 30,000 


Rs. 

90,000 

Total 

sales for the abo>e months 

Rs. 3.00,000 


(3) Calculation of sales for the remaining monil\s : 

(fl) Remaining months are : Marche April, September and 
December. 

(6) Remaining unaccounted sale is : Rs. 3.60,000— Rs. 
3,00,COO«Rs. 60,t00 

(4) Calculation of average sales for the remaining period : 

^ Rem jinio&Sale _ 60.(W0 _. i 5 _ooo p-r montli 
Remaining monltis 4 
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(5) Calculation of sale for the pre-incorporation period \ 




Rs. 

January 


60,000 

February 


30,000 

March 

- 

15,000 



Rs. 1,05,000 


(6) Sales for post-incorporation period : 

Total Sales— Pre-incorporation period sales 
=Rs. 3,60,000-Rs. },05,000=Rs, 2,55,000 

(7) Calculation of sales ratio : f, 

2,55,000 : 1,05,000=255 : 105 orlli^ H '7 

Calculation of weighted ratio. It is often seen that total pay-bill’ of 
certain time expenses, e.g., salary, wages, doss not remain constant 
throughout the year. If they remain constant then they can be divided in 
the time ratio. But the difficulty arises when the number of employees 
change with the conversion of the firm into a limited company. The ratio 
for this purpose is arrived at after considering time and number of wage 
earners in pre- and post-incorporation periods. It has been assumed that 
rate of payment is the same in all the cases (see Problem 15 in Assignment 
Material). 

Illustration 72. You are required to calculate the weighted time ratio for 
pre-and post-incorporation periods from the following particulars ; 

(i) Date of incorporation 1st April, 1973 ; (ii) Period of financial 
accounts Jan.-Dee. 1973 ; (Hi) Total wages Rs. 4,800 ; (iv) Number of 
workers : Pre-incorporation period 5, Post-incorporation period 25, 

Also divide the total wages into pre- and post-incorporation periods. 
Solution : 


Simple time ratio =3 months : 9 months=I : 3 
Weighted, time ratio=(l x 5) ; (3x25) (calculated by multiplying 
=5 : 75=1 : 15 the time ratio with the rat 


Wages for prc-incorporation period^ 
paration period=Rs. 4,500. 


ratio 
of workers) 
Rs. 300 ; Wages for post-incor- 


Illustration 73. Rowlock Ltd was incorporated on 1st October 

acquire Rowlock’s mail order business, with effect from Isf June 1968 
DetotS Rs. 15.000 




were 


The entires relating to the transfer were not made inn, , 

earned on witlioui a break until 3 1st May, l%9 

On 3Jst May, 1969 the trial balanc- eytraw»^ r ’ , 

the following : from the books showed 
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Sates 

Purchiaes 

WrappiBS 

Postage 

Warelionse rest and rates 
Fackieg expenses 
Oflice expeiues 
Stock on 31st May, 1968 


Rt. 

32.185 

38.829 


Director's salary 
Debenture interest (poss) 
Fixed assets 


vV' 


Rs. 

1,000 


23.000 

9.743 

4.162 

218 


You also ascertain the following: (1) Stock on 3Ist May 1969 
amounted to Rs. 4,946. (2) The average monthly sales for June, July and 
August were one-half of those for the remaming months of the year. The 

....r. 



periods before and' after incorporation, and balance sheet as on the date. 

(C.A. Inter., England, 1969) 


Rofitock Ltd. 

TRADING AND PROFIT AND LOSS ACCOUNT 
Fot Iht Moy SJ, jPf9 , 


Rl. 


Rs.'. 

3.261 

38.829 


Stock, May 31, 1969 


Gross profit, c/d 
June 1, 1968, to September 

30.1968 

October 1, 1963, to May 

31. 1969 9,936 


3,103 


13.041 
Rs. 32.185 


/unt I, Oet. /, 
1968 i96S 
to Sept, to May 


Rs. 


Packing, postage and 

wrapping 755 

Warehouse rent and rates 307 
OIBce expenses 209 

Director's tsbiy 
Debenture interest 
Fortoatioo etpesses 


3/. 

1969 

Rs. 


2.416 


418 

1,000 

325 

218 


J.271 3.151 


Sales 


Rl 

32,183 


Gross profit b/d 


Rs. 5L183 

tune i. 

Oct 1, 

1968 

1963 

to Sept 

to May 

30. 

31. 

1968 

1969 

Rs. 

Rs. 

3,105 

9,936 
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Pre-incoiporation profit^ 
transferred to goodwill 
account l,o34 

Balance c/d '♦< ''*5 

Rs. 3.105~ 9,936 


Rs. 3,105 9,936 


BALANCE SHEET 
/is at May 31, 1969 


_ Rs. 1 

Issued share capital ; 2,0,000 ordinary t 
shares of Re 1 each, fully paid 20,000 . 
Profit and loss account 4,745 1 


24.745 

7 per cent dabentures 15,000 

Current h'abiiitics 4,162 


Rs. 43,907 


Rs. 


Fixed assets 
Goodwill 

Cutteni assets (other than stocK) 
Loan account — Rowlock 
Stock 


25,000 

3,716 

9,745 

500 

4,946 


Rs. 43,907 


TUTORIAL NOTES 


(1) Calculation of ratio between pre- and post-incorporation sales : 


1968 

Pre-incorporation 

Post-incorporation 

June, July, August (one each) 

3 


September to December (two each) 

2 

6 

1969 


Id 

-January to May (two each) 


t 

atio 

5 

2=5 tSX 

16 


The gross profit, wrapping, postage and packing expenses have, 
therefore, been apportioned in this ratio (5 : 16). The other expenses are 
cither wholly post-incorporation, or have been apportioned on a time basis 
(j.e., 1 : 2). 

(2) Goodwill : Rs. 

Excess of purchase consideration over Rowlock’s capital 

account~(Rs. 35,000--Rs. 29,450) 5,550 

Deduct pre-incorporation profit 1,834 


Rs. 3,716 


Nolc : It is assumed that Rowlock is the director of the company and that 
the salary in the trial balance is in respect of the period commencing October 1, 1968, 
and that there is no agreement that he was to receive remuneration at the same rate 
for the period from June 5 to September 30, 1968. If there was such an agreement 
then his drawing in the first period would be treated as a payment on account of 
such remuneration and charged against the profits for the first four months, with the 
result that goodwill would appear in the balance sheet at Rs. 500 more ie 
Rs. 4,216. ' ■ ■’ 

UluMra«on 74^ Tara Industries Ltd agreed to take over the business of 
Sn K. Basak from 31st March 1970 in consideration of Rs. 66,000 to be 

the balance 

sheet of bn K. Basak was ; 
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LlabilU'es 
Sundry creditors 

Loans : S. Sarktr 

Rs. 

30.000 
6.000 

60.000 

Assets 

Cash balances 

Sundry debtors 

Furniture 

Ma^inery 

Goodwill 

Profit A loss account 

Rs. 

2.000 

22,000 

15.000 

45.000 

10.000 
2,000 


Rs 96,000 


Rs.96.0W 


The Compiny was registered on Ut May, 1970 as a public limited 
company and obtained a commencement certihcate to business on 1st July, 

1970. The authorized capital was Rs. 5,00,000 divided into 50,000 equity 
sharesofRs. lOeach, Thecompany Issued for cash 15,000 equity shares 
to the public at a premium of Rs. 2 per share. The same set of boots were 
continued by the Company and no entries vert passed in the books for the 
takeover of business. Loan from S. ^rkar was repaid before 31st March, 

1971. 

Apart from this information, the following balances as on 31st 
March, 1971 were also given : 


Suadn creditors 
Cash balance 
Salary and wages 
Sales 

New maehioery 


Ra. 

34,$00 

8.000 

68,000 

3,00.00(1 

S3.000 


Baok overdratt 

Purchases 

Frc.ght 

OJier expenses 
Interest paid 


Rs. 

21,000 

1.81.000 

6,000 

10,000 

3.000 


You are required to prepare the final accounts of Tara lodustries 
Ltd for 1970-71 after taking into account stockofRs. 15,000 on 3lst 
March 1971 and after providing for depreciation on assets at 10 per cent. 

[B. Com , (Hons.). Caicntta, 1971) 
Solution • la a problem of this type it will be useful to prepare a trial 
balance as at the end of the year after carrying out the necessary adjust* 
ments arising out of the acquisition of business and other information 
given. 


TRIAL BALANCE 
cjon Sht March. 1971 


Debits 

Rs. 

Cash balance 

8,000 

Purchases 

1,81,000 

Salary and wages 

68,000 

Freight 

6.000 

Other expenses 

10,000 

Machinery (45.000+95,000) 

1,40,000 

Furniture 

15,000 

Interest paid 

3,000 

Goodwill* 

18,000 

Sundry debtors* 

1,52,500 


Rs. 6,01,500 


. Cndfii 

Sundry creditors 
Bank overdraft 
Salej 

Equity shared capital account 
Stare premium account 


Rs 

U,50<i 

21.000 

3,00.000 

2,16.1X0 

3CI.CO0 




TUTORIAL NOTES 


(1) Goodwill is arrived at as follows : 

Gross assets taken over by the compir'’ ivCL 
assets side minus P & L A/c bsissoci 


>s. 
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Less Liabilities ; 


Sundry creditors 30,000 


Loan from Sarkar 6,000 

36,000 

Net assets taken over 

58,000 

Purchase consideration 

66,000 

Resultant Goodwill 

8,000 

Add Goodwill already figuring in the books 

10,000 

Total goodwill 

Rs. 18,000 


ssscasss 


(2) The figure of sundry debtors is calculated as follows : 

(A) SUNDRY CREDITORS ACCOUNT 


To Cash account 
(balancing figure) 
To Balance c/d 


Rs. 

By Balance b/d 
1,76,500 By Purchases 
34,500 


Rs. 2.11,000 


Rs. 

30,000 

1,81,000 


Rs. 2,11,000 


(B) COMBINED CASH AND BANK ACCOUNT 


To Balance b/d R.s. 2,000 

To Equity share application account 
(on 15,000 shares at 

Rs. 12 each) 1,80,000 

To Cash received from sundry 
debtors (balancing figure) 1,69,500 

To Balance at bank (O.D) 21,000 


Rs. 3,72.500 


By Payment to creditors 
By Sarkar’s loan account 
By Salary and wages 
By Freight 
By Other expenses 
By Machinery 
By Interest 
By Balance of cash 


Rs. 1,76,500 
6,000 
68,000 
6,000 
10.000 

95.000 
3,(K)0 

8.000 


Rs. 3,72,500 


(C) SUNDRY DEBTORS ACCOUNT 


To Balance b/d 

Rs. 22,000 

By Cash account 

Rs. 1,69,500 
1,52,500 

To Sales 

3,00,000 

By Balacne c/d 
(balancing figure) 


Rs. 3,22,000 


Rs. 3,22,000 


csesexss 


(3) Equity share capital account : 

Share capital issued to vendors 
Share capital issued to public 


66,000 

1,50,000 


Total 2,16,000 


With the help of the trial balance 
accounts are prepared as given below : 


prepared as above, the final 
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TOADINO AOCODNT 


far the year ended SItt Mardi, I97J 



HUM 













PROFIT AND LOSS ACCOUNT 

for the year ended Shi March, 1971 




Pesi-incoT' 


Pre-incer- 

FashlHcer~ 


porathn 

porattOH 


porallon 

poraftan 


period i.e , 



period i e . 

oerlod i e.. 


1 '4-70 to 



J-4’70to 

J-S-TOto 


iO‘4^70 

3U371 


39^.70 

31-S-Jl 






fta. 

. To Salary and wages 

5.«67 

6X333 

fiy Gross profit 



To Freight 

500 

5.500 

transferred from 



To Other expenses 

833 

9,167 

trading account 

n.i67 

1.22,833 

To Interest paid 

250 

2.750 




To Depreciation 






Furniture 0 10% 

125 

1,375 




Machinery @ 10% 

375 

1X833 




To Capital reserve 






transfer of prc' 






Incorporation 






profit 

3.417 





To Balance c/d post. 






incorporation 






profit 






Rs. 

11,167 

1A833 

Rs. 

11,167 

1^,133 


Notes : (1) In tpportjoain* the cspenses, the fJimres h«» been rounrfej off to 
(be nearest rupee. 

(2) In the absence of any infonnttion about sales for the two periods, cross 
profit as well as expens' s have been apportioned on th# basis of time. 

(3) Depreciation on tnachiocry has been calculated as under : 

On F s. 45,000 0 10 for one montb 
OaRi 1,40,000 0 I )% for 11 months 
It IS presumed tijat the new m chinery was bought on I'5-1<J'». 


Rs. 375 
12.133 



'fT^bJIi^* \ 9«^cbi»et^ 




— .,5: 

"^AI^Sr 

5,O0,^\ ves^''”' -"555 ,,500 1.®^ 

-"^ \ .rnoo 


\5,000 



3,340 \ « 

Bs.^\ ^ 

" nftiToduct. T-&® comp 

., deals '''‘’°''S»“>'P°'“*’°''eS»'"^“°'’'“ 

CC.^.-^rStet,T)ecem^"''> 
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STATEMENT OF PRE. A POST-INCORPORATION PROFITS 
OF NEW VENTURE LTD. 

(Year ended Sepiembeft SO. 1072) 



Basts of 
alloeouoit 

Total 

amoiml 

^re-Incorpo- 

rattan 

Post-tneorpo- 

ration 

■■■■■■ 


■m 


(lit Jan. 1972 





toSOih 



■I 

imii 

Sept. 1972) 

Sates 

Actual 

Ra. 25,000 

Rs. 6,000 

Rs. 19.000 









4,15b 


Administrative expenses 

Tone (1:3) 

1.768 




Safes 6: 19) 






200 





373 



DistnlniUve expenses : 

40*A fixed (time) 

300 




60% variable (sales 




PreilminarT expenses 

— 

330 

— 


Oebestnre interest 





Depreciation 

T'loe (1:3) 

444 

in 


Directors* fees 

— 

too 

— 




21,660 


16,156 






Profit 

1 

3,340 

496 

2,844 


Tutorial Note 

Let cost of sales in the prc-iocorporatlon period be Rs. 100. 
Then cost of sales in the post-incorporation period is Rs. 90, 
Sales in the pre-incorporaltoo pcriod=3Rs. 6,000. 

Sales in the post-incorporation period=Rs. 19,000 
The ratio of cost of sales of the two periods 

=(100 x 6000); (90xl9,000)«60 : 171. 

Pivide the total cost of safes in this ratio. 
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In the case of public limited compacies, unless the shares equal to 
iniiumum subscription arc allotted, they are not granted the certificate to 
commence business. Sojn order to ensure the minimum subscription, 
public companies enter into underwriting arrargements. 

Guaranteeing to subscribe to an agreed number ofshares for con- 
sideration is called underwriting. Gcsicnberg quotes an English case in 
which the learned judge defines the underwriting as “an agreement entered 








CiO 


*'“”trcas=<>'*“f«^®r , ,c< 

/_-\ vo^° ate ;s less, a 

be. getoeot- «adet'«titer 
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But gencrallj', the underwriting coDtfacl is signed between the company 
and two or more underwriters each agreeing to insure against the risk only 
to a limited extent. 

Firm underwriting. Under ‘linn* underwriting contract, the under- 
writers, instead of standing behind the offer, agree to make an outright 
purchase ot shares. Thus under ‘firm* underwriting, the underwriters 
stipulate that they be allotted a given number of shares whether or not the 
issue is oversubscribed. The underwriters under such agreement get pri- 
ority over the general public in relation to allotment of shares m the event 
of oversubscription. If, for example, underss'riters have ‘firm' underwritten 
10,000 shares of the total issue of 40,000 shares, only 30,000 shares shall 
be avai'abic to the public even if there are applications for 50,000 shares. 

Underwriter and Broker distiogaished. An underwriter, as stated 
above, is a person who agrees to take a specified number of shares or de- 
bentures, or a specified amount of debenture stock in the event of the 
public not subscribing for them in consideration for a commission which 
is called ‘underwriting commission'. A broker, on the ether hand, is a 
person who gives his services la bringing a settlement between a vendor 
and a purchaser for a reward «*htch is generally called 'brokerage*. 
Brokerage is to be distinguished from underwriting commission. While 
brokerage is paid for the sersice of placing the shares, underwriting com- 
mission is paid for guarantc'ing the subscription Sec. 76 (3) of the 
Companies Act permits the payment of reasonable brokerage m addition 
to the payment of underwriting commission. 

M*rlv^— Vr**-**-« t. j,- that 

' — • •• . • -two 

: . . • - • • , • . • • I • • • . • . ■ ■ “n by 

several underwriters, each of them makes an effort for se]Iin,g shares or 
debentures through him so (hat the subscription so collected may be coun- 
ted to reduce the risk undertaken by him (particular underwriter). Lest 
the subscription made through hts effort be counted to the advantage of 
some other underwriter, it is a common practice to put a seal on the 


gel the application form through some underwriters, but get them directly 

r.. .. ,1. , .. - .1 r.„ - j- V.-, -— ---I ... ..11. j —onark' 

, III the 

, • ■ • , • ■ ■ • • I issue 

■ ■ ■ ' '• -re the 

.... , . . I . . .... , all the 

■ .... » ... (jjvi- 

Accountiog treatment under pure underwriting Accounting treat- 
ment in the books of insured company may be studied as follows : 

1. Far commission or brokerage 

Debit Commission or brokerage on issue of 
shares or debentures account 
Credit Underwriter’s (or broker’s account) 
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2. For payment of commission or brokerage 

Debit Underwriter’s (or broker’s) account 

Credit Bank account (or shares or debenture account) 
Shares or debentures are issued if commission or brokerage is 
discharged by issuing shares or debentures, 

3. For receiving the liability in the case of under-subscription 

If shares/defcentures are under-subscribed, the underwriter is 
forced to fake up the shares/debentures not subscribed for by the 
public. Following journal entry is necessary : 

Debit Underwriter’s account , 

Credit Share capital/dcbcnture account 

4. For receiving the payment on sharesjdtbentures taken under 
contract 

Debit Bank account 

Credit Underwriter’s account 

Instead of paying the commission to underwriters and receiving, 
money from them for shares taken by them under contract, it is 
quite common to settle the account for the difference between 
the two. 


Determination of the liability of underwriters 

The determination of the liability of the underwriter depends on the 
nature of underwriting agreement. Therefore, the liability under different 
types of agreement is discussed below. . 

I. When the entire issue is underwritten 


the entire issue may be underwritten by one underwriter or 
con undervvriters. Where the issue is underwritten by one per- 

his iiabilitv applications whether marked or not. So 

ruir equal to the number of shares underwritten minus the 

■ SerTbed subscribed or over- 

share TfiV "^'11 be no liability for the underwriter to take up any 

onlJon Ihe k^ue^^r-l r entitled to get his commission 

only on the issue price of shares underwritten by him, 

agr«d^rSth=V^S5r"'ifrft’’? '™ “ 

agreef ratio the gross liability of each underwriter in the 

ilvolve any calcuIalSm S'^'en as such and does not 

S marked applications from the gross liability. 

liability. This is dLTbv Sross 

Step / in IT I ^ from the balance after step 2. 

other underwriters' ^ minus then transfer that figure to 

gives the liability of underwriter?'^ gross liability inter se. This 

subscription. ^ tinderwnters on account of shortfall in the public 

times credit to unmarked applications is given in the ratio of 
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n. When the Issue Is psrtially aaclerrrritten 

By partial underwriting is meant that only a portion of the issue is 
underwritten. In such a case for the balance not underwritten, the com- 
pany itKlf becomes the underwriter. Again as in the case of complete 
underwriting, partial underwrifirg may done by one underwriter, or 
more than one underwriter. Tbe calculation of liability in each case is 
discussed below : 

(A) When the partial underwriting is done by one person only. 

In this case the net liability of the underwriter w-ill be equal to his 
gross liability minus tbe marked applications received to his credit. All 
the unmarked application are treated as marked in favour of the company 
and, therefore, the underwriter does not get any credit for them, 
ninstratfoD 77. Purohit Ltd issued 1,00,000 equity shares of which only 
75% was underwritten by Dixit. 

Applications for 60,000 shares were received out of which applica- 
tions for 48,000 shares were marked in favour of Dixit. 

Determine the net liability of Dixit. 

Solution : No. of shares 

Gross liability of Dixit— 75% of 1,00,000 75,000 

Less Marked applications 48,000 

Net liability of Dixit 27,000 

Note : The underwriter will have no liability if the company 
C-. shares or more although the marked 

• ■ • . tres. Similarly, if the applications for 

. n «. >•' • . * he uadetwnier, Ws net liability will 

be restricted to total issue minus the number of shares subscribed. In the 
above example if the company received applications for 85,000 shares, 
the net liability of Dixit Will be restricted to ] 5,000 shares, f.e., 1,00,000 
8hares-85,000 shares. 


(B) When the partial underwriting is done by more than one 
person. 

As under A, the company is deemed to be the underwriter foMhe 
balance not underwritten and gels the credit for unmarked applicatioiLS. 
An illustration will make clear that the method is similar to one discussed 
under H (A). 

Illustration 78. Prasaoti Ltd issued 20,000, 10% debentures of Rs. 100 
each for public subscription The issue was underwritten as follows : 

Satyam 25%. Sivam 30% and Sundaram 25%. The company received 
a total number of 14,000 applications of which marked applications were 
as follows : Satyam 4.000 : Sivam 3,000 and Sundaram 4,000. 
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Determine the liability of each of the uuderwritet&i 


Solution : 

Satyam 

25% 

Sivam 

30 % 

Sundaram 

25% 

Gross liability 

5,000 

6,000 

5,000 

Less Marked applications 

4,000 

3,000 

4,000 

Net liability 

1,000 

3,000 

1,000 


in. Firm nnderwriting 

When the underwriters agree to firm underwriting, it becomes an 
additional liability and therefore must be added to the net liability arising 
under the agreement. In the calculation of net liability the shares under- 
written firm are ignored. For the sake of clear understanding the steps 
involved in the procedure are listed below : 

Step 1. Calculate the gross liability of each underwriter in' the agreed 
ratio. 

Step 2. Deduct the marked applications from the gross liability. 

Step 3. Give credit to unmarked applications in the ratio of gross liabi- 
lity. For this purpose applications made under firm underwriting 
are treated as unmarked applications. 

Step 4. If as a result of the above steps, the figure is in minus (surplus) 
for any underwriter, then transfer that figure to the other under- 
writers in the ratio of gross liability mrer This gives the net 
liability. 

Steps. Add liabilitj' in respect of firm underwriting to the net liability 
calculated under step 4. This gives the total liability of each 
underwriter. 

Ulnstration 79. Janata Ltd issued 40,000 shares which were underwritten 
as follows : 

Krishnan 24,000 shares, Anand 10,000 shares and Prakash 6,000 
shares. The underwriters made applications for firm underwriting as 
under : 

Krishnan 3,200 shares, Anar.d 1,200 shares Lud Prakash 4,000 shares. 
The total subscriptions excludu g firm c rnerwriting but including marked 
applications were for 20,000 shares. 

The marked applications were as under . 

Krishnan 4,000 shares, Anand 8,000 shares, Prakash 2,000 shares. 
You arc required to show the allocation of liability. 
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SolatioQ : 

STATEMENT SHOWING THE UNDERWRITERS’ TOTAL LIABILITY 



Krtshoan 

1 Anand 

Prokash 

TotoJ 

(n) Cross liability as per the 
agreement 

34.000 

\ 10,000 

1 e^ooo 

1 40.000 

(i) Less Marked applications 

4.000 

8,000 

2,000 

14,000 


20,000 

2.000 

, 4,000 

, 26,000 

(if) Less Unmarked applications 
ID the ratio of gross 
liability, fe., 12 : S: 3 

8,6t0 

3.600 

2,160 

1 

14,400^ 

(e) Balance remaining 

lt.360 

(~) 1,600 

1.S40 

11,600 

(/) Credit for Anand's surplus 
to Knshnan and Prakash 
in the ratio of 12 : 3 


1.600 

(->320 

— 

(g) Net liability as per the 
agreement 

10.080 

Nil ! 

1,320 

11,600 

(A) /Idd Liability in respect of 
firm underwriting 

3,200 

uoo' 

4.000 

8,400 

(0 Total liability 

U,280 

1,200 

5,520 

20,000 


uterfal Notea : (1) Unmarked apisticauona are calculated a» follows : 

Nff. ofihatet 


Total subscriptions (excluding firm underwriting) 20,000 

LtiS Marked applications 1<,000 

Balance— uomarked applications by public 6,000 

Aii Applications under firtn uaderwriting 8,400 


Total 14.400 


(2) Total allocation is as under — 
Unmarked applications made by the public 
Marked applications made by the public 
Total liability as per the statement 


No. of shoTti 
6,000 

14.000 
20.C00 

40.000 


ASSIGNMENT MATERIAL 
Objectire Type Questions 

I. Stats whether the following statements are ‘true’ or ‘false*. 

(1) On acquisition of busioess the difference bilwccn purchase price 
and the net assets must be adjusted to goodwill or capital reserve 
as the case may be. 
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(2) On acquisition of business, a company may continue the same 
books maintained by vendor business. 

(3) If the partners who sold the business wish to receive the divi- 
dend from the company in the old profit sharing ratio they 
must share the equity shares received from the company in 
their capital ratio. 

(4) When the same set of books are continued, assets and liabilities 
not taken over by the company, must be distributed among the 
partners in the ratio of final claim. 

(5) Profits prior to incorporation are not available for dividend and 
must be transferred to capital reserve. 

(6) For calculating the capital profit or loss, date of comrnencernent 
of business is the relevant date in the case of a public limited 
company. 

(7) Preliminary expenses must be apportioned on time basis to the 
pre-incorporation and post-incorporation periods. 

(8) Underwriting commission is payable only in respect of shares 
offered to the public. 

(9) A public limited company is required to get the issue of shares 
underwritten compulsorily. 

(10) Under firm underwriting, the underwriters agree to buy all the 
shares issued on an outright purchase basis. 

II. Fill in the blanks : 

(1) The maximum rate of commission payable for underwriting is 

per cent in the case of shares and per cent in the 

case of debentures. 

(2) The profit made on acquisition of business is credited to.„ 

and likewise any loss on acquisition is debited to . 

(3) The two important ratios in the calculation of profit prior to 

incorporation arc ~ and 

(4) When discount is allowed on vendors debtors, the same should 

be debited to account. 

(5) Under Section 76 (3) of the Companies Act, a company in 

addition to underwriting commission can pay any to bro- 

kers for placing shares. 

(6) As per Section 76 (4A) of the Companies Act underwriting 

commission can be paid only in respect of shares offered 

(7) An unmarked application is one which does not bear the stamp 

(or seal) of the * 

(8) For ascertaining pre-incorporation profits, administrative ex- 
penses are apportio.ned in the 

III. Indicate the correct or best answer : 

(1) Pre-incorporation profit is to be credited to 
{a) Profit and loss account above the line 
{b) Profit and loss account below the line 
(c) Capital reserve. 
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(2) UndcrATiting commission Is payable on 

(а) the issue price of shares 

(б) the nominal price of shares 

(c) the application money received on shares. 

(3) For calculating the pre>incorporation profits of a public limited 
company the relevant date to be considered is 

(а) date of talce*over 

(б) date of certificate of commencement of business 
(c) date of certificate of incorporation. 

(4) The excess of purchase price over the net assets is 
(s') Goodwill 

'{b) Capital Reserve 
(e) Preliminary Expenses. 

(5) Directors' remuneration must be charged 
(a) exclusively to pre-incorporation period 
lb) exclusively to post-incorporation period 
(c) to both the periods m the time ratio. 

(6) Pre-incorporation profits represent 

(a) Capital Profit 

(b) Revenue Profit 
(e) None of these. 

(7) Oa sale of business if the partners wish to receive future divi- 
dends from the company ra the profit sharing ratio, the eqnity 
shares received from the company must be distributed 

(а) in the rati J of final claim 

(б) in the profit sharing ratio 
(e) in the ratio of gam. 

ACQUISITION OF BUSINESS 

Exercises 

1. New Company Ltd was formed on Ist January, 1976 witn an 
authorised capital of Rs. 7.00,000 divided into 50,000 equity shares of 
Rs. 10 each and 2,000 preference shares of Rs. 100 each, to acquire the 
business of Old Co. as a going concern. The balance sheet of the Old 
Co., as at 31st December, 1975 is given below : 
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sheet values except stock which was valued at Jls. 40,000. A provision 
of 5 pet cent was also created against sundry debtors. 

The provide necessary working capital and to pay the purchase 

consideration, the remaining equity shares were issued at a prenuum of 

lOV and all cash was duly received. The preliminary expenses amounting 
to Rs. 15,000 were paid by the company immediately after the issue. 

Show the opening entries in the books of the New Company 
also the opeaiag hatoce sheet. W 


2. On 3Ist December, 1978, the following is the balance sheet of a 
a firm : 


Liabilities 


Capi.el accounts 
B 

Creditors 


Rs. 

55.000 

55.000 


Rs, 


1,10,000 

40,000 


Rs. 1,50,000 




Assets 


Rs. 


Fixed assets 

Factory building 33,000 
Plant and machinery 42,000 


Furniture etc. 


Current assets 
Stocks, at cost 
Sundry debtors 
Cash in hand and 
at banks 


5,000 


15.000 

35.000 


Rs. 


80,000 


20,000 70,000 


Rs. 1,50,000 


i. On 1st January, 1979 the firm is converted into a limited company 
n the following terms ; 

(i) Debtors and creditors of the firm were not to be taken over as 
well as the cash balances. 


(I'i) _ Assets were revalued as to furniture etc., at Rs. 3000, plant 
and machinery at Rs. 40,000 and the building at Rs. 35,000. 

(///) Preliminary expenses amounting to Rs. 2,000 were disbursed 
by the firm to be recovered from the company. 

(iv) As purchase consideration, the partners were to be allotted at 
par 13,000 equity shares of Rs. 10 each. They were also entitled to 
receive Rs. 20,000 in cash. 

Submit the balance sheet as at 1st January, 1979 of the limited com- 
pany, assuming the authorised capital to be Rs. 2,00,000 made up wholly 
of equity shares of Rs. 10 each. {f.C.W A. (Final), December, 1974] 

(Bafance sheet total JRs. 1,52,000) 

w i- A company was incorporated for taking over the business of 
Mr. Gandabhoy on and from Jst January 1970. The following is the 
balance sheet of Mr. Gandabhoy as on 31st December, 1969. 


Liabilities Rs. 

Mr. Gandabhoy’s capital account 50,400 

Trade creditors 35,6M 

Loan creditors 60)000 

A sseis 

Land and buildings 

Plant and machinery 
Furniture 

Sundry debtors 

Rs. 

80,000 

14.000 

10.000 
42,000 

Rs. 1,46,000 

csKsgaaaa 


Rs. 1,46,000 





C3iapter4yCoi0pur Ae£oaat»~Acq^ablUM«rfia^etf 41S7 


Tbe company takes over the business with the fixed assets and loin 
creditors on the following terms: (a) The fixed assets sbouM be depre- 
ciated by 10%. (A) The value of goodwill is estimated at R.s 40 OOO 
company realised Rs. ' 

vendor (Mr. Gandab' 
creditors by paying R 
live pfererence share 


eatu. I'ass lue necessary journal entries for the above in the books of the 
company. (indian lostltote of Bakers, F4rt n. Not., 15^0) 

4. Jaipur Ltd as formed on 1st January 1976, with an authorised 
capital of Ks. 10 lakhs for the purpose of an^uiring the business of Calcutta 
Enterprises. An agreement of sale was entered into between the partners 
of Calcutta lititerpriscs and Shri Copalan, the proposed managing director 
of the cornpany. The agreement of sale dated J5th December, 1975, 
provided Mer aha as under : 

( 0 ) that tbe business shall be taken over on tbe basis of the balance 
sheet as at 30th June, 1975 for a purchase coosIderatioD of Ra. 9 lakhs 
payable in cash ; 

(b) that tbe profits after 30tb June, 1975 shall belong to tbe pur- 
chasers, subject to interest m favour of tbe vendors at 5 per cent per annum 
from tbe said date to tbe date of completion of purchase ; and 

(c) that after 30tb June, 1975 the vendors shall carry on tbe business 
for and on behalf of the company; 

The balance sheet of Calcutta Enterprises as at 30tb June, 1975 was 
as follows : 


Liabiliitej 

IMHSi 

Asssis 

Rs. 

Sundry creditors 


Land and buildings 


Fattaet’s capital accounts 

5.15,000 

Plant and roachioery 

Loose tools and stores 
Stock 

Sundry debtors 

Balance ra current account 
with Calcutta Discount 
Bank Lid 

35.000 
1.25,000 

80.000 

WfiOO 


Rs. 6.50,000 


Rs. 6,50,00? 


On 31st December, 1975, the balance sheet was as follows ; 


Sundry creditors 
ParTnen’ capital accounts 
Partners* current a/cs 

Credit for interest 22t500 

Less Drawings 20,000 

Profit and loss a/c 


1,20,000 

3,15,000 

2,500 

77,500, 


4mir 

Land and buildings 
Plant and laachinery 
Loose tools and stores 
SiocK 

Sundry debtors 
3a]ance in current accoos: 
with Calcutta Dixcsa: 
Bank Ltd 
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During January and February, 1976, 10,000 equity shares of Rs. lOO 
each were issued at a premium of Rs. 25 per share and were fully subs- 
cribed and paid for. The company became entitled to commence business 
on 16tb February. 1976 and adopted the agreement of sale on 28th Feb- 
ruary, 1976, On the latter date it paid the purchase price and Rs. 5,000 
towards interest. 

The directors decided to open the books on. the basis of the balance 
sheet as at 31st December, 1975, after taking into consideration the 
following : 

(а) Land and buildings to be increased by Rs. 20,000, Plant and 
machinery to be increased by Rs. 20,000 and stock to be reduced by Rs. 
10 , 000 . 

(б) The profit for the period from 1st January to 28th February, 
1976 (on the basis of the value of the opening stock at Rs. 1,20,000) 
amounted to Rs. 12,000 subject to interest due to the vendors. 

(c) The preliminary expenses amounted to Rs. 8,000. 

Pass the opening journal entries in the books of Jaipur Ltd and the 
entries relating to the issue of capital. Also prepare a balance sheet as at 
28th February, 1976. (C.A. Final, May, 1967) 

{Balance sheet total Rs. 12,64,500) 


5. A company was incorporated for taking over the business of Mr. 
Engineer on and from 1st January, 1968. The following is the balance 
sheet or Mr. Engineer as on 31st December, 1967 ; 



Rs. 


Rs. 

Trade creditors 

17,800 ' 

Land and buildings 

40,000 

Loan creditors 

30,000 

Plant and machinery 

7.000 

Capital account 

25,200 

Furniture 

Sundry debtors 

5,000 

21,000 


Rs. 73,000 


Rs. 73,000 


The company takes over the business with the fixed assets and loan 
creditors on the following basis : (a) The fixed assets should be deprecia- 
ted at 10%. (6) The value of the goodwill is estimated at Rs. 20,000. 

The company realised Rs. 20,000 from the sundry debtors as the 
agent of the vendors in full settlement and discharged all the trade credi- 
tors by paymg Rs 17,000. The loan creditors accepted 8% p'efereace 

of loans. After realisation of the 
debts and discharge of the liabilities, the total amount due to the vendor 
was settled by payme.it of Rs. 4,800 in cash and the balance in the shape 
of fully pmd equity shares of Rs. 10 each. Pass the journal entriS fS the 
above m the books of the company. (C.A. Inter., wS) 

{Purchase consideration Rs. 36,800 ; Goodwill Rs. 20,000 ; 

- _ ^ ^ Shores issued to Engineer Rs. 35,000) 

^ ^"0 R were carrying on business in partnership sharinc 

ratio of 5, 4 and 3 respectively. The trial balance 
of the firm on 31sv Match, 1971 was under : i a ic inai oaiancc 
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Plant and machinery at cost 
Stock 

Sundry debtors 

Drawing account P 

H .. Q 

R 

&sh at bank 

Hu 

85.000 
64,200 
66,500 
20000 

20.000 
IS.DOO 
88,300 

Sundry creditors 

Capital account P 
.. „ Q 

.. R 

Depreciation on plant and 
tnaebinery 

Trading profit for the year 

Rs. 

84.700 

63.000 

42.000 

21.000 

25.000 

1.23,300 


Rs. 3.59,000 


Rs. 3,59.000 


credit 

provid ■ • • I • 

they r 

2 . 00,0 ■ , 

over the busine&s of partnership. You are informed as under : 

(1) Plant and machinery is to be transferred at its w. d. v. for LT, 
which is Ps. 66,000. 

(2) Shares in the company are to be Issued to the partners, at par, 
in such number and such class as will give the partners, by reason of their 

•' -T on capital and the 

. • • • . . . .fship. Valuation of 

(3) Before transferring the business the partners wish to draw from 
the partnership their proves to such an extent that the bank balance is 
reduced to R$. 50,000. For this purpose sufficient profits of the year are 
to be retained in proGt*sharing ratio. 

(4) All assets and liabilities except plant and machinery and the bank 
balance are to be transferred at their value in the books of the partner* 
ship as on 31-3-1971. 

You are required to prepare : (a) P. and L. account for the year 
ending 31.3*71 ; (6) Capital accounts showing all the adjustments required 
to dissolve the partnership ; (<r) Your statemeot showing the workings of 
the number of shares of each class to be issued by the company to each of 
I •• ••• *•— r -id (lOThe 

: ... - '.usmess of 

, - ; ■ • i‘ ( ^ : :a!. !• • Nov. 1971) 

(P will receive Ps. 6,300 in preference shares and Rs. 15,000 in equity 
shares: ‘Q uiil receive Rs 42,000 tn preference share and Rs 12,000 in 
equity shares : R will receive Rs. 21*000 in preferer.ee shares end Rs. 
9,000 equity shares ; Balance sheet lotal Rs. 2,46,700) 

•7. Using the information given below concerning the partnership 
of r, W and C and IW Limited, you are required to ; (n) Show the sub* 

JjyJjjp . ' — 

the p« ■ ■ ■ " * 

June, 

cash at bank on the balance sheet fgiven m answer to lej aoovej iias ueen 
obtaineii. 

On 30th June, 1968, 1, W and C, each receiving a salary, shared 
profits and losses In the ratio 2:3:4 respectively. Their balance sheet at 
that date was as follows : 
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Capital I 

:: S' 

Creditors 


BALANCE SHEET 


As at 30th June, 1968 


Rs, 

4,4fi0 

4,260 

6,240 

4,320 


Goodwill 

Ereehold buildings 

Machinery 

Investments in X Ltd 

Stock 

Debtors 

Cast at bank 


Rs. 19,280 


Rs. 

1,480 

3,690 

2.670 

3,850 

2,17.0 

5,300 

170 


Rs. 19,280 


You are advised that during the year to 30th June, 1969 : 

(1) It was decided due to the illness of C, to dissolve the partner- 
ship on 31st December, 1968, with C taking over the investments at a value 
of Rs. 4,500. 

(2) On 1st January, 1969, IW Limited was fomted with an autho- 
rised capital of 30,000 ordinary shares of Re. 1 each to take over the re- 
mainder of the partnership assets and liabilities including cash. The pur- 
chase consideration was agreed at the partnership’s net asset value at 31st 
December, 1968 of the items taken over, subject to the value of : (i) Good- 
will being increased to Rs. 2,000 ; (ii) Freehold building being increased 
to Rs. 4,000 ; (fti) Machinery being reduced to Rs. 2,600. I and W were 
each allotted 5,000 shares at par, the balance being settled in cash when 
the three partners’ respective share of profits was known at the end of the 

30th June, 1969. 

f (3) IW Limited valued the assets in accordance with their cost, 
except for the creation immediately of a bad debt provision of Rs. 250, 
which was charged against goodwill. 

(4) A finance company purchased 8,000 shares for Rs. 10,000. 

(5) At 30th June, 1 969 due to the pending introduction of a new 
range of products a stock write-off of Rs. 750 was made, thereby reducing 
the closing stock to Rs. 1,550. 

(6) New machinery costing Rs. 5,000 was purchased on 1st April, 


You are advised that at 30th June, 1969 in addition to balance arising 
from the above items, the following figures appeared in the books ; Deb- 
tors, less bad debt provision Rs 6,200 ; Creditors 5,550 : Net profit for 
the year to 30th June, 1969, Rs. 4,000. 


The net profit was after charging partners’ salaries I Rs. 700, W Rs 
8p0 and C Rs. 900. director’s fees of Rs. 1.000 and depreciation of plant 
since 1st January, 1969 of Rs. 320. Subject to these items and stock wite- 
on, which was borne by the company, the profit accrued evenly through- 
out the year. (C.W.A. Part, HI England, 1969) 

(Net profits ; Partnership Rs. 1,835 ; I.W. Limited Rs. 2,165 : 
Realisation profit Rs. J 410 ; Assets purchased by I.W. Limited 
PsS. 13,705 ; Balance sheet total Rs. 27,715 ;Cash showa in the 
, balance sheet Rs. 6,435) 

“.to »> »« 
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PROFIT PRIOR TO INCOBPORATION 
8. **A" 0>. Ltd was incorporated on May 1, 1963, to take over 
bnsioess of Co. lid as a going concern from January 1, 1963. The 
profit and loss account for the year ending December 31, 1963 Is as 
follows : 

PROFIT AND LOSS ACCOUNT OF "jT CO LTD 



The total turnover for the year ending December 31, 1963 was Rs. 
5,00,000 divided into Rs. 1,50,000 for the period up to May 1, 1963 and 
Rs. 3,50,000 for the remaining period. 

Ascertain the profits earned prior to incorporation of the company. 

(C.A. Inter., 1964) 25*46 
(Profit prior to incorporation Rs. 18,617 ; Profit past-incorporation 

Rs. 41,383) 

[Hint ; Auditors* fee and bank charges hare been divided in time ratio] 

9. Sanglii Bros Private Ltd was incorporated on June 30, 1967 to 


. .It 

of which Rs. 3,40,000 was for the first six months (c) The expenses 
debited to profit and loss account included directors’ fee Rs 15,00^ fcai 
debts Rs. 3,600 ; advertising Ks 12,0C0 (under a contract amoentirfir 
Rs. 1,000 per month) ; salaries and general expenses Rs. 64,000 ; pr :^^- 
nary expersce written off Rs. 5,000, donation to the polidcalp=^r^^ 
by the company Rs. 5,000. 

Prepare a statement showing the amount of profit made 
poration and' state how it should be dealt with in the 
company. (B. Com., Saurir. * 

(Net profit prior to incorporation Rs. 68,380 ; Net 
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10. Jagjivan, the proprietor of an established business, decided to 
convert in into a limited company as from January 1, 1969. Accordingly, 
Jagira Private Limited was incorporated on April 1, 1969 with an autho- 
rised capital of Rs. 1,00,000 divided into 10,000 shares of Rs. 10 each of 
wliich 9,000 shares were issued for cash, Jagjivan retaining the balanre as: 
part consideration. Out of the proceeds of issue Jagjivan was pa^Rs. 
70,000 as the balance of the purchase consideration and Rs. 7,500 for 
expenses incurred by him in connection with the formation of the comply, 
Jagjivan became the manager of the company as from January 1, 1969 at 
a monthly salary of Rs. 500. The accountant had not opened separate 
.set of books and the trial balance as on December 31, 1969 extracted by 
the accountant was as under : 



Debit 

Credit 

Jagjivan’s capital account 

12,500 


Jagira Ltd. 


90,000 

Purchases and sales 

2,20,000 

3,00,000 

General expenses 

25,000 


Stock 

9,000 


Wages and salaries 

27,500 


Bad debts 

1,750 


Debtors and creditors 

50,000 

33,250 

Property 

60,000 


Cash 

17,500 


' 

Rs. 4,23,250 

Rs. 4,23,250 




Jagjivan’s salary had neither been paid nor adjusted in the accounts. 
Jagjivan was entitled to interest @ 6% p.a. from January 1, 1969 to the 
date of settlement which was on April 1, 1969. Stock as on Decem- 
ber 31. 1969 was valued at Rs. 6.100. A revaluation as on January 1, 
1969 of the property showed that it was worth Rs. 65,000' Of the bad 
debts, an amount of Rs. 7 50 is to be charged to Jagjivan on account of 
debts guaranteed by him. Jagjivan's capital as on J'anuary 1. 1969 was 
Rs. 6S,000: 

Show the profit and loss account for the year ended on and balance 
sheet as at December 31, 1969. (b. Com , Bombay, 1970)' 

(Nef profit— Pre-incorporation Rs. 3,450 \ Post-incorporation 
Rs. 12,950 ; Rs. 5,700 ; Balance sheet total, Rs. 1,56,100) 


(T . r^' ^ decides to convert his business into a limited company with 
effect from 1st January, 1978 and issues for cash 10,000 equity shares of 
Rs. 10 each at par to his friends and customers. From the proceeds the 
vendor was paid Rs. 80,000 plus the amount for reimbursement of ids 
outlay m, the formation of the company amounting to Rs 4 200 the ba- 

Following is the trial balance at 31-12-78 
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Capital (Rs. 64,000 on 1-1-78) 
Fdnnatloo expenses 
Shares issued 
Purchases and sales 
Stock on 1-1*78 
General expenses 
Bad debts 

Debtors and creditors 
Furniture and fixtures 
Land 

Cash and bank balance 


Rs. 3»26,000 Rs. 3.26.000 


Stock on 3lst December, 1978 Rs. 25,500. 

The furniture and fixtures arc revalued at R. 10,500 and debtors at 
Rs. 12,000 of which Rs. 1,100 proved to be bfd. 

A is to get a salary of Rs. 12.000 per annum commencing on the 
date of incorporation, /.e., Ist March, i978 and interest at 6% per annum 
to that date on the principal amount doe to him. 

Profit prior to incorporation to be calculated on lime basis excluding 
^’s salary and mterest to be charged against such profit 
trading and profit and loss account for the year^nded 31st December^i9« 
and the I • - 


ments, n- ' 
tal has * 


fonnatio . . • • f 

amounts of salary and interest due to h.m have been pam. JMiioit 
income-tat. (Adaptedfroin B. Com,, (lions ) Calcoffa t969j 

* {Goodwill RS. 54 000 \ Capliat reserve 5,40S, Balance sheet 

^ toralJ. 55.950) 


12 Navic Enterprise lU. '‘“''6'''';''* 
over the business of Navin Bros from January 1. 
granted certificate to commence business on I’ 

following information given to you. you arc required to calculate the pr 
earned by the company in ore- and posMncorporation peno s . 

(o) Salesduriugtheperiodlan. Dec. 1971 Rs. 2,40,000. The trend 


of sales was as under ; 
January and February 
May, June and July 
October 

November and December 


half the average sales in each month 
as-erage sales in each month 
average sales 

half the average sales in each month 


(6) Cost of goods sold Rs. 60,000. 

(c) Salary and other administrative charges Rs. 6.000- 

(d) Bad debts Rs. 2,400. 
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(c) Interest on the purchase price paid by the company to Navin 
Bros on August 1, 1971 Bs. 2,100. 


(/) Expenses exclusively related to company Rs. 8,900. 25*48 

{Profit prior to Incorporation Rs. 34,600 ! Profit in post-incorporation 

period Rs. 1,26,000) 

13, A Public Limited Co, was formed to take over a running busi- 
ness with effect from 1st April, 1976. The company was incorporated on 
1st August, 1976, and the certificate of commencement of business was 
received on 1st October, 1976. The following Profit and Loss A/chas 
been prepared for the year ended 31st March, 1977 : 


To Salaries 24,000 

To Printing & Stationery 2,400 

To Travelling Expenses 8,400 

To Advertisements 8,000 

To Miscellaneous 


Trade Expenses 18,900 

To Rent (Office building) 13,200 
To Electricity Charges 2,100 

To Directors’ Fees 5,600 

To Bad Debts 1,600 

To Commission to Selling 

8,000 

to Audit Fees 3,000 

To Debenture Interest I’SOO 

“Ifjcst paid to Vendors 2,100 
To filing Expenses 12,600 

To Depreciation on fixed 

T r, 4,800 

To Net Profit c/d 43,800 


By Gross Profit b/d 


Rs 

i.eo'ooo 


1,60,000 


1,60,000 


Relivant information : 

cvenli^jJn ® amounted to Rs. 9,60,000 arose 

«:nnrtPHT« ° J^ate of the certificate of commencement, whereafter they 
spurted to record an increase of two-thirds during the rtk of thTyea^. 

SepfcSer^f974°nn?S‘'® ®"‘'4ing was paid @Rs. 1.000 per month up tc 
p ember, 1976, and thereafter, it was increased by Rs. 200 per month. 

(c) Travelling expenses include Rs. 2,400 towards Sales promotion 
in coioraSperta? f”' n„eu acqmred ip the post 

th= alToSn o'f pS' brtwn 
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periods, iodicatiog the basis of alloailion. ICA (Fintl) Noiember 19T7] 
(PrHneorporaicn profit Jis. 6,150 ; PosUir.eoTporatlcn 
profit Ft. 37,65U) 

. ^ company, incorporated on 1st May, 1967 aegaired a bosiness 

wth eflect from 1st Janaary, 1967. The first accounts were drawn up' to 
September 30, 1967. The gross profit is Rs. 56,000. The gcreral expenses 
Rs. 14,220, Directors’ remuneration Rs. l.OCOp.m. Formation ex- 
penses amounted to Rs. 1,500. Rent which till June 30, 1967 was Rs 100 
p.tn. was increased to Rs. 3,000 per annum from July I, 1967. The 
manager of the earlier firm whose salary was Rs, 500 p.m. was made a 
<iirector upon the incorporation and his remuneration thcrcafier is inclu- 
ded in the figure of director’s remuneration given earlier. 

Prepare profit and loss account for the period, assuming that the net 
Rs* 6.40.000. the monlhly average for the first four months of 
1967 being onc-lalf of the remaining peric^. 

(C.A. Floaf, May, 1969) 
15. Nickle Plate Ltd. was registered on January 1, 1972, to boy the 
business of Messrs Daya Ram & Co. as On October 1, 1S7I and obtained 
its certificate for commencement of business on February 1, 1972. 


The accounts of the cornpaoy for the period of 12 months ended 
September 30, 1972 disclosed the ret profit of Rs. 67,540 after having 
charged the following amounts : 


Salary 

Rs. 15.0f0 (There were four emplo>ees in the p;e. 
incorporation period and 7 in the post-incorporation 
period.) 

Wages 

Rs. 5.460 (There were four workers in the pre-in- 
corporation period and five workers in the post- 
incorporation period and the rates of wages were Pi. 

- 

80 and Rs. 100 per month m pit- and post-incotpo- 
ration periods, respectively.) 

Sates 

Rs. 2,40,000 of which Rs. 40,000 related to the pre- 
incorporation period.’ 

Directors’ salary 

Rs. 8,000. 


You are required to calculate profits separately for pre- and post- 
incorporation periods. 2549 

{.Profit prior to incorporation period Rs. 

UNDERWRITING 

16, Krishna underwrites the new issue of 2,000 shares ^ 
cachofRaroa Company Limited The agreed commission 
able as to 60% in cash and the rest in fully paid shsre^ 
subscribed for 800 shares and the rest had to be taken c? ^ 
writer. These shares were subsequently quoted ie ^ 
discount. 
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Make necessary journal entries in the books of the compariy and the 
underwitcr and prepare share account in the books of underwiter. 

(B. Com., Rajasthan, 1971) 25 38 

17 A company issued 20.000 shares of Rs. 10 each at par which 
nere underwritten Is follows: X 10,000 shares ; Y 6,000 shares ; Z 
4,000 shares. . , , i 4 

Applications were received for 18,000 shares which d marked 

applications also as follows : Z 4,000 shares ; 72,000 shares , Z 1 , 
shares, . , 

You are required to prepare a statement showing how many more 
shares underwriters will have to take under the'underwriting contract. 

25-39 


(Extra shares taken by X 1,000 and by Y 1,000) 

18. A company issued 30,0f0 shares ofRs. 10 each. These shares 
were underwritten as follows : X 18,000 shares ; Y 7,500 ; Z 4,500 shares. 

In addition to the above underwriting there was a firm underwriting 
as follows ; X 2,400 ; shafts ; Y 900 shares ; Z 3,000 shares. 

Total subscriptions received by the company {excluding firm under- 
writing and rrarked applications) were 4,500 shares. 

The applications -w ere marked as follows ; X 3,000 shares ; Y 6, GOO ; 
shares Z 1 ,500 shares. 

, You are required to determire the liability of underwriters. 25-42 

(X 7, 560 \Z 1,140) 

19. X Co Ltd, which carries on the bunsincss of underwriting shares 
underwrote I5,CC0 shares ofRs. lOeach in a new issue made by .4 Co 
Ltd, The agreed commission was 5% payable as to 7C% in fully paid 
shares and the balance in cash. In addition to underwriting these shares 
X Co Ltd made “firm application” in the ordinary course for another 
2,500 shares. 


^ The issue was not fully subscribed by the public and the underwriting 
company was obliged to take up 30% of the shares underwritten. Jhe 
shares in A Co Ltd were consequently quoted at a discount of 12%. 

Prepare necessary accounts showing the position in the books of Z 
^0 Ltd. (C.A. Inter, 1964) 25 43 

[Hints : I. Commission account will be credited by Rs. 7,500. This account will 
be transferred to profit and loss account. 

2. Shares, in A Co Ltd account wil! show the debit of Rs. 75,254 which 
mcludes Rs. 45,000 for shares allotted. Rs. 25,000 for shares firm underwritten • and 
Ks, 5,250 for shares aliotted to pay commission. The fail in the value of shares Rs 
9.030 will be debited to profit and loss account and credited to either shares in 
A Co Ltd, account investment fluclJiation account] 


i formed with a capital of Rs. 10,00,000 m Rs. 

Tte un*rwrittoB 


M 35,000 
P lO.OOQ 


N 30,000 
9 3,000 


0 20,000 
E 2,000 
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. All Ihc marked appJicatioa forms were to go in relief of the under- 
writers whose names they bore. The application forms marked by the 
Underwriters were ; 

M 10,000 If 22,500 O 20,000 

P 7,500 Q 5,000 R Nil 

Applications for 20,000 shares were received on forms not marked. 
Draw up a statement showing the number of shares each underwriter 
had to take up. 25 44 

(Institute of Company Secretaries of India, 
final Exanrioation, 1971) 
(M takes 13,649 shares ; takes IJSJ shares ’,N,0,P and Q take Nil 

shares) 

21. ,4 Co Ltd has authorised capital of Rs 50,00,000 divided into 
1,00,000 equity shares of Rs. 50 each. The company issued for subscri- 
ption 50,000 shares at a premium of Rs. 10 each. The entire issue was 
underwritten as follows : 

X 30.000 shares (Firm undcrwriting—S.OOO shares) 

Y 15,000 shares (Firm underwriting— 2,000 shares) 

Z 5,000 shares (Firm underwriting— 1,000 shares) 

Out of the total issue 45,000 shares, including hrm underwriting, 
were subscribed. The following were the marked forms : 

X 16,000 shares 

Y 10,000 shares 

Z 4,000 shares 

Calculate the liability of each cudcrwritef . 25*45 

(Institute of Company of Secretaries of India, Final Examination, 

iTotaJ liability including the liability in respect of firm underwriting : 

X 9,667 shares ; Y 2,333 shares ; Z 1,000 shares) 

22. Rosy Ltd made a public issue o£4,00,000 equity 


ioy number of shares in 
1/2% of the par value 


Applications received were to be analysed on the basis of nibber 
stamoof the underwriter, who waa to be given 
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As a result of the issue the foUwiog applications were 
received : 

Marked applications : A 1,02,000 shares ; B 95,000 shares *, 
0 60,000 shares ; 0 32,000 shares; £51,000 shares. Direct applications 
10,000 shares. Total : 3,50,000 shares. 

Included in the number of applications mentioned against D was 
an application made by D himself for 10,000 shares. The underwriters 
were informed of the amounts due to or from them and the amounts were 
duly received or paid. 

Show with the aid of necessary workings, the entries to record the 
amounts so received or paid. 

IC. A. (Final) Nov. 1969] 
(Net liability B 1,000 shares ; C 36,000 shares ', D 6,400 shares ; 

E 6,600 shares ; Amounts payable A JRs. 20,000 ; B Bs. 18,000 ; 

Amounts receivable C Rs. 52,000 ; D Rs. 4,300 ; E Rs. 1,200) 


SUGGESTED READING 

1. >iccounfancy— William Pickles 

2. A Modern Approach to Company Accounts— John KellocB 

3. Lectures on Company Law— Shah 

4. Business Accounting, Vol. II— F. Wood 



5 

Company Accounts-Final Statements 


The basic rules of preparing company profil and loss account and 
balance sheet remain the same as used in the case of a sole trader or a 
partnership concern. In spite of this, it is a job in itself to prepare them 
correctly. In order to understand their preparation, the chapter has 
been divided into the following six sections : 


(1) Statutory contents of final siafcmcnts, i.e. (/) Balance sheet 
(r'O Profit and loss account, and (//O Directors* Report ; 

(2) Accounting treatment of various new accounts-and adjustments 
which are not found in the problems on final accounts of a sole trader’s 
or partnership firm’s business ; 

(3) Calculation of managerical remuneration keeping in view the 
legal provisions ; 

(4) Meaning of divisible profit and accounting treatment of dividend; 

(5) Guidelines on the issue of bonus shares and accounting treatment 
in final accounts ; and 

(6) Solved examination problems for giving students an tdeaofexa* 
mination standard. 


I^ONTENTS OF FINAL STATEMENTS 

General Information. The Companies Act has made it compulsory 
for every company to keep proper set of bool^ for recording financia/ 
transactions and to prepare its annual staiemeatt m the prescribed form it 
the proper time. The provisions gowoiog the keeping of books acd 
the publication of final accounts ha« t«ea laid do wn under Secs. 209 to 
223. A brief review of these provisions bat been given below : 

Preparation of final Ur.der Sec. 210 h has been 

compulsory to present the balia« sheet and p.'oSt and loss accems.r 
every annual general meeting , 

The period to which the i-‘b?»rireia!eswre2nn^rn^ a 

this Act as a 'financial year’, ucnar ojcsiir j=r.— 

it shall not exceed fifteen at rzir egmd m 

months where special pKmssacc <-2? teen granird 
Registrar. a 4 

(1) An anab-sis cf ~ 5 s 

relation to the prepinti'ccfnnn. accuers, ^ 

(a) The rcsjcsSil? Sr of £=: 

placing them bc&r; t= gr=ca; m ~a=i • ■. 

The directors cay tracer erircsr sa cary se i , 

Sty will deroire ca snei i jerss. 
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(b) In the case of companies not carrying on business for profit, 
anin(»meand expenditure account will be prepared instead of a proht 
and loss account. 

(c) If the directors or the person to whom the directors entrust the 
responsibility of the preparation of final accounts, fail to comply with 
the provisions of this section, they are punishable for each offence, with 
imprisonment for a term which may extend to six monthsor with fine which 
may extend to one thousand rupees or with both. However, the punish 
ment of imprisonment is given only when the offence is committed 
wilfully. 

(2) Form and contents of profit and loss account and balance sheet. 
According to Sec. 211 every balance sheet and profit and loss account of 
a company shall give a true and fair view of the state of affairs of the 
company and further, the balance sheet shall be in the form set out in 
Schedule VI or as near thereto as circumstances admit or in such other 
form as may be approved by the Central Government either generally or 
in any particular case The set form for the preparation of balance sheet 
has been given in Part I of the Schedule and the requiremets for the 
preparation of the profit and loss account are given in Part H of that 
Schedule. 


Banking, Insurance and Electricity companies which are governed 
by special statutes have different forms prescribed for the profit and loss 
account and the balance sheet under the respective statutes. 


(3) Disclosure of interest in the subsidiary company. As per Sec. 212 
if a company happens to be a holding company, the following documents 
relating to subsidiary company shall be attached to its balance sheet ; 
(a) a copy of the balance sheet of the subsidiary company ; (6) a copy 
of its profit and loss account ; (c) a copy of directors’ report ; (d) a 
copy of the reports of its auditors; and (e) a statement of the holding 
company’s interest in the subsidiary. 

(4) Report. The auditor’s report (including separate, special or 
supplementary report, if any) and directors’ report shall be attached to the 
balance sheet of the company. 

{5) Authentication of balance sheet and profit and loss account. As 

per See. 215, every balance sheet and every profit and loss account of a 

company shall be signed on behalf of the board of directors by its manager 
or secretary, if any and by not less than two directors of the company 
one of whom shall be a managing director where there is one 

(6) Filing of a -counts. Under Sec. 220 within thirty' days of the 

S ofbSiSSnnTS Wirth'™ 

copies 01 oaiancc sneet and profit and loss account and three conies nf all 
documents which are required to be attached with the balance sheet! 
Balance Sheet 


Src. 211 provides that the ^balance sheet’ ciiaii rtUrA n * j ** * 
view of the state of affairs of the company as at the T/Jr'iu 

•ora^ilfarSeto as ch!:umsto«s1idm^‘or ^ of ScheduTvi 

ZZXo?S£r 


as may 
particular 
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[Show here tbs debit balance 
of profit and loss account carried 
forward after deduction of the 
uncommitted reserves, if any.] 
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B— VERTICAL FORM OF BALANCE SHEET 

Name of the Company 

Balance Sheet as at 


(I) SOURCES OF 
FUNDS 


Schedule 

No. 




Figures as 
at the end 
of current 
financial 
year. 


Figures as 
at the end 
of previous 
year 


(1) Shareholders’ Funds 

(a) Capital 

(b) Reserves and Surplus 

(2) Loans Funds 

(а) Secured Loans 

(б) Unsecured Loans 

(11) APPLICATION OF FUNDS 

(1) Fixed Assets 

(a) Gross Block 

(6) Less depreciation 

(c) Net Block 

(d) Capital work in 
progress 

(2) Investments 

(3) Current Assets ; 

Loan & Advances 
(«) Inventories 

(b) Sundry debtors 

(c) Cash and bank balances 

(d) Other Current Assets 

(e) Loans & Advances 
LESS ; Current Liabilities 

and Provisions : 

(a) Liabilities 

(b) Provisions 

Net Current Assets 

('!) (a) Miscellaneous expendi- 
ture to the extent not 
written off or adjusted 
(b) Profit & Loss Account 


TOTAL 


Qapt<r S/Company Aceoontf— Fbul StifetBuits 4-21^ 

Note* : (1) Dela^ih under each of the above ifems’shall be given in 
<parate schedules. The schednies shall incorporare all the infonnaiion 
tquired to be given under Part 1 A of the Schedule VX read with notes 
ontauiing general instructions for preparation of Balance Sheet. 

(2) The schedules, referred to above, accounting policies and ex- 
ilanatory notes that may be attached shall form an integral part of the 
lalance sheet. 

(3) The figures in the balance sheet maybe rounded off to the 
learest ’000 or ’00 as may be convenient or may be expressed in terms 
)f decimals of thousands. 

(4) A foot note to the balance sheet may be added to shown sepa- 
ately contingent liabilities". 

(Presentation of balance sheet in the vertical form is show in 
Bustration 93. Paee 4*266. 


GENERAL NOTES 

(1) Dividends declared by subsidiary companies after the date of 
he balance sheet should not be included unless they are in respect of 
leriod which closed on or before the date of (he balance sheet. 

(2) Any reference to benefits expected from contracts to the extent 
tot executed shall not be made in the balance sheet but shall be made 
a the Board’s report. 

(3) Particulars of any redeemed debentures which the company his 
lower to issue should be given. 

(4) Where any of the company’s debentures are held by a nominee 
)r a trustee for the company, the nominal amount of the debentures and 
he amount at which they are stated in the books of the company shall be 
tated. 

(5) A statement of investments (whether shown under "Investments" 
T under “Current Assets" as stock-in trade) separately classifying trade 
avestments and other investments should be annexed to the balance sheet 
bowmg the names of the bodies corporate under the same management 
a whose shares or debentures investments have been made (including all 
avestments whether existing or not, made subsequent to the date ai at 
rhich the previous balance sheet was made out) and (he nature aud extent 
f the investments so made in each such body corporate ; provided that 
3 the case of an investment company, that is to say a company whose 
rincipal business is the acquisition of shares, stock, debentures or other 

•. ,1 ... u. tu. i~v-..nients 

■ , I, the 

• ■ 1 and 


A "Trade investment” means an investment by a company in the 
iiares or debentures of another company, not being its subsidiary, for the 
urpose of promoting the trade or business of the first company. 
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^6) If, in the opinion of the Board, My of the current assets, loans 

and a^ances have not a ’^alue on realisation m the ordin^ courw^ 
business at least equal to the amount at svhich they are stated, the fact that 
the Board is of that opinion shall be stated, 

m Except in the case of the first balance sheet laid before the 
company after tU coinmencement of the Act, the corresponding amounts 
of the immediately preceding financial year for all items shown in the 
balance sheet shall also be given in the balance sheet. The requirement 
in this behalf shall, in case of companies preparing quarterly or half-yearly 
accounts, etc., relate to the balance sheet for the correspondmg date in the 
previous year. 

(8) Current accounts with directors and manager, whether they are 
in credit or debit, shall be shown separately. 


(9) The information required to be given under any of the items or 
sub-items in the Form, if it cannot be conveniently included in the balance 
sheet itself, shall be furnished in a separate Schedule to be annexed to 
and form part of the balance sheet. This is recommended when items 
are numerous. 


While preparing the balance sheet, the following Notification of the 
Reserve Bank should also be kept in view. As per the Notification issued 
by the Reserve Bank of India, the unsecured loans including unsecured 
debentures and loans guaranted by directors and also loans from share- 
holders other than from directors but excluding loans from foreign 
.urces and loans, debentures and bonds guaranteed by Central or State 
Government will be treated as deposits and will be subject to a ceiling of 
25% of the paid-up capital plus free reserves of the company (reduced by 
accumulated losses, if any, as disclosed in the balance sheet) with effect 
from 1st Jan., 1972 and will not be for a period less than 12 months (6 
months in case of hire-purchase finance companies). 

This is in addition to the ceiling imposed on deposits with effect 
from 1st Jan,, 1967. 

The two together will not exceed 50% of the paid-up capital 
free reserves. 


(Existing companies have been given time up to 31st March 1975 to 
adjust the excess in three equal instalments.) 

requirements of Sec. 205A of the Companies Act. 
It IS desirable to open a separate bank account for the dividends payable 
My Mance m the aewunt representing unclaimed dividends will be trans- 
ferred to the Central Government after a iieriod of three years. As such 

Sr P^y^^ent of dividend must appear 

emder the hesd bsuk bslances in the bslance sheet. 

loss account. As recommended by the Bhafaha Committee 
no standard form has been prescribed hv latv fnr j t * 

pany .M 
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tot tHe financial year, and shall comply with the requirements of Part 11 
of Sichedulc VI, SO far as they are applicable thereto and disclose informa> 
tion accordingly. This reqairemeot docs not apply to a banUng or an 
insurance company or to any other class of companies for which a form 
of profit and loss account has beeh spewed in the separate Acts governing 
such companies or to that class of companies specially exempted by the 
Central Government in public interest.* 

In order to disclose the true profit or loss of a company for the 
financial year, it is necessary that the profit and loss account should be 
50 drawn up that a balance shown at some stage in the account can pro* 
perly be described at the profit or loss for the financial year, end the items 
set ont later in the account can be seen to be : 

(a) matters not relative to a fair ascertainment of the profit or loss 
for the year ; 

(6) adjustments on account of previous year ; and 

(c) appropriations of the profits including the balance brought 
forwara. 

Contents oC the profit and loss acconnt. According to Part It of 
Schedule VI the following are the requirements as to the profit and loss 
account. 

(1) The provisions of this part shall apply to the income and ex* 
penditure account referred to in sub-sectioo (2) of Section 210 of the Act, 
in like manner as they apply to ,i profit and loss account, but subject to 
the modification of references as specified in that sub*section. 

(2) The profit and loss account-* 

(o) shall be so made out as clearly to disclose the result of the 
vorking of tbe company during the penod covered by the account ; and 

(b) shall disclose every material fcatare, including credits or rereipts 
and debits or expenses in respect of noa^recurring transactions or transic* 
tiOQS of an exceptional nature. 

3. The profit and loss account shall set out tbe various items rela* 
ting to the income and expenditure of tbe company arranged under the 
most coavenient beads ; sod m particular, shall disclose tbe following 
information in respect of the period covered by the account— 

(/) (a) The turnover, that is, tbe aggregsle amaunt for which sales arc 
cfiected by the company, givmg the amount of sales in respect of each 
class of goods dealt with by the company, and indicating tbe quaniities of 
such sales in each class separately. 

(h) Gjmmission paid to sole selling agents within the meaning of 
Sec. 294 of the Act. 

(c) Commission paid to other selling agents. 


•Under the Act of 1956^ tlje phrase was “oslionanctweit’* which did not 

convey any specific meaotag . 
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id) Brokerage aod discount on sales, other than the usual trade 
discount. 

(n) (a) In the case of manufacturing companies ; 

(1) The value of the raw materials consumed, giving item-wise 
break-up and indicating the quantities thereof. In ^is 

possible, all important basic raw materials shall be shown as separate 
items. The intermediates or components procured from other ™nnuiac- 
turers may, if their list is too large to be included in the break-up, be 
Grouped under suitable headings without mentioning the quamUres, 
provided all those items which in value individually account for 10/ or 
more of the total value of the raw material consurned shall be shown as 
separate and distinct items with quantities thereof in the- break-up. 

(2) The opening and closing stocks of goods produced, giving 
break-up in respect of each class of goods and indicating the quantities 
thereof. 

(b) In the case of trading companies, the purchases made and the 
opening and closing stocks, giving break-up in respect of each class of 
goods traded in by the company and indicating the quantities thereof. 

(c) In the case of companies rendering or supplying services, the 
gross income derived from services rendered or supplied, 

(d) In the case of a company, which falls under more than one of 
the categories mentioned in (a), (b) and (c) above, it shall be sufficient 
compliance with the requirements herein if the total amounts are shown in 
respect of the opening and closing stocks, purchases, sales and consump- 
tion of raw material with value and quantitative break-up and the gross 
income from services rendered is shown. 

(c) In the case of other companies, the gross income derived under 
different heads. 

Notes ; (I) The quantities of raw materials, purchases, stocks and 
the turnover shall be expressed in quantitative denominations in which 
these arc normally purchased or sold in the market. 

, purpose of items (2) (a), (2) (b) and (2) (d) the items 

for which the company is holding separate industrial licences, shall be’ 
treated as separate classes of goods but where a company has more than 
one industrial licence for production of the same item at different places 
or for expansion of the licensed capacity, the item covered by all such 
liranccs shall be treated as one class. In the case of fradinc companies 

IhTrh^^r r accordance with tbe^ classification 

fmSiicSces Controller of Imports and Exports in granting the 

(3) In giving the break-up of purchases, stocks and turnover, items 
like spare parts and accessories, the list of which is too large to be ioclud- 
cd in the break-up may be grouped under suitable headings without 
quant., ic% provided all these items, which in value individually account 
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for 10% or more of the total value of purchases, stocks, or turnover, as 
the case may be, are shown as separate and distinct items with quantities 
thereof in the break-up. 

4. In the case of all concerns having works-in-progress, opening 
and closing figures of works completed. 

5. The amount provided for depreciation, renewals or diminution 
ia Value of fixed assets. 

If such provision-is not made by means of a depreciation charge, the 
method adopted for making such provision. If no provision has been 
made, the fact shall be stated (and the quantum of arrears of depreciation 
computed in accordance with Sec. 205(2) of the Act shall be disclosed by 
way of a note]. 

6. The amount of interest on the company’s debentures and other 
fixed loans, /.e., loans for fixed periods stating separately the amount of 
interest, if any, paid or payable to the managing director, or the manager, 
if any. 

7. The amount of cha - - • t 

taxation on profits, including, 

any taxation imposed elsewhf • . • • 

Indian income-tax and distinguishing, where practjcaWe, between income- 
tax and other taxation. 

8. The amounts (reserved) for— 

(а) repayment of share capital ; and 

(б) repayment of loans. 

9. (a) The aggregate, if materia!, of any OTuwitT ref ar/de or pro- 
posed to be set aside to reserves, but not including a provision made to 
meet any specific liability, contingency or commitment known to exist at 
the date as at which the balance sheet is made up. 

(h) The aggregate, if material, of any amounts withdrawn from 
such reserves. 

10. (<i) The aggregate, if material, of the amounis set aside to pro- 
visions made for meeting specific liabilities, contingencies or commitments. 

• (b) The aggregate, if material, of the amounts withdrawn from such 
provisions, as no longer required. 

11. iixpendiiure incurred on eacb of the following items, separately 
for each item : 

(o) Consumption of stores and spare parts. 

(h) roHcr and fuel. 

(c) Rent. 

(d) Repairs to buildings. 

(e) Repairs to machmer)'. 

(/) (0 Salaries, wages and bonus, 

(r>) Contribution to provident and other funds, and 
{ill) Workmen and staff welfare expenses (to the exisrfsct 
adjusted from any previous provision or resene). 

Notes : (I) Information m reaped of this item shouJda^^-* 
in the balance sheet under the relevant provision or resene 
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(2) In respect of sub-items (i) and («), the proBt and loss account 
shall also containfby way of a note, break-up of the expenditure incurred 

on employees who (0 if employed throughout the financial year were m 

receipt of remuneration for that year which in the aggregate was not Im 
titan ^Rs. 36,000 or (//) if employed for a part of the financial year where 
in receipt of remuneration for any part of that year at a rate which m Ac 
aggregate was not less than Rs. 3.000 per month, pc said note shall 
also indicate the number of employees failing m each of the above two 
categories. Remvmeiatvon for this purpose has the same meaning ns m 
the Explanation to Sec. 198 and shall further include honoraria. The 
monetary value of the perquisites shall be calculated in accord^ce with 
the provisions of the Income-tax Act, 1961 (43 of 1961) and the niles 
made therp""der 


(g) Insurance. 

(ft) Rates and taxes, excluding taxes of income. 

(/) Miscellaneous expenses. 

“provided that any item under which the expenses exceed 1% of the total 
revenue of the company or Rs. 5,000 whichever is higher, shall be shown 
as a separate and distinct item against an appropriate account head in the 
profit and loss account and shall not be combined with any other item to 
be shown under “Miscellaneous Expenses”. 

12 (a) The amount ot income from investments distinguishing between 
trade investments and other investments. 

"V 

(ft) Other income by way of interest, specifying the nature of the 
ome. 


(f) The amount of income-tax deducted if the gross income is 
stated under sub-paragraphs (a) and (ft) above. 


13. (n) Profits or losses on investments showing distinctly the extent 
of the profits or losses earned or incurred on account of membership of a 
partership firm, to the extent not adjusted from any previous provision or 
reserve. 


Notes ; {a) Information in respect of ibis item should also be given in 
the balance sheet under the relevant provisions or reserve account. 


(ft) Profits or losses in respect of transactions of a kind, not usually 
undertaken by the company or undertaken in circumstances of an excep- 
tional or non-recurring nature, if material in amount. 

(c) Mi'cellancous incomes. 

14. (fl) Dividends from subsidiary companies. 

. (ft) Provisions for losses of subsidiary companies. 


15. The aggregate amount of the dividends paid and proposed anc 
slating whether such amounts arc subject to deduction of mcome-to o 


16. Effect of any changes in the basis of accounting. 

nof f ® ‘"'so contain or give by wav o 

note dchukd information showing payments provided or made darinir ‘thi 
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if any, (a) by the company, (i) the subsidiaries of the company, and (c) 
any other person : r /» » «. / 

(p Managerial remuneration, under Sec. 198 of rhe Act naid or 
l^yabJc during the financial year to the directors (including managing 
director) or managers, if any ; & 6 * 

•• other allowances and conunissions including guarantee coitiis- 

Sion (details to be given) ; 

OV) any other perrinisites or bcnelits in cash or in kind (itatinE 
approximate money value where practicable) ; 

(/V) pensions, etc., 

(o) pensions, 

(6) gratuities, 

fe) payment from provident funds, in excess of own subscription 
and interest thereon, 

(d) compensation for loss of office, and 

(e) consideratioa in connection with retirement from office. (With 
reference to the words “detailed information" it would be adequate com- 
pliance if all aggregate figures are shown under each of tbe items (/) to 
(///) and under each sub-head of items in (ir) whether material or not,} 

17 A Th* «-.* u-.. •• • 

a note, a $t * 

with Sec. 
commission 
(including i 

17 C. The profit and loss account shall further contain or give, by 
way of a note, detailed information as regards to amounts paid to the 
audUoi. whether as fees or otherwise for services rendered-' 

(a) as auditor, 

(d) as adviser, or in any other capacity, in respect or~ 

(0 taxation matters, 

(ii) company law matters, 

(tiYJ management services, and 
(c) in any other manner. 

17/}. In the case of maouracluring companies, the profit and loss 
accounts also contain, by way of a note, in respect of each class of gi^ds 
manufactured, detailed quantitative information in regard to the followng. 
namely : 


(o) the licensed capacity (where licence is in force), 

(6) ihe installed capacity, and 
(c) the actual production 

Noies : ( 1 ) The licensed capacity and installed f 

as on the last date of the year to which the 

shall be mentioned against items (a) and (i) above, respec /■ . 

(2) A6amsti.=m(c),th..«.alp»dacrion 

products meant for sale shall be mentjoned. ^.^j.iails thereof 
cessed products are also told the company separate dciaiu wc . 









Chapter 5/Coopa&7 Acceceta-'llBalt StateiMts 4*221 


in the profit and loss account shall also be given in the profit and loss 
account. 

(2) The requirement in suixlause (0 shall in the case of companies 
preparing quarterly or half-yearly accounts, relate to the profit and loss 
account for the period which ended on the corresponding date of the 
previous year. 

Contributions to political parties. Any contribution made to politi- 
Ml parties or to an individual for political purposes or to National Defence 
Fond should be fully disclosed in the profit and loss account stating name 
and the amount. This was also the recommendation of the Shastri 
Committee. 


But, now, as per the Companies (Amendment) Act of 1969, all con- 
tributions to political parties or to an individual for political purposes 
ha\e been prohibited. Contributions to National Defence Fund can be 
made. 

Meaning of "provision”, “reserves’* and "capital reserves”. For the 
purposes of profit and loss account and balance sheet to be prepared 
under the Act, unless the context otherwise requires.* 

(fl) the expression “provlsfoo” shall, subject to sub-clause (2) of this 
clause, mean any amount written offer retained by way of providing for 
depreciation, renewals 'or diminution in value of assets, or retained by 
providing for any A-now/i liability of which the amount rennof bedeterml/ied 
with substandal accuracy. 

(fi) the expression "reserve” shall not, subject as aforesaid, include 
any amount written offer retained by way of providing for depreciation, 
renewals or diminution in value of assets or retained by way of providing 
for any known liability ; 

(c) the expression **• ».-j. — . --rount 

regarded as free for distrifai ’ . ’ ' '■ 

the expression "revenue - 'r ' ” ■' ;aana 

capital resene ; 

and in this sub-clause the expression "nabilify” shall include all liabilities 
in respect of expenditure contracted for and all disputed or contmgent 
UabiUties. 


Where — 

(a) any amount written off or retained by way of provWing for 
depreciation, renewals or diminution in value of assets, not being an 
amount written off m relation to fixed asets before the commencem nto 

this Act ; or 

(b) any amount retained by way of providing for any known 
liability ; 


is in excess of the amount which in the opinion of the 

ably necessary for the purpose, the excess shall be Ircaitd for the porposes^^ 

of this Schedule as a reserve and not as a provision. 


• ThI* intereretalioa is ci\en iQ rail III ot Schedule VL 
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(2) The profit and loss account is usnally divided into two parts— 
TO first part for calculating profit or loss of the company and the second 
(w^larly known as “below the line*’) for appropriating the profit Bat 
the heading of the account is usually only profit and loss accoont 

(3) In the case of a company it is essential to show the figures of 
the previous year on both sides of account. 

It is neither essential nor useful to write “To” on the debit side 
and “By** on the credit side of the profit and loss account 

(5) Profit and loss accoont shall be so made out as to disclose 
clearly ^e true and fair picture of the result of the working of the com> 
pany during the period covered by the account. This would mean .that 
aU expenses and incomes should be disclosed properiy ; all material infor* 
'T'V'"" ■ - v—, accounting 

‘ providing 

i!i . i"-; ! ; ; ■ i : * r :■ * ng stock on 

difi'erent basis or drawing on rescrs'cs of the previous year— ^outd be 
either given in the profit and loss account distinctly or be given as a 
footnote. 


(B) Some Adjostments 


(1) Calls in arrear. This item generally appears in the trial bala. 
fice. It represents the amount not paid by the shareholders on the calls 

I I -j ; r s * ■ 


- , r •• I . _ • I ■ • ■ ■ 

(•If*. <•• i ; f 

make the paid>up capital as called-up capital and then deducted again. 


(2) Vitclaimtd dmdend. Tbis always appears on Uie credit side Of 
trial balance. This represents dividend rot collected by the sharcboldm. 
It is shown on the liability side of the balance sheet under the heading 
“current liabilities”. 


(3) httrim dividend. This item always appears in the trial loanee 
and it represents dividend paid by the company before the preparation of 
-r anri shown on the 


Theappro- 
d ‘‘profit and 
rrm. Calcula- 


also shown on the debit side of profit and loss 

calculation of final dividend has been given later in the p . 

(5) I>/Wdend for the previous year final y^ 

• profit 


and loss appropriation account. 

f6) Proposed dividend or final or ^ 
generally given under adiustments^ 


dividend proposed. 


This is shofto ' 
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(13) Bkore premium accoimL This is shown on the liability side of 
of the balance sheet under the heading ‘Kesenes and surplus*. 

(14) Income-tax limit of deptecUaion. Scmeiimes question gives the 
rates of depreciation for calculating the anujunl of deprectalion on various 
types of assets as well as the maximum amount of depreciation allowable 
as per tax rules In this case the profit and loss account as well as the 
balance sheet both d/sc/ose the depreciation caJeu/ated after igooriog the 
limit prescribe^ as per the income-tax rules. However, the maximum 
limit put by the income-tax rules is used for calculating the (i) proslslon 
for taxation— the excess amount of depretiafion over the prescribed limit 
is added to the profit as disclosed by the profit and loss account and then 
on this new profit the provision for tax is calculated ; and (») managerial 
remuneration — only depreciation allowable by the income-tax rules U 
deductable from the profit 

For example, if a company has fixed assets Rs. 40,000; and profit 
before depreciation and lax provision Rs, 90,000 ; and tax provision Is to 

• ’ • and income- 

• r net profit and 


Rs. 

Profit before tax and depreciation 90,000 

Less Depreciation at 5% p a. on Rs 40,000 2,000 

Profit after depreciation but before lax provision 88,000 

Less Tax provision at .^0% of Rs 88,2(X) 44,100 

(/.e., Rs, g8,000+excess depreciation Rs. 200) — — — 

Net profit as per profit and loss account. Rs. 43,900 


(15) Taxad)iatment5. In relation to corporate taxation, a student 
will come across the following items : 

(fl) Tax deducted at source 
(A) Advance payment of tax 

(c) Income-tax (corporate !a.x) 

(d) Provision for taxation 

An explanation of these items aad as to how these are to be dealt 
W’ith in the preparation of final accounts is discussed below 

M Ta\ deducted at source As per Stclioiis 193 and I9J 


Baal: account 
Tat deducted at source 
To Dividends received 


,v:ilnpprar<.n.trdrW>«i^ 


Thus the item Tax deducted at «ource* to- 

of the trial balance. The amount so deducicd can laier re a j 
wnrHe inrrtmn .a. aT.b- nct<.<«ment IS over. 


<-l2« CtaffarS / Aiwicel hutmiiaij 


(h\ Advance vavmmt of tax. Under Section 207 of the facome- 
tax Act 1961? asSees are liable to pay advance tax when the inrotnc 

a certain limit and the limit is Rs 2.500 for companies. When 
the tax is so paid the following entry is made . 

Debit Advance payment of tax account. 


Credit Bank account 

This amount also appears on the debit side of a trial balance and h 
in the nature of a prepaid item. Advance payment trf tax can later oc 
adjusted towards income-tax payable after the assessment is over. 

(c) Income-tax. Tax payable on the assessed income is debited to 
income-tax account. As stated earlier a company adjusts any tax paid in 
advance or deducted at source towards tax due. For example, if the tax 
payable on as'.rssed income is Rs. 1^00,000 and it has already paid m 
advance Rs. 60,000, the company now pay Rs. 40,000 only. The 
entry will be : 



' 


Rs. 

, Rs. 

Income-tax account 


Dr. 

1,00,000 

60.000 

To Advance payment of fax 




To Bank 




40,000 


If the assessment is not completed both ‘advance payment of tax’ 
snd ‘tax deducted at source’ remain unadjusted and would appear in the 
balance sheet under the heading ‘Current Assets, Loans and Advances : 

, (Bl IjOa'^'S and Advances’. 

(d) Provision for taxation. Since it would take quite some time for 
the company to get its income assessed, it is usual to provide some amount 
for income-tax on profits at current rates of taxation. Such provision is 
debited to the profit and loss account above the line and credited to ‘pro- 
vision for taxation account’ which appears in the balance sheet under the 
head ‘Current Liabilities and Provision — B Provisions’. 


Just as provision is made this year, provision would have been made 
the previous year and such provision called ‘old provision’ would appear 
in the trial balance on the credit side. When such a provision exists 
income-tax paid must be debited to the provision account and not to the 
profit and loss account. If the old provision is in excess of the income-tax 
paid, such surplus provision should be shown on the credit side of the 
account below the line. Likewise, if the old provision is not 
sufncieqt. further debit is made to the profit and loss account below the 
line. These adjustments are shown below the line so that current profits 
may not be affected because of these items. 


IHustration 8l>. From the following trial balance and the adjustment given 
thereuiJcr sha.v ho.v ific items would figure in the relevant accounts 


TRIAL BALANCE 


Income-tax 


Debits 


Rs. I 

nnn 1 ». Credits 

05,000 1 Provision for taxation 


A Jjustmciii Provide Rs. 80,000 by way of provision for taxation 


Rs. 

68,000 
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SoIitioD : 


PROVISrON FOR taxation (OLD) 


MBBIIlHi 
















PROVISION FOR TAXATION (NEW) 


Rs. 

To Balance c/d S0,000 

Rs. ^0,000 

PROFTTANDLt 

iU. 

1 By Profit and loss account 

1 above the line M,C00 

Rs. SO.W 

1 By Balance b/d 80,000 

[)SS ACCOUNT 

Rs. 

To Provision for tSsslion (O.OCO 

(New) 

rT’ 

4 above the bne 

^ below (be Koe 

DALANC 

ascti 

By Proviu’on for taaau’oo 8.0CO 

(Old) 

B SHEET 

LiabiUHet Rs, 1 Astttt Ks. 

. Current iisbilitia «nd proWsioas ; j 

B Provisioni 1 

Provision for (axstlon SOfiOO ' • 

Hfustraflon 81. From tbe following trial balance and the adjustments 
piven thereunder, show how the items would figure in the relevant 
accounts : 

TRIAL BALANCE 

Debits Rs. 

Ad»-aace payment of lax 30.000 

Tax deductra at source 5.000 

1 Cretins KS. 

1 Provisico for taxation 45,OOU 


AdjusUnerts. {\) Inroire-lax ofibe previous jear has been assessed 
Ks. 50,000 egainst which the advance pa^wentoftax ard deducted 

at source arc to be adjusted. (2) Provide Rs. 6O»CO0 for taxation on current 

profits. 

PROFIT AND LOSS ACCOUNT 

I rTi kT” 


To Proviiioa for laxatioa I 

( New ) to.COO I 4 above the tine 


To Provision for taxation 
(Old) 

5.COo| 

4 below the line 



JOURNAL 




Income-tax account 

To Advance payment of lax 

To Tax deducted at source 

To Tat, payable 


Dr. ' 

1 

1 

[ Rs 1 

30,000 1 

Rs. 

yiicr 
• err 
Ji*" 



4-22* Chapter S/AaTaocefl AccomteDcy 


Ledger 

PROVISION FOR TAXATION (OLD) 


To Income-tax 

Rs. 

50,000 

By balance b/d 

By Profit and loss account 

Rs. 

45,000 

5,000 


Rs. 50, OM 1 


Rs. 50,000 


BALANCE SHEET 




os on. 

Liabilities Rs. I 

Current liabilities and provisions ; j 

A. Current liabilities : 

Income-tax payable 15,000 

B. Provisions : 1 

Provision for taxation 60,000 ! 


Assets Rs- 


Notes : (1) Advance payment of tax remaining unadjusted can also be shown 
as a deduction from ‘Provision for taxation’ on the liabilities side. 

(2) If the advance payment of tax is more than the actual liabilities, such 
excess amount paid must appear in the balance sheet till the refund is obtained. 
When the refund is received bank account is debited and advance payment of lax is 
credited. 

(3) Sometimes ‘Advance payment of tax’ in the trial balance may relate to 
more than one year. The amount paid in respect of years for which assessment 
is not completed should appear in the balance sheet. 


3__managerial remuneration 


The Company Law lays down rigorous restrictions on the manage- 
rial remuneration to be provided by a public company or a private com- 
pany which is a subsidiary of a public company. Following are the details 
of the restrictions regarding remuneration : 

Overall maximum and minimum limits. Maximum limits. Under 
Sec. 198 of the Companies Act the total remuneration payable to all the 
managerial staff [(/) directors including any managing or whole-time direc- 
tor, and (/;) manager] in any financial year cannot exceed eleven per cent of 
the net profits of the company for that financial year. The above limit of 
eleven per cent does not include any fees payable to directors for attending 
the meetings of the Board or a committee thereof [Sec. 198 (2)]. Minimum 
limit^ [Sec. 19S (4)}. In case there are no profits or inadequate profits in a 
particular financial year, the company, with the pr.or approval of the 
Central Government, may pay to its all managerial stair(/.e., directors 
including managing director or whole-time director and managers) by way 
of minimum remuneration up to Rs. 50,000 per annum (exclusive of 
directors fees for attending the meetings of the board or a committee 
thereof). This minimum limit of Rs. 50,000 may be increased with the 
approval of the Central Government. 

Perquisites to be included in managerial remuneration. The following 
expenditures incurred by the company are included in the managerial 
remuneration : ® 

(a) expei.diture incurred in providing any rent-free accommodation, 
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any other b«ncfi( or amenity in respect of accommodation free 
of charge ; 

(b) expenditure incurred in providing any other benefit or amenity 
free of charge or at a concessional rate ; 

(0 expenditure tncnTrei m respect of soy ohligstioa or service 
which, but for such expenditure by the company, would have 
been incurred by them ; and 

(tf) expenditure incurred in effecting any insurance on the life of, or 
in providing any pension, annuity or gratuity for the managerial 
staff or his spouse or child. 

Under See. 200 no company can now pay to any of Us officers or emplch 
yees rernuneration free of any tax or varying with any tax payable by him. 

Remuaeratioo to directors. Provisions relating to remuneration of 
directors, including managing director($) or wht>lc*iime director arc laid 
down under Sec. 309. According -o this Section the directors, including 
an^ managing director or wbole^time director, of a public company and a 
private company which U a substdiaiy of a public company will get the 
remuneration as follows : 

(0) Fee for attending each meeting of the board or a committee 
thereof, It must not exceed Hs. 250 for each meetiog. Any increase io 
the fee beyond its. 250 will be valid only when the approval of the Central 
Govecoment has been sought. 

ib) A whole-time director or a managing director may be pa*ld remu- 
neration either by way of monthly remuneration or at a sjMcified percent- 
age of the net profits of the company or partly by one way and partly by 
the other. But except with the approval of Central Government such 
remuneration shall net exceed : 

(/) 5% of the net profit for jne such director, 

(//) 10^ of the net profits for a// of them put together, if there are 
more than one director. 

(c) In the case of apflrt-r/mc rf/recror, who does not receive remu- 
nerattoQ by way of a monthly remuneration, the company may, by special 
resolution, authorise the payment of ; 

(0 a commission of not more than one per cent of tie profits of the 
company if the company has managing director(s) or whole- 
time director ; and 

(iV) a commission of not more than three per cent of the net 
profits if the company has no manager, or managing difcctor(s) 
or whole-time director. 

These rates of one per cent and three per cent can he increased hy 
the company in general meeting with the approval of the Central Govc«- 
ment. The special resolution so passed stall remain valid for the period 
of five 5 cars. 

(d) The net profit for the above purposes-tecalculatedwitbrefe- 
rence to Secs. 249 and 310 {without deducting the di/eetor\re 

from the gross profit.) 
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(c) A director, who is in receipt of any commssion from the 
comply and who is either a managing director or whole-time director, 
is not entitled to receive any commission or other remuneration from any 
subsidiary of such company. 

{/) Under Sec. 310 any increase in the remuneration of any 
director including managing director or whole-time director of a public 
company or a private company, which is a subsidiary of a public company, 
shall not be valid unless it is approved by the Central Government. 

Remuneration of manager. Provisions relating to remuneration of 
a manager are contained in Sec. 387 of the Companies Ant. They are 
summarised as under : 


(a) A manager may get his remuneration by way of a monthly 
payment or by way of a specific percentage of the net profits or partly by 
wayofmontWy payment and partly by way of specific percentage of the 
net profits. 

(b) Net profit, here also, is calculated with reference to Secs. 349 
and 350. 


(c) The total remuneration cannot exceed five per cent of the net 
\ profits except with the approval of the Central Government. 

Sommatf of provisions relating to remaneration of managerial 
personnel. Managerial personnel include (/) board of directors, (//) mana- 
ging director (s), (i«) manager, and (fv) whole-time director (s). It is 
compulsory for every company to have a board of directors but it is left 
to the choice of the company whether or not to have whole-time director(s) 
Under Ses. 197 (A), a company cannot have managing director(s) and 
manager simultaneously. It will have to choose one of the two cate- 
gories. Thus, 

(a) Board of directors— every company must have. 

(b) Managing direclor(s) or manager-— company can have only one 
of the two categories at a time. 

(c) Whole time director— company may or may not have. It is left 
to the choice of the company. 

Managing director{s). A director who by virtue of an agreement 
with the company or of a resolution passed by the company in general 
meeting or by its board of directors or by virtue of its Memorandum or 
Articles of Association is entrusted with substantial powers of management 
which woidd not otherwise be exercisable by him, and includes a director 
occupying the position of a managing director, by whatever name called. 
There can be one or more than one managing directors at a time in a 
company. 

Manager. He is an employee of the company. He, subject to the 
superintendence, control and direction, of the board of directors, has the 
management of the whole or snbstantially the whole of the affairs of the 
company, and includes a director or any other person, occupying the 
position of a manager, by whatever name called, and whether under a 
MDlract of service or not. A company cannot have more than one manager 
ax a time, ° 
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Whole time direetor(s). They are also the employees of the company, 
^ey do not exercise discretionary powers relating to the management of 
the company. 

The Companies Act, 1956, has laid down certain restrictions on 
managerical remuneration payable by a public company or a private 
company which is a subs'diary of a Public company. It may be profitable 
to note that there are no restrictions on the managerial remuneration 
payable by a private company which is not a subsidiary of a public com- 
pany. These provisions (relating to restrictions on managerical remune- 
ration) have been summarised hereunder : 


tog ■ 
to 


2. In case of inadequate profits a company with the approval of 
Central Government can pay by way of minimum remuneration up to 
Rs. 50,000 p.a. 

3. Maximum limits of remuneration payble to varioi« categories 
of managerial personnel, when they work in a given combination, have 
been given in the form of a table as under : 


Camblnalhnt 

hfajlmumprreeatage 
«/ eiuiualprefitt 

(d) Board of directors, without msoagiox director (i) 
or wbole-tiaK director(0 or maoirer 

3% 

(b) Directon with 8 whole-time director but without 
manascr or mauagiox dii«<to;(s) 

Directors (*U together) 

Whole-tuDc director (when there is oae) 

3% 

(e) Directors with whole-lime directors] le, more 
OM whole4im0 director but wttbont mini ger 
or miDaglng director(s)] : 

Directors (tU together) 

Whole-time directors (all together) 


(J) Directors with wbole^ime djrectorsandamanager 
[It is not possible to have managing director(s)] : 
Directors 

Wbele-time directors (more than one) 

( 5 % in case tbere is only one wbok-tune director) 
Mi^ger 

^%\ 

10% > Maxi- 
3%| 

(e) Directors with whole-time directors and a mana- 
ging director (It is not possible to have a manager) 

»• 

(/) Directors With whole-time directors and mansging 
directors : 

Directors 

Whole time directors 

Managing directors 

* l%)Maxl- 
10%1 mum 



— -r:rrtaRV^p 


avtectot^ 

P'tffcc'ots^ 

^ m 


w' ol-.f""” 
I ^SSS ..,„„.o.»»-'"’“ 



muncta^' 


»‘° „IO»»«“'"' 4W”?^a«®“'Sli'“'’ 

. piovvs'O cei^\o6^ ^ an^ tVis Bo°^'^' 

* 't« 

'• Utcc aO<i ^ Xedttceo VO ^ v^Msio^sS , ,o 

. fto® ?n ?ev^‘Sed on 

tfctan .,„ntatAons v.!v\eb®^, mdet , 


f o^^®. r Cotnn^r •( 32,000 

i.OOO- r cacBaT .Q -B-S- , cotonv 

.«?nrt« „ fta '>"“1 don '» 

‘:..r;sss^i^»''’’” 

T^stsSS'-''''”' 

500 a 
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Calcnladon of net profit for remoneraHon pnposcs. The net nrofit 
^ . . _ r- 

from • . . ' 

The 

refer* 


(o) Add iht foWoyixns to the norma/ proUt : 

Bounties and subsidies received from any Government, or any 
public authority constituted or authorised in this behalf by any 
Government, unless and except in so far as the Central Govern- 
ment otherwise directs, 

(6) Do not take credit for the following : 

(0 premium on shares or debentures of the company which are 
issued or sold by the company. 

(ii) profits on sale of forfeited shares. 

(//<) profits of a capital nature including profits from the sale of 
the undertaking or any of the undertakings of the company 
or of any part thereof, 

(/v) profits from the sale of any Immovable property or fixed 
assets of a capital nature. Unless tbe business ofthe com- 
pany consists, whether wholly or partly, of buying and 
•elling any such property or assets. 
pfoildcd that where the arnomt for which any fixed attet is 
sold exeeedi the wrirren down value thereof referred to In 
See. 350, credit shall be given for so much of the excess as 
is not higher th.n the difference between the original cost of 
that fixed asset and its writlen-down value. 

For erample, if a company sells its fixed asset (written- 
down value of which is Rs. 40,000 and original cost is Rs. 
70,000) for : 

(i) Rs, 57.COO, then credit will be given for Rs 17,000 
(//) Rs, 65,000, then credit will be given for Rs, 25.000 
(»7i) Rs. 70.000, then credit will be given for Rs. 30,000 
(iV) Rs. 75.000, then credit will be given for Rs. 30,000 
(v) Rs. 80,000, or any price higher than Rs. 70,000 credit 
will be given for Rs. 30,000. 

(c) Deduct the following : 

(/) all the usual working charges, 

(/i) bonus or commisston paid or payable to any member of the 
company’s staff or to any engineer, technician or person 
employed op engaged by the company, whether on a whole- 
time or on a part-time basts, 

[ill) any tax notified by the Central Government as being in the 
nature of a tax on excess or abnormal profits. 



4-234 Chapter 5/ Adranced Aecotmlaticy 

(iy) any tax on business profits imposed for special reasons or 
in special circumstances and notified by tne Central 
Government in this behalf, 

(v) interest on debentures issued by the company, 

(vj) interest on mortgages executed by the company Md on 
loans and advances secured fay a charge on its fixed or 
. floating assets, 

(v/r) interest on unsecured loans and advances, 

(yin) expenses on repairs, wnether to immovable or to movable 
property, provided that repairs are not of a capital nature, 
(ix) depreciation to the extent ^ecified in Sec. 350. 

Sen. 350 allows the following deductions : _ 

(a) Normal depreciation (including extra and multiple shifts allo- 
wance) calculated on written-down value at the rates specified in the 
Indian Income Tax Act, 1961. 

(b) Excess of written-down value over the sale proceeds or scrap 
value of the asset if it is sold, discarded, demolished or destroyed before 
the depreciation on such asset has been provided in fuU. 

The Sec. 350 does not permit the following deductions 

(a) Special depreciation (b) Initial depreciation 

(c) Development rebate reserve 

(x) outgoing inclusive of contributions made under Sec. 293 (1) 
(e). Under this Section the board of directors of a public 
company or a private company which Is a subsidiary of a 
public company shall not, except with the consent of such 
public company or subsidiary in general meeting, contribute 
to charitable and other funds not directly related to the bu- 
siness of the company or the welfare of its employees any 
amounts the aggregate of which will exceed Rs. 50,000 or 
5% of its average net profits as determined in accordance 
with the provisions of Sec. 349 and 350 during the three 
financial years immediately preceding whichever is greater. 
(jcO the excess of expenditure over income which had arisen in 
computing the net profits in accordance with this section 
in any year which begins at or after the commencement of 
this Act, in so far as such excess has not been deducted in 
any subsequent year in respect of which the net profits have 
to be ascertained. 

(xii) any compensation or damages to be paid by virtue of any 
legal liability, including a liability arising from a breach of 
contract, 

(xiii) any sum paid by way of insurance against the risk of any 
liability such as is referred to in clause (xii), 

(.w) debts considered bad and written offer adjusted during the 
year. 

(<i) Do not deduct the following ; 

(/) income tax and super-tax payable by the company under the 
Indian Income Tax Act, 1961, or any other tax on the income of the com- 
pany not covered under clauses («i) and(iv) of (c) above 
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(n) any compepsation^ dama^es^ or payra^ats made volaattdlyt 
that is to say, otherwise than by virtue of a liability such as is referred in 
(xii) of (c) above, 

(HI) loss of capilal nature includirglossonsaleofthcundcrtaking 
or any of the undertakings of the company or of any part thereof not 
iDcIodiDg any excess referred to m the proviso to Sec. 350 of (he written- 
down value of any asset which is sold, discarded, dtmo/ished or destroyed 
over its safe proceeds or its scrap value. 

mnstratlon 82. From the following calculate the maximum commission 
permissible to directors : 

(/) When not assisted by managiog director. Of manager or whole- 
time directors : 

(ii) When assisted by managing director ; 

(Hi) When assisted by a manager ; 

(/>) When assisted by a whole-time director. 


PROFrr AND LOSS ACCOUKT 


Rs. 

To Bonus Olid to a rorcien 

(ecSftidaa 20.000 

To Repairs 3.«>0 

To Interest on debentures lO.OOo 

To Donations (o (he Ufl(versity(t)75,009 
To Cooiptsuaiian lo an injured 

mao 3.000 

To Provisloos for taxaiion 8,50,000 
To Loss on sale of the vehicle 6.000 


To Net profit 


37,50,000 


Rs. 

By Gross profit , 

ByProfitooialeOfboildiK* 5 SO.CCO 
Cost price R»- 
W.D value Rs. lOrWO 


Solatioo : 

Siatemeni showing profits for managerial remmcfaiion . 

Net profit os per profit and loss 
Less Opital profit on the sale of bmlding . 

Sale price (f.e., Rs. 70,000+RS. 80.000) 
Less Cost price (origical cost) 

Capitol profit 


1,50,000 

90,000 


Rs. 

27,50,000 


60,000 


Add Provisions for taxation 

Net profit for Secs. ISS (I) and 309 (5) 


S, 50,000 
Rs. 35,40.000 


(0 Directors* TtmvsKrathn when assis.cd . 
35/ ofRs. 35.40.000 






ce® 


Xcco^’ 




35,- 


400 




^IlCTl 


CSS*® 


NO,.-.,. 


.-■vtisW 


istc<r 

aWoWcA 


To''‘’!;i;l *0 ®S’4oes'«°'' 


ISW*,^^^-' \o 





as 3.®°iA 
'-“=>X veW"^ “-‘reotta^ 






NV.O 


eo,oo® 


Subsidy 


N fto***- 


GO'’ 




^O 






dcve- 






'irsSsi 




lycsiio' 


boi-S 




TO on scco*,l tcvnoo®^ ^0,^ 


a,ooP°® 

50*^' 

AO.OO®. , 
10.000 ' 


*■ tio^ 

'roi«'=°isrcrdw*"‘ 


S’,000' 


B.S. 


35,10, 


ILS. 


3lA' 


, BCCO' 


iVXA 


CO,. 




fi 40,000 

6>>» 




AO, 000 


cap-m'P"’®' 


OO 




^3 40,000 

^’40,000 
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C-^M Deductions permissible : 

Salaries and wages 
Directors’ fees 
Repairs 

General expenses 

Compensation for the breach of contract 
Depreciation (Rs. 2,00.000— Rs. 20,000 
. -Ra- 10, 

Donations to charitable institutions 
Interest on debentures 
Interest on unsecured loans 
Debenture trustee remuneration 


Rs. 

70.000 

40.000 

40.000 

20.000 
lO.OCO 

1,70,000 

50.000 

40.000 

10.000 
10,000 


4,60,000 

Net profit for directors’ remuncraljon 30,10,000 

(i) Poft-I'me directors' commissian, S%tiicnot 90,300 

(/i) Afatimum overall rcmtmetation, 11% of 

Rs. 30,10.000 Rs. 3,31,100 
Illustration 84. Following are the relevant balances taken from the books 
ofa company You are required to calculate the remuneration of the 
managing director at 5% of the profit ascertained according to the Com- 
panies Act. Find out the excess amount, if any, paid to him. 


Net profit 19,794 

Items considered for arrivins at the above 


(0 

Provision for taxation 

30.130 

00 

Managing director's re- 



muneration 

3.872 

(«) 

Preliminary expenses 

3,000 

(«V) 

Directors fees 

2.000 

Solution ; 



net profit Ra. 

(v) Provision for doubtful debts GOO 
(rl) Depreciation 9,660 

Depreciation allowable as per 
income-tax rules 9,000 

(rii) Donation to sister concerns 3.000 
(,rlU) Cx-aratia payment to an em- 
ployee (without any liability) 1,000 


Calculation of managing director's remuneration : 


Net profit as per profit and loss account 
Add : Provision for taxation 

Provision for doubtful debts 
Managing director’s remuneration 
Preliminary expenses 
Excess depreciation (Rs. 9,660— Rs, 
EX'gratia payment to an employee 


30,130 
600 
3.872 
.3.000 
9.000) 660 

I.OOO 


19,794 


39.262 


Profit for the purpose of managerial remuneration 


59.056 



^escatc^®'' 

■'fw^su 


,800\ ^ asscW ^atcs. 

900 \ spcc'O'Vwes 

’®\ "ssy^^is- ,tt 

450 \ and bacV- ^ ^61 

to\ VVVs?*-'^^ 

^.9Z0\ 


tl.o 


^ganu- 

pi»aUo» 


B3- 

t^' 


*■"» i.«”'i\ „^de W ‘’"““"S® 

AO t\AC f OV O' 


429 


CSiPtw 5 / Cesrpcty I frw Mi r —l S tattttuati 

wn WriZ!,"™ "““f R<J« i. m. 6.650. 
2,100 and Rs. 2,900 res^ctJve^y/”'* °"8'nal cost of fixed assets s^erc Rs. 

Solaffon ; 

Profit a. rcntmerillon 


odiaiy 

Commission 


Bonus to employees for 1972-73 

Tax Provision 

Loss on sale oi lovestmentj 

Le« Depreciation charge 

Profit on sale of fixed assets in 
excess of original cost : 

S^es price Rs 2,100+878-2.978 
Original cost 2,900 

bonus in respect of 

iy73«74 


Profit for managerial 


purpose 



Rs. 63,703 
6,870 
800 

900 

2,700 

1,100 

4.050 

SO 

6.6S0 

79,273 

78 


1,150 



7,878 


71,395 

Rf. sisS 

2.700 

Rs. 870 


Commission at 5% 

Remuneration already paid 

Now remaining unpaid 

Commission -»• — •— 

docs not provide 
on the profit /eft : ■ 

profit arrived at before charging any commission or salary 
^ *bcni That is why mail the preceding 

commissions were calculated on the profits at the specified 
deducting the commissions so arriwd at- However, there Is 
■ ■ of ar- 

■ • calcu- 


-Xpfofit before remuneration 


Rate of commission 
lUO+Rate of commission 
TaWog the illustration 84 and the second alternative _ (rate of 

wmmission being the same) the managing dirccior’t commission will be 

Rs. 2.812 (/.e., 5/105XRS. 59,056) instead of Rs. 2,953. 



i»"* d 1* p'‘®‘S o' *' "Se“» ‘““f « '"“'■'Sistono at ‘"/" “ 

“oS« So^s»«?'f S.S" “iS S ■• W. 

T»»”“S'S.o>SS'So®'®°° ,, HS 

itcctota^f C-P<1 59>05^ 

dVO.««E'-t?olKa.S9> 


enter anQ ^ tn<^ 

other ^s e^^ptani , ^.e-h^e 

• ♦•onooft^^^.^caspet 4T,S00 

Vn^SSaVrorr adtmj*\,800) 22.500 

Income-W^jJj^ocotnc-tg^ded 

^''&a\e^P'^S:o'iO^- ■ . navah^® Se v/ho 

Zlti and loss acc ,aUon to '^e ^ 

r,e the rnaxlrnnm erauon^^^^^^ , 

Calcnlate th orohrs r -c^gion to P r yernn 


^ c depreciation t. 

Excess deP taxation . 

rro''.‘f'?Jxpcnditntc charS 
Capital '=’^1' apEiaerial 

. ,.-.«tculatinStnan 


If 

1,^' 

1 


rro''\^'?”xpcnditntc coaifc 
lilmciatioa. 


A,' 


OrH* 8 1 I >H 


(ff) Calculation of rtmmfmlk'n t 
Maximum remuneration payaWe to ^M^tlma 
the net prods after charplnj rommUilon tot«rl't(Mta Ol(f(|o(i MaM> 
mam remuneration payable to parwlmo iMreriori^ 1 ^; dUha cM ('loftU 
after charging commission In whote>iinie (tlrrcti•r^ if| Ihr 
tion to whole-iiroc directors he x and the ffwidwrallon |o prtih(/d*# illff* < 
foes be y, 


x=>w of(Rs, 4,00,(>00->.) 

10 x=4.00.000-> 

r 10 *4-;'=4.00,000. Iti(l) 

Likewise y=l% of Rs. (4,00,000— x) 

100>=4,00,000-x 

r 100>'4-X»4, 00,000 ,„()) 

The above two equations to be solved ilmiilisfifriHily si (/-llnwi f 
10x+>'=4.00.000xl 
x+100>'-4, 00, 000x10 
Multiplying equation (2) by 10 we obtain 


' 10 x+ ' >—4,00.000 

10 x+l,000ys»40, 00.000 

999 >c36,00,000 
36,00.000 


n.n} 

n<4, 

•Ri. 3,604 fapprni) 


Substituting the value ori* in equation (t) we obtain 
10 x+ 3.604«4,00.000 
or 10 a: -4.00.000-3,004 

a:— Rs. 39,040 (approx.) 

/. Remuneration to whoMime liinctfin 
a.nd Remoceration to part'time dfrtctort 

Total managerial remuneration 

IIlBsfrttloB 87. ffOClL Ltd, employs » 
time directors, ft pay* 5% commliifon to fb'' ^ 

wboJe-time director. The tommfsiiofl p«>*hU t* ^ ^ 

cutafcd OQ the pfotTt left after 
of whole-titn dirscton, ar.d rt^mmin 
arecalcolaled 03 pro^u left afterrb*/#"/ ” , 

Companies Act t!vcr Uiirz hlr> " 

~ H h f/4 


pt, 

i/M 

iX'jM 
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To Administrative and selling 
expenses 

To Staff salaries and bonus 
To Development rebate reserve 
To Income tax 
To Tax on abnormal profits 
To Managerial remuneration 
To Depreciation provision 
. lo Profit available for appro- 
priation 


Rs. 

70,400 

30.000 
8,000 
6,000 
1,000 

15.000 

50.000 


— — ^ W. 

By Gross profit 3,00,000 

By Subsidy from the State 

Government 40,000 

By Profit on sale of plant — 30.000 

Cost Rs. 1,20,000 realised 
Rs. 1,40,000) 


1,89,600 


Rs. 3,70,000 


Rs. 3,70,000 


Note : Administration and selling expenses included the cost of construction 
of a new showroom Rs. 10,000 ; staff salaries and bonus included bonus paid to 
staff on account of last year services Rs. 2,300— -bonus estimated for this year Rs. 


2,400 has not been brought into account. Depreciation included initial depreciation 


Rs. 1,500. 


Solution : 


(i) Calailation of profit for managerial remuneration purpose ; 

Rs. 

Gross profit as per profit and loss account 3,00,000 

Add Subsidy from the State Government 40,000 

Profit on sale of plant— other than capital 
profit, i.e., Rs. 30,000-(Rs. I,40.000-Rs. 1,20,000) 10,000 


3,50,000 

Less Administration and selling expenses 


other than cost of construction of 
a new showroom. 

(Rs. 70,400- Rs. 10,000) 60,400 

Staff salaries and bonus other than 
paid for the previous year 
(Rs. 30,000- Rs. 2,300) 27,700 

Bonus outstanding for the 
current year 2,400 

Tax on abnormal profits 1 ’OOO 

Depreciation provision 
other than initial depre- 
ciation (Rs. 50.000 -Rs. 1 ,500) 48,500 


. 1,40,000- 

Profit for managerial remuneration Rs. 2,10,000 

(it) Calculation of commission ; 

Let Manager’s commission be x and those of 
whole-time directors bey. 

Now, Profit before giving any commission 2 10 000 

Profit after manager's commission 2* 10* 000— x 

Profit after whole-time directors commission 2',Ioj00O -y 



Chapter S/<:Mf«9Aec««1»>FMSbt«nnoli <20 


Since manager peU 5% of the profit left after char, Irg his and whole- 
lime direclon commission, his commission is 5/105 (Rs. 2,10, COO- y). 
Since his commission has been assumed as x, we get the following 
equation : 

l=j^(Rj.2.10.000-,’) ...(D 

Similarly equation for the commission for whole-lime dirertors can 
be framed. In this case it is : 

>=j^(R,.2.10,000-/>) {II) 

Now the two equations can be solved and values of x and y can be 
asccftaiccd. The valuesare: x«»Rs. 9,459, andy«Rs. 11,351. Tbos, 
the manager gets Rs 9,459 and all the three ntolc-time directors get 
Rs. 1 1,351, /e., Rs. 3,784 (approx.) each. Total commission pa>ablcto 
all the managerial staffis Rs. 20,810 (/e., Rs. 9, 459+Rs. 11,351) which 
is less than the maximum of 11% of the profit, f.e., 1 l/lOOx Rs. 2,10,000 
*=Rs. 23.100. 


4-D1VI$lBlE PROnTS AND DIVIDENDS 

UfC) DIVISIBLE RROFITS 

' General view. Profits available to shareholders for dividend are 
called divisible profits. In oormal course, profits are distributed as divi- 
dends only when they are left after meeting all expenses, los<c$. deprecia- 
tion on fixed assets, fall in the price of current hssets, taxation, p%st tosses, 
and transferring a reasonable amount to rcservei. The profits available 
for dividend should not include profit nriaing oot ofTevaluafon offixed 
assets and other profit of cxlraorUmary nature (capital profits). No divi- 
dend can be declared in the absence of profits. 

\ Legal position. See. 205 of the Companies Act lays down certain 
conditions on the ascertainment of divisible profits. The provisions are 
summarised below : 

(»■) Dividend out of current years' profits. Dividend oat of the pro- 
fits of current year can be declared only afitr providing for depreciaticc 
tn accordance with the provisions of Sec. 205 (2) or 

(ii) Dividendoutof previous years Or years' profits. Dividend ortcT 
the profits of any previous financial year or years which falls-or fall tfsce 
the commencement of the Companies (Arrcndnienl) Act, 1960 
declared only after providing for such depreciai’onoutofihe 
that financial year or out of the profits of any other previous year 

(ill) Dividend out of aggregaSe profits. D{\ idend cen he 
out of the aggregate of profits mentioced m (i) and {li) abete: ” 

(I'v) D/wWerf/cH; n/jwftsrJi. Dividend can be dect^i 
provided by the Centra! GovernmeatoraStateGoverrrs^ 
ment of dividend in pursuance of a guarantee gitco ^ ^ 

In order to understand complete provbbr.i 
sary to discuss the following points : 
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(c) Calculation of depreciation in accordance with the provisioos of 
Sec. 205 (2) ; 

(b) Question of arrears of depreciation : and 

(c) Question of past losses. 

(a) Calculation of depreciation. ■ For • the purpose of Sec. 205 0 )j 
depreciation shall be provided either — 

(f) to the extent specified in Sec. 350 ; or (sec page 4'234) 

(ii) in respect of each item of depreciable assets, for such an amount 
as is arrived at by dividing 95 per cent of the origins! costs thereof to the 
company by the specified period in respect of such asset. (Specified period 
in respect of any depreciable asset shall mean the number of years at the 

er d of which at least 95 per cent of the original cost of that asset to the 
company will have been provided for by way of depreciation if deprecia- 
tion were to be calculated in accordance with the provisions of Sec. 350) ; 
or 

(fir) On any other basis approved by the Central Government wluch 
has the tfiect of writing off oy way of depreciation 95 per cent of the 
original cost to the company of each such depreciable asset on the expiry 
of the specified period (meaning of specified period given above) ; or 

(iV) as regards any other depreciable assets for wlvich no rate of 
depreciation has been laid down by the Indian Income-tax Act, 1961, or 
.. rules made thereunder, or such basis as may be approved by the 
Central Government by any general order published in the Official Gazette 
or by any special order in any particular case : 

Provided that where depreciation is provided for in the manner laid 
down in clause (ii) or clause (fii). then, in the event of the depreciable asset 
being sold, discarded, demolished or destroyed the written down value 
thbreof at the end of the financial year in which the asset is sold, discarded, 
demolished or destroyed, shall be written off in accordance with the pro- 
viso to section 350, 

(h) Arrears of depreciation. In this connection it is important to 
note the date of 38fh December, I960. 

It is not necessary' for a company to provide for depreciation when 
a dividend for any’ financial year is declared out of the profits of any pr^‘ 
xicnis financial year or years falling before. 28th December. 1960. Hence ihi 
profits of the financial years ending before 28th December, 1960 are avail 
able for distribution without making good the arrears of depreciation. 

It is positively necessary for a company to provide for depreciatioi 
for any previous financial year or years falling after 28th December, 1960 
if a rompany wants to use the profits of that financial year or of any othe 
previ^s financial year or years. Thus, in re.spect of the years falling efte 

28th December, 1960, all arrears of depreciation are required to be madi 

good before declaring a dividend. 

In short, in regard to arrears of depreciation the following three rule 
mty be stated ; 

must ^ pro'ridfd*^ current financial year the prescribed depreciatio! 
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(//) In respect of financial years faliirg before 2Slh December, I960 
the arrears of depreciation are not rcqntrcd to ^ made good for declaring 
dividend out of the profits of such previous jears ; 

(//O In respect of financial years falling c//e/ 28th December, I960, 
the arrears of depreciation computed in the prescribed manner must be 
made good before declaring dividend out of (be profits of those financial 
yean. 


(c) Fastlosiei. If a company incurs a loss in any financial >ear 
falling after 2?tb December, i960 then : 

(0 the amount of loss, OR 

(ii) an amount which is equal to the amount provided for deprecia* 
tion for that year or those years. 

Wfalcbever Is less, must be set off against : 

(c) the profits of the company, after providing for the prescribed 
depreciation for thejear for which dividend ts proposed to be declared ; or 
(h) the profits of the company for any prethus financial )ear or 
years arrived at after providing for the prescribed depreciation ; or 
(e) tba aggregate of (a) and (6) together. 
niostratloB S8. Calculate the amount of divisible profit in tbe 3rd year 
from tbe information given below : 


Profit of the years falling after 28th December. 1960 
tsi sear 2Ddye3r irdyear 

Rs. (lakhs) Rs. (Ukhs) Rs. (kkhs) 

I. Profit Of loss before 

depreciation ('•)30 (— ) 15 (+) 75 

II. Depreciation provided 

in tbe books 3 3 9 


III. Depreciation as 

E rtsetibed under 
cc. 203 24 


21 18 


Sointloci : 

(0 Arrears ol depreciation must be provided. In this case 
arrears are Rs.48 (/e.,Rj. 24+Rs. 21 +Rs. 18-~Rs. 3— 
Rs. 3-RS.9). 

(iO (d) past losses. Rs.^y (Le., Rs. 

Rs. 15+3) 

(h) Amount of depreciation already provided during the 
year of losses, l.e., Rs. 3+Rs. 3. ' 

Whlcbevcr Is less 
Calculation of divisible profits ; 

Profits of the current >ear after depreciation as per books 
(i.e.. Rs. 75-Rs. 9) 

£.«i Arrears of depreciation 


>Rs M 

=Rs 6 
Rs. 6 

Rs. 

66 
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Less Arrears of loss or an amount equal to depreciation 
provided during the years of losses whichever is less 

Divisible profits : 


Rs 12 


Alternative method : . . , • . r t. 

It may be noted that divisible profits can be ascertained in the follow- 
ing manner : 

Rs, 
75 


Profits in the current year before depreciation 
Less Depreciation as per prescribed rules for all the years, 
i.e., Rs. 24+Rs. 2H-Rs. 18 

Divisible profits 


63 


Rs. 12 


Thus it may be concluded that it is not necessary that loss before 
depreciation in respect of previous years falling after 28th December, 1960 
should be set off to arrive at the divisible profits. In respect of such years, 
the requirement is that all arrears of depreciation calculated in the pres- 
cribed manner must be made good. 

Other provisions relating to divisible profits 

(/) Dividend must be paid In cash. No dividend shall be payable, 
' except in cash. Provided that nothing in this sub-section shall be deemed 
to prohibit the capitalisation of profits or reserves of a company for the 
purpose of issuing fully paid-up bonus shares or paying up any amount for 
the time being unpaid on any shares held by the members of the company. 
The details of bonus shares have been given later in the chapter. 

Any dividend payable in cash may be paid by cheque or warrant sent 
through the post directed to the registered address of the shareholder entit- 
led to the payment of the dividend, or in the case of joint shareholders, to the 
registered address of that one of the joint shareholders which is first named 
on the register of members, or to such person and to such address as the 
shareholder or joint shareholders may in writing direct. 

Interest out of capital. Dividend is payable, as said earlier, 
only out of profits. In other words, dividend cannot be paid out of capital. 
But in certain circumstances payment of interest out of capital is allowed. 
This has been given in Sec. 208. In the case of a company which issues 
shares for the purpose of raising money to defray the expenses of the cons- 
truction of any work or building or the provision of any plant, which can- 
not be made profitable for a lengthy period, the Central Government may 
permit the payment of interest on so much of that share capital as is for 
the time being paid up, for the period and charge the sum so paid by way 
of interest, to capital as part of the cost of construction of the work or 
building, or the provision of the plant. The payment of interest must not. 
be prohibited by the Articles and the rate of interest must not exceed 4% 
(unless otherwise permitted by the Central Government). 

profits. No dividend can be paid out of capital profits 
unless (i) they are realised in cash, (;/) surplus remains after revaluation of 
all assets ; and (i7i) articles do not prohibit the payment of dividend out of 
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capital profits. The foIIoHiog types of capital profits are oot at all avail, 
able for dividend : 

(a) Share premium account ; 

(b) Profit remaining after the re-issue of forfeited shares , and 

(e) Capital redemption reserve account (credited on the redemption 

of redeemable preference shares out of divisible profits) 

The following types of capital profits are also normally not available 
for dividend ; 

(a) Profit prior to incorporation ; 

(b) Profit on the redemption of debentures ; 

(c) Premium on the issue of debentures ; 

(d) Profit On the acquisition of building : 

(e) Profit on sale of fiaed assets. 


(a) Issue of bonus shares , 

(A) writing off fictitious assets such as preliminary expenses ete. • 

' (c) providing for premium payable on redemption of preference 

anares or debentures ; and 

(d) writing off losses on revaluation of the assets of the company. 

It may be very carefully noted that //" caplial profits are transferred to 
capital reserve then H ceases to be available for dMicr\d If capital profits 
are to be used for dividend then they must not be traasferred to capital 
reserve. Capital profits, however, can be used : 

(a) For paying fully paid-up bonus shares, and 

(b) For writing off fictitious assets like discount on issue of deben- 
tures and shares, preliraioary expenses, underwriting commission and 
goodwill. 

(iv) Profits of subsidiary companies. They must not be included in 
the divisible profits unless the subsidiary company has actually declared 
the dividend. It is not necessary to provide for the losses of subsidiary 
companies but in pursuance to b policy of conservalisia it is better to pro- 
vide for such losses. 

- - t I. • * • ; '•“leral it is not 

. . , . • lacreasing the 

• cisioa oi this 

, iljfjihere 1* no 

, . be wri«e » back 


(vl) P«llmlii«rj and othtr MprasM at ilcf.rrtJ 
not necessaiy to write offcxpeascs like prelimioar/ detcrianjf 

commission, discount on the issue of shares and dcbcuiere* 
ing tha aujuat of divisible profits. 
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(B) LEGAB.VREQUUUEMENTS AWOPBiATlOM^ 

OF PROFIT^ BY THE COMPANY 
Generally the ar. ides of the company, provific rjilfs regardiag the 
disposal of profits. Usually articles empower the board to decjde the 
amounts to be set aside towards various reserves,- sinking funds,’ etc., and 
also the quantum of dividend. However, in recent years the legislative 
changes are tending to restrict this discretion, .because of the fmlartt-onf 
the part of a few in observing financial discipline in.the matter of deojarmg 
dividends. A study of the legal requirements regarding the dispositwn of 
profits is necessary, as it is obligatory for the boards to follow these as 
well as the requirements stated in the article. 

(I) TRANSFER OF PROFITS TO RESERVES 
Section 205 {2A) imposes two restrictions on the declaration of dividend 
from out of the current profits, namely ; 

(o) Profits must be arrived at after providing for depreciation for 
the financial year as well as for arrears of depreciation for previous finan- 
cial year or years, if any, in accordance with the provisions of Sectioa 
205 (2) ; and 

(6) Transfer such percentage of the profits for the year to reserves- 
not exccedit g 10% as may be prescribed. 

The Central Government has prescribed the following percentage by 
framing the Companies (Transfer of profits to- reserves) Rules 1975.. The 
-r,. percentages are linked to the rates of dividend proposed by the directors, 
i Proposed dividend fcrcentege of profits fob* 

■ ■' transferred to reserve 

(c) Exceeding 10% but not more than 

12i% of the paid-up capital 2i% 

(6) Exceeding 12^% but not more 

than 15% of the paid-up capital 5% 

(c) Exceeding 15% but not more than 

20% of the paid-up capital 7i% 

(<0 Exceeding 20% of the paid-up 

capital 10% 

Note : Where the proposed dividend does not exceed 10%, it is not 
obligatory on the company to transfer any profits to its reserves. 'ITie 
directors, however, can exercise their discretion, and transfer some amount 
to reserves from out of profits. But such transfer should not exceed the 
ceiling of 10% prescribed in the Act reCerred to above. 

Transfer of higher percentege i Although there is a ceiling of 10%, 
a company raay make a voluntary transfer of higher percentage of its 
profits to the reserves in accordance with the rules made by Central Govern- 
ment for this purpose. The Central Government has framed the followine 
rules in this regard. ° 

(a) Where a dividend is declared, the minimum distribution of divi- 
dend eqcal to the average rate of the rates for the three precedine vears 
js ensured. * ^ * 


^ 5 in the financial year in 

whiA the dividend is declared or in the three years immediately preceding 
ths financial year, a mmimom distribution of dividend equal to ^ 
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amount (quantum and not ihe rate) oflhe dividend declared for the three 

years ja ensured. 

Ho^iever, the tuloimum distribution in the above two cases need not 
be ensured if net profits after tax have faUen by at feast 20% of the averavc 
net profits after tax of two preceding financial years. 

(e) Where no dividend is dccfar«l the amount proposed to be trans- 
ferred to its reserves from the current profits must be less than the averaee 
emouotof dividends to the shareholders declared by it over three prece- 
ding financial years. 

(2) DECLARATION OF DIVIDEND FROM OUT OF 
ACCUMULATED RESERVES 

^ It has been the practice of most of the companies to create a ‘'Divi- 


dends during lean and difficult years. After the Companies (Amendment) 
Act, 1974, there are now restrictions on the utilisation of such reserves. 
According to Section 205 A (5) a company can declare dividend from out 


following conditions are to be satisfied : 

(fl) Tbc rate ofdlvidend roust be 10% or the average of the rates of 
the five preceding years, whichever is less. 

(b) The amount drawn from such reserves should not exceed an 
amount equal to one-tenth of the sum of its paid-up capita) and free 
resen’es. The amount so drawn must first be utilised to set off the losses 
incurred in the financial year and only the balance can be utilised for the 
declaration of dividend, 

(c) The balance of reserves aDer such draw shall not fall below 15% 
ofits paid-up share capital. 

For the purpose of this rule “profits earned by a company in previous 
years and transferred by it to tbc rejcrves” mean the total amount of net 


out of accumulated profits transferred to the reserves only. Iherclore. a 
company need rot satisfy if e conditions slatrd aho\e. Tor drcJarsrg dm. 
dends from out of profits carried forward in the profit and loss account 
without being transferred to reserves. However, there is no basis for such 
discrimination and the omission in the Act seems to be accidental. 

(1\ In view of the provision of Sec. 205 (2A) doubts have been 
. ' — »v nald without pirparujg 

and iransferrirg the 

, , , „ • . , • ■ , nany companies havirg 
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i7?asFree reserve 
C=Paid-up capital 
Substituting the tigures 

lacs— *0 
®=2‘51&cs. 

Since all the conditions are to be satisfied, only the least of the three 
amounts can be distributed as dividend, vi:., Rs. 80,0C0, 

(C) DIVIDENDS 


anu articles ol association of the company concerned. 
r\ • . . • •?.* . • * - 

sue at law for rocoverj' of the saire. Note, honcvcr, that when a company 
goes into liauidation, a declared dividend, though remaining due as an 
arrear or debt does not rank with other debts doe to crediiors, but is only 
taken into nccourt for adjos’trer.t of the rights of shareholders as contri* 
butnries. Dividend must be paid within 42 d.i)s of declaration. Dividend 
is paid only to a registered shareholder or on his order to his banker. In 
case shares are converted into warrants, the bearer of the warrant is entit* 
led to dividend. Front the accounting point of view the following points 

instructions in 

« • « >I\ lilt pcitf'up 

■ a 20, COO sl.ares 

is Rs. S.OCO. 

If the articles specifically allow then dividend can be declared on the 
nom/flfl/ value of shares. In the second alleni8tj\e dividend in the abo>e 
case is Ks. lO.COO. 

(2>) CnUs-ia>ad>aace. No dividend is paid on calls in advance. 

(c) Calls-ln-irrcar. If there arc calls in arrear then div nlend is paid 
on the amount actually paid by shareholders. The compans is, however, 
authorised to make provision in the articles prohibiting the p3>ntcnt of 
dividend on shares having calls m arrear. 

{tl) Period. The dividends arc calculated proportionately after 
taking into consideration the date of i^sue of s* arcs Tor example, if a 
company has issued 2|00,CC0 shares of Rs 10 each on January 1, and 
3,00,000 shares of Rs. 5 each on 1st July ami it declares a 10% dividend 
on 31st December then the dividend wiU be ; 

Rs 

on 2,C0,0(i0 shares for 1 year 

on 3,00,000 shares for 6 months ' 



Total dividend 





There is, however, nothing 
on terms providing that it shall 
date. 


to prohibit the company to issue shares 
rankifor diVidend as from a particular 


(c) Tax The company is required to deduct income-tax at source 
on all dividends declared by it, unless ibey are declared free of income-, 
tax The rate at which the tax is deducted depends on the status ot me 
asBetsce. The rates prevailing at present are given below : 

Status of the shareholders 

(1) Resident individual 

(2) Domestic companjr 
<3) Non-resident individual 
(4) Non-doniestic company 


come tax 
0/ 

Surcharge 

Total tax 
V 

/o 

20 

/o 

4, 

/o 

24 

22-5 

1*5 

24 

30 

6 


25 

Nil 

25 


No tax is deducted from the dividends due to shareholders pro- 
duemg exemption certificates. Such certificates are issued by income-tax 
officers on being satisfied that the income of the shareholder includii^ 
dividend income is less than the minimum liable to income-tax. Taxis 
also not deducted on shares, covered by statements furnished by the 
shareholders binder Section 194 of the Income-tax Act, 1961 and duly re- 
gistered with the company. . 


-Tax deducted by the company is deposited by it with the Govem- 
namf. The compjmy gives a certificate to the shafehdlder mentioninf 
! the tax deducted at ' source and the shareholder is entitled to get the 
refund of this tax from the Gdvernment. Thus if a company declares a 
ffividend of Rs. 1,00,000 then actually it pays to shareholders Rs. 77,000 
and deposits with the Government Rs. 23,000 {23%ofRs. i, 00,000). 
Profit and loss appropriation account is debited with the gross amount 
of dividend (not the amount actually paid to shareholders). Thus in 
some questions when it is mentioned that so much dividend is paid, 
students^are requited to find the gross value of dividend for showing it in 
the appropriation account. The difference between the gross value of 
dividend and the amount actually paid ts'shown on the liability side of 
the balance sheet as tax payable. 


(/) Interim dividend. An interim dividend is a dividend paid by 
the directors at any time between two annual general meetings. Where 
the articles authorise, the directors can resolve to pay interim dividend. 
But a mere resolution of the directors does not create a debt enforceable 
against the company for it is always open to directors to rescind the 
resolution before payment of dividend. No interim dividend can be 
declared or paid unless depreciation for the full year (not proportionately 
for any fraction of a year but for the whole year) has already been pro- 
vided. This provision is not relaxable, however good the profits position 
at the time of declaring or paying the interim dividend may be. If it is 
found that interim dividend has been paid without sufficient profits then 

it amounts to payment of dividend out of capital and directors are liable 

to make good the amount. 


The interim diviJead is usually paid for six months. Its calculation 
depends upon the language of the rate of dividend. If a company has 
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4,OO.CCO sbfires of 'Fs. 10 each.Fs. 8 paid>op atd pats ioterim dividend 
tt6%p.e. ihen .r*. •j,,-.- .l. j 

months, / 4., in ih ■ ■ ■ ■ 

dend is 6% (‘p.a.* ■ • . ■ ■ 

oatcoosidering the pencd, f.e., in thisesse the dividend is R$. 1,92,000. 
In other stords, the effective rateoftcteriin dividend in the second case 
U 12% p.a. 


(g) Final dlvldtad. After having declared intenm dividend the 
directors may recommend another dividend. This dividend is termed as 
final dividend. When a final dividend is declared then interim dividend 
isBot adjusted unless '’■* — 

coiiipany has 4,00,00' . 

interim dividend of* ■ ■ ■ 

dend is Rs. 2,88, COO ^ 

Rs. 1,92,000). 


OA) Scrip dividend. Beforethep""' ■ ‘'O' — 

Act., 1960, many companies used to • ■ ■■ 

orde^ntures of other companies. • . p 

acrip-dividend. Often a shareholder , ... 

dead in the form of shares or debentores ofothtrcompaniestvasworih- 
less as directors would use only such iovestments which they found were 
sot good. Is order to avoid such unhealthy practice, the payment of 
scri^ivideod is stopped after 1960. 


(0 Preference share ditid.-' .I'v.sis 

E prior to any payment of ' ’• * r .*■' I * rr*- 

ce sharehoMers can claio . . * ‘ “ r . ' : " i* 

tstOD debentures, It cann ‘ ‘ I Ptf'*- 

rence share dividend, unless stated non-cumulative, is always cumnJitive 
and if for reasons of inadequate profits it has not been paid for some 
years, the whole of the dividend (including the arrears of past years) is 
to be paid first to preference shareholders before declaring any dividend 
to equity shareholders. It may be noted that preference shareholders 
cannot force the company to pay all dividends (including arrears) ; what 
they can do is to force the company to pay them before any paymect is 
made to equity shareholders. Thus, if equity shareholders are not pzii 
• ••y dl-.*-*— •*. *»• — r‘~not make any claim. So 

l:*"i p' , mains unpaid, it apr**^’ 

PS ■ I 


(y ) Balance of unpaid dirldeod account. 

As per Sec. 205 A of the Act, newly introduced, if a 
has been declared by a company but has not been paid withn^ ^ 
frorn the date of declaration to any shareholder entitled to 
of dividend, the company shaff, within seven days, trars/^ 
amount of dividend which remains unpaid within the 




such transfer any claims by the shareholders will t* 
account. If the amount remains unpaid or one 
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years, the same must be transferred by ihe company to General Revenue 
Account of the Central Government. After such transfer, any person 
wishing to claim the amount must make an application to the Central 
Government for payment of money claimed. The Central Government 
after it is satisfied on the production of a certificate from the company 
or otherwise and after obtaining indemnity from him, make order for the 
payment of whole or any part of the money claimed. For this purpose 
the Central Government has framed "The Companies unpaid Dividend 
(Transfer to General Revenue Account of the Central Government) 
Rules, 1978. 

Preference shareholders although enjoy priority in the payment of 
dividend, arc entitled to only fixed rates of dividend. Because of this 
during good years equity shareholders enjoy large dividends. But some- 
times companies issue what are known as participating preference shares 
with a right to participate in the balance of profits (after the payment of 
fixed dividend) along with the equity shareholders, according to the terms 
of issue of such shares. For example 8% Preference shares may, be 
issued with a further right to 50% of the excess dividend over 16% paid 
to equity shareholders. If the company declares 20% (iividend to equity 
shareholders, then preference shareholders will get their usual 8% plus 
2% being 50% of the equity dividend in excess of 16%. 

Accounting treatment 

1 . On recommending dividend to shareholders : 

Debit Profit and loss appropriation account 

Credit Proposed dividend account 

In case there is no sufficient balance in the profit and loss appro- 
priation account, directors can use the balance lying in dividend equali- 
sation reserve or general reserve. If these accounts arc used then before 
making the above entry for dividend, it is required that the necessary 
amount be transferred from these reserves to profit and loss appropriation 
account. Entry will be ; 

Debit Dividend equalisation reserve or/and 

Debit General reserve 

Credit Profit and loss appropriation account 

2. On declaring the dividend : 

Debit Proposed dividend account (with gross amount) 

Credit Dividend payable account (with the actual amount to 

Credit Income-tax account (with income-tax deducted at 

source) 

3. On selling aside the amount for paying dividend : 

Debit Dividend bank account 

Credit Bank account 

The amount set aside is only for net dividend and not for tax. 
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4. On paying dividend ; 

Debit Dividend payable account 
Credit Dividend bank account 

5. On payment of tax 

Debit Income-tax account 

Credit Bank account 

Since unpaid dividend has to be transferred to a special account as 

pet Sec. 20' * -*■ =* ' ■ , • ■ 

bank accou ■ • • . ■ . 

transfer of 

three years ■ ■ 

Debit Dividend payable account 
Credit Dividend bank account 
Illustration 90 

A company carried fonvard balance of Rs. 30,000 in the profit and 
loss account from the year ended 31st March, 1973. During the year 
1974 it made a further profit of Rs. 3,CO,C00. It was decided that follow- 
tog decision be carried out - 

(a) Provision for taxation Rs. 1,50,000, (b) dividend equalisation 
account Rs. 20,000 (c) dividend on 8% (tax free) preference shares of 
Rs. 2,00,000, (d) dividend at 15% on 30,000 equity shares ofRs. lOcach 
fully paid, (e) general reserve Rs. 35,000, (/) development rebate reserve 
Rs. 35,000. 

You are required to give profit and loss appropriation account and 
give journal entries for payment of dividend. Tax deducted at source 
is 23%. 

Solution : 

PROFIT AND LOSS APPROPRIATION ACCOUNT 
For the year ended 31st March, 1974 


To Provision for taxation 1,50 000 | By Balance b/d 

To Dividend equalisalion account 20,000 profil made durinff toe tear 

To General res'‘t>c 3>,000 

To Development rebate reserve 35.000 

To Proposed equity dividend 45.000 

To Proposed preference dividend 20,780 

To Balance c/d 24,220 


30 000 
3.00, OCO 


Rs. 


JOURNAL ENTRltS 


Proposed equity dividend account 
Proposed preference dividend account 
To Equity dividend account 
To Preference dividend account (0 




Dr 

Dt. 


45.CICO 

20,7f0 
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Equity dividend account 

Preference dividend account 

To Income tax account 


Dr. 

Dr, 

[ 10,350 

1 4,780 

i 

15,130 

Income-tax account 

To Bank account 


Dt, 

15,130 

15,130 

Dividend bank account 

To Bank account 


Dr, 

1 

50,650 

* 

50,650 

Preference dividend account 

Equity dividend account 

To Dividend bank account 


Dr. ! 
Dr. 

34,650 I 
16,000 1 

50,650 


Tntoria! Note _ 

Vl) Under Sec. W4 of the Income-tax Act no dividend can be paid without 
dodttctlDf iax. In order to make it free of tax it has been grossed \ip at 23%, he,, 

16.000=Rs, 20,772 Of Rs. 20,780 


5-BONUS SHARES 


^ Cash Bonos. The terra cash bonus stands for extra dividend paid 
by the company. Cash bonus is paid by the company when it has lai^o 
accumulated profits as well as cash to pay dividend. Before making any 
cash payment, directors should make sure that it will not sifcct adversely 
their working capital requirements and future plans of capitalisatidiij 
In the event of accumulated profits and cash resources, directors resort 
to the policy of declaring cash bonus instead of increasing the rate of 
dividend, because in case the rate of dividend is infreased then it 
becomes almost obligatory for the directors to maintain that increased 
rate of dividend even in the future (which directors may not be able to 
keep up.) Cash bonus, inherently, rmplics that it may not be repeated 
in the future. Entries for cash bonus are the same as done for dividend. 


Bonus Shares. Bonus shares arc issued by a company when it wants 
to pay dividend by issuing shares. Bonus shares arc declared when com- 
pany has sufficient profit to declare dividend but cither does not possess 
cash to pay it or docs not want to part with it in order to materialue 
someppital expenditure plans. Thus bonus shares result in the capi- 
talisation of profit of the company. 

Advantages of the issue of Bonus Shares ; 

• discussed from two angles, namely (1) from thc'Vicw- 

point of the company and (2) from the viewpoint of shareholders. 

(f) From the viewpoint of the company : 

imp.iired outgoing, liquidity of the company is not 

(6) The capital as per balance sheet will be more realistic than it 
would be otherwise. 

(c) Profits remaining the same, the comvanv cannot dechre hirrh 

avoidThe^duSS”of the?m^{’ <Jeclaring high dividends, it can 

tail qiairas of the employees and regulation by Government, and. 
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■orth^LS^be'S’mpSn;/ “t-t-ntUny .he credil- 

(2) From the viewpoint of (harcboMers 

ometjmes they can be told even at a premium, as only succcsjful com* 
anies can issue bonus shares. ^ wm 


(if) The shareholders can receive dividend on the Increased ihare 
oldmg, and 

(c) As it is very difficult to buy shares of successful companies from 
he marVet. the issue of bonus shares will enable the shircholdcf to 
cicrcase his holding. In due course he will also have capital appreciation 
md increased dividend. 

Guidelines for bonus issue. The Government of India has prescribed 
ertain guidelines for the issue of bonus shares All applications for 
>onus issue- should be certified by the auditors of the company that 
guidelines prescribed by the Government for bonus shares Issue are fully 
met and that all data furnished in the application ts true and correct. 
The guidelines would govern the examination of sucb applications by the 
Controller of Capital Issue. 

Hie following are the guidelinei revise miMHinr* usued on l(('8*|ys| » 



2. Consequent to the issue of bonus shares if the lubseribedfod 
paid'Up capital exceeds the authorised capital, a resolution passed at the 
general body meeting in respect of increase in the authorised espiui it 
necesiarv. 

t. The company should luro'vh a resolution passed at 
meeting for bonus issue before an application is madiio tteCoeiroto^ 
Cipilal Issues. In the gcncrallKidy resolution the 
tion regarding the rale of dividend to be declared in Ifce y«r 
afler the bonus issue should be indicated. 

4. The bonu' issue is permitted lobe made 07t ^ 
built out of the geflumc profits or share prcmiixm coliecad k 

5. Reserves created by revafowo^^ of Cxed aseeti are 
(0 be capitalised. 

6. DesclopmenT rebate rrservr^isvett-'xeat 
is considered as free reserve for the porpo'.e d e ^xr/sfj :^ '■ 
reserves test. 

7. AD coctingect Ihbmuc* ^ 

which have a bciring oc I.V; D*l ptiX-U, s^aT Sesasm’- 
thc calculation of t-he Cj'c.-r;v.-* rettiftal r 


8. The residcal f»4Tts after tie > * 
be at lea jt 40 per eszt cf tie tsaezuvt 
17(45-130/1983) 
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9 30 per cent of the average profits before tax of the company for 

the previous three years should yield a rate of dividend on the expanded 
capital base of the company at 10 per cent. 

10. Declaration of bonus issue in lieu of dividend is not allowed. 

11. The company may make a further application for issue of bonus 
shares only after 36 months from the date of sanction by the government 
of an earlier bonus issue if any. 

12. Bonus issues are not permitted unless the partly paid shares, if 
any> existing arc made fully paid-up. 

13. No bonus issue will be permitted if there is sufficient reason to 
believe that the company has defaulted in respect of the payment of 

statutory dues of the employees such as contribution of provident fund, 
gratuity, bonus, etc. 

14. Capital reserves appearing in the balance sheets of the com- 
panies as a result of revaluation of assets or without accpal of cash re- 
sources will neither be allowed to be capitalised nor taken into account in 
the computation of the residual reserves of 40 per cent for the purpose of 
bonus issue. 

15. At any one time the total amount permitted to be capitalised for 
issue of bonus shares out of free reserves shall not exceed the total 
amount of paid-up equity capital of the company. 

16. Applications for issue of bonus shares should be made within 
one month of the bonus announcement by the board of directors of the 
company. 

17. In cases where there is any default in' the payment 6f any term 
loans outstanding to any public financial institution, a no objection letter 
from that institution in respect of the issue of bonus shares should be 
furnished by the companies concerned with the bonus issue application. 

All applications for bonus issue should be signed by a person not 
below the rank of dircclor/secrctary together with a certificate as follows ; 

Shri in my capacity as solemnly affirm that 

the facts stated above are true to the best of my knowledge and nothing 
has been withheld. 

Signature 

Name in capital letters 

Principal Officer of the company 

A certificate from the auditors of the company in the proforma as 
under shall also be furnished : 

“Wchavc verified the information furnished by the company for 
issue of bonus shares and find the same as correct. We also 
certify that we have received all the information required bv us 
for the verification. 

We hereby certify that the proposal contained in the application for 
the issue of bonus shares meets all the requirements of the bonus 
issue guidelines, including the guidelines contaided in paragraphs 
8, 9, 1 1 and 13 in force issued by the Government in this regard 



according to the 
our knowledge.” 
Place: 

Date : 


information furnished to us and to the best < 

Signature 

Auditors 


Calculation of Q.nan|nm of Bonni 


o. 8“iclclin« listed above only the followins have a bejrim 

rCRard.na the amount wb.cb enold be canilalised in one instataent : 

he at (i]<t S'-'or'llli proposed capilalisalion should 

be at least 40 /a of the increased paid-up Capital, Development rebat« 
reserve^nvestment allowance reserve is considered as free reserve for the 
purpose of calculation of residual reserves test. All contingent JiabiJiSs 
disc osed in the audited accounts having a bearing on the net profit 
shall be taken into account in the calculation of the minimum residual 
reserves of 40%. See also guidelines (5) and (14). 

a f ralculating the quantum satisfying ibis condition, let us evolve 


Existing Capital laC 

Free Reserves •^FR 

Quantum of Bonus —Q 

The Residual Reserves ^caFR^~Q 

Increased Capital 

To satisfy the condition 

PR- 2 must equal ~ ofC+g 

or FR-e= §-(C+G) 

Solving the equation 

(2) Thirty per cent of average profits before tax oftheconparr 
for the previous three years should yield a rate of dividend on the es- 
paoded capital base of the company at 10 per cent. 

As before let us evolve a formula to find out the quantum 
this condition. 

The average profits for the past 3 years =/<i* 

Existing capital of the compeny =C 

Quantum of bonus 

Then to satisfy the condition 

30% ofAP*10% ofC+G 
•3 AP=-I (C-rC) 
or Solving the equation 

2=3 AP-C 


'4m: k mmlwt S 

niostratioa 91. The following figures have been extracted from the 
books of XYZ Ltd as at 30-9-1977 ; 

Rs. 

■ Existing paid-up capital 1,00,00,000 

Free reserves 1,20,00,000 

Average profits during the 3 years preceding 45,00,000 

(fl) The company proposes to capitalise its reserves in order to 
declare fully paid bonus shares. One of the conditions to be satisfied for 
this purpose is the residual reserves after the proposed capitalisation 
should be at least 40% of the increased paid-up share capital. Advi» 
the company in finding out the maximum amount available for capitali- 
sation on this basis. 

(b) The other condition that has to be satisfied for the proposed 
capitalisation is that 30% of the average profits before tax of the company 
for the previous three years should yield a rate of dividend on the expan- 
ded capital base of the company at 10%. Advise the company of the 
maximum amount that may be capitalised on this basis. 

[Adapted A.C.S. (Final) Dec. 1977] 

Solatlon : Amount that can be capitalised on the basis of condition (a). 

5FR-2C 
« 7 

where 0=Quantum of bonus 

FR—Free Reserves 
C=Existing capital 
p 5 (Rs, 120 lacs)-2 (Rs. 100 lacs) 

* • b ■ n— n -- -n, r ■— — 

=Rs. 57‘14 lacs. 

Check ; When a sum of Rs. 57'14 lacs is capitalised, expanded 
capital would be Rs, 157’14 lacs. Residual reserve would be (Rs. 120 lacs 
— Rs. 57i4 lacs) Rs. 62'86 lacs which works out to 40% of the expanded 
capital. 

Amount that’ can be capitalised on the basis of condition (b). 
Q=3AP-C 

where g=Quantum of bonus 

y<P=Average profits during the 3 preceding years 
C= Existing capital 
C-3 (Rs. 45 lacs)— Rs, 100 lacs 



Ci*pt«r5/C«a>«^Aew«t»-FlaaJSUt«mati 4i«| 
ssRj. 35 lacs. 


be ! • * ■ ■ . 1 • . 

to I ' . , 

Rs. lawS. , 

Tutorial Note : As both the conditions are to be satisfied the com* 
pany can capitalise Rs. 35 lacs only. Therefore, it can issue one bonus 
share for every three shares held by the shareholders. 

Accotnittng treatment. There are two ways of ctpitalisstlon of 
profits: by utilisins the amount in paying tip any amount for the 

time being unpaid on any shares held by members ; and (fi) for paying up 
in full unissued shares* of the company to be allotted and distributed, 
credited as folly paid up, to and'among members. The accounting treat* 
tnent in both the cases is different. 

Case i. Capltallsatlnn by making partly paid op shares fully paid* 
op. Journal entries will be as follows : 

1. Debit Profit and toss appropriation account 

or any other reserve account (For declaring bonus) 

Credit Donus to shareholders account 

2. Debit Share call account (For making calO 

Credit Share capital account 

3. Debit Bonus to shareholders account (For applying the bonus 

Credit Share call accourd towards the call of share) 

lllntrttlon 92. A company had issued 20.000 shares of Rs iO etch, 
Rt. 8 called up The directors of the company now wish to apply the 
profits earned during the year for making the partly paid up shares fully 
paid up Give journal entries for carrying out tbelr wishes. 


sojntloa : JOURNAL ENTRIES 




Rs. 

Rs. 

Proflt and loss appropriatloa account 

To Bonus to shareholders account 

Dr. 


40.000 

Share final call account 

To Share capita! account^ 

Dr. 

40.0CO 

<0.000 

Bonus to sharehotderi account 

To Share final call account 

Dr. 

40,000 

4a.coo 


Case 2. CaplUllsatloa by Issuieg fnlly paid-op banes ibarts. 
Accounting entries will be as follows ; 

1. Debit Profit and loss appropriation account 

or share premlam account Of any ... 

other reserve account • (for declaring boacii 

Credit Bonus to shareholders account 

2 DeWf Bonus to shareholders account (for issuing bonus sha*?.,^ 

Credit Share capital account 
* The i^rds *or debentures’ omitted by O S R, 831 dated 
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Illnstration 93. A company had an issued shaie capital- of 20,00,000 
inRs 10 eauity shares. It had share premium of Rs. 1,50,000, capital 
redemotio.-! reserve account of Rs. 75.000, and undistributed profit of 
Rs. 8 80 000. It was decided that fully paid-up bonus shares of Rs. lO 
each be issued at the rate of one share for every four existing shares and 
that this resolution be carried out by using the minimum amount of un- 
distributed profits. You are required to give journal entries. 

Solntkm : JOURNAL ENTRIES 


Profit and loss appropriation account 

Share premium account 

Capital redemption reserve account 

To Bonus to shareholders account 


Dr. 

Dr. 

Dr. 

Rs 

2,75,000. 

1.50,000 

75,000 

Rs. 

5,00,000 

' Bonus to shareholders account 

To Equity share capital account 


Dr. 

j 

5,00.000 

. 5,00,000 


Illostration94. A company issued 10,000 equity shares of Rs. 10 each, 
Rs. 8 paid up. It passed the following resolutions : (a) that profit be 
used in making the partly paid-up shares fully paid up,' (b) that further 
1,000 fully paid up bonus shares of Rs. 10 each be issued to the existing 
shareholders, (c) that the following balances appearing in the books be 
used. Share premium account, Rs. 2,000 and capital redemption reserve 
account Rs. 4,000. You are required to give journal entries for. recording 
the above transactions. 

Sotattoa ; JOURNAL ENTRIES 


Equity share final call account 

To Equity share capital account 

Dr. 

1 Rs. 
i 20,CC0 

1 

Rs. 

20,000 

Profit and loss appropriat on account 

To Bonus to shareholders account 

Dr. 

j 2f'.00f' i 

20,000 

Bonus to shareholders accouut 

To Equity share final call account 

Dr. 

2C.000 

20.000 

Share premium account 

O^hal redemption reserve account 
appropriation account 

To Bonus to shareholders account 

Dr. 

Dr. 

Dr. 

% 

[ 2,000 

! 4,000 

! 4,000 

10,000 


aimicauiucrs accouni 
To Equity share capital account 


Dr. 


10,000 


10,000 


capital redemption reserve account aitj 

available only for fully paid-up bonus shares. 


-EXAMINATION QUESTION! 


31-12-68, 2,500 shares were fully called up. ^ 
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The followinp are the balances extracted from the ledger orthe com* 


pany as on 31>12*68 : 

Rs. 


Rs. 

Slock 

SO.OOO 

Adverllsement 

3.W3 

Sties 

4.25.00C 

Bonus 

10.500 

Purchases 

3.00,000 

Debtors 

38,700 

Wijei (productive) 

70.000 

Creditors 

35jn0 

Discount allor.M 

4.200 

Plant and machinery 

EOJOO 

Uitcount received 

3,150 

Furniture 

17.tC0 

Insurance up lO 3I-3*1969 

6.720 

Cash and bank 

1,34.700 

Salaries 

18.500 

Reserve 

25.000 

Rent 

6.600 

Loan from manaeing director 15.700 

General expenses 

Trofii and loss account 

8.950 

Dad debts 

3.200 

6.220 

Calls in arrear 

5,OCO 

Printing and itatmcc'y 

2.400 



You are required to prepare tradiog and profit and loss account for 
the year ended 3l*12-68 and the balance sheet as on that date of the com* 
paoy. The follcwing further loforroaiion is given; J, Closing iloclr, 
Rs. 91,500 i. Depreciation to be charged on plant and furr.Jlure at 15% 
and 10% respectively. 3. Outstacdjng Ijabilities : wages, Rs 5,200, salary, 
Rs. 1,200 acd tent, Rs 600. 4 Dividend® 5% on pa'd*up share capital 
is to be provided. (Institute of Company, Seeretarlis, Final, 1969) 


Solollon : Big* Co. Ltd 

TRADING AND PROFIT AND LOSS ACCOUNT 
/anhe }tcf tndtd 3t$i Dtermbtr, IfiS 


To SiMir, opening 
To Purchases 

To Wages 

To Gross profit c/d 


R» 

50.000 

3,00.000 

lijioo 

91,300 

By Sales 

By Cloileg slock 

Rs. 

4,25.000 

91,500 



Rs. 5,76^00 


Rs. 3.16.500 

To Salaries 

To Discount allowed 
To loturanee : 

Lest : Prepaid 

6,720 

J.680 

19,700 

4,200 

By Cross profit b/d 

By Discoust received 

91300 

3,150 

To Rat 

To General expases 

To Noting ud statioaery 
To Advertisement 

To Bonos 

To Dad debts 

To Depredation : 

Plant tad 

Machinery 12.075 

Farnlture 1,710 

6^ 

8.950 

2.400 

3,800 

10,500 

3,200 



To Net profit c/d 


leiS 





ilJ.^50 
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To Proposed dividend 5% on 
Rs. 2,45,000 (/.«., excluding 
calls in arrear) 

To Balance c/d 


12,250 
10,245 

R, 22,495 


By Net profit for the year b/d 16,275 
By Balance b/d 6^0 


Rs. 22,495 

t=3tC3SSSsrz 


BALANCE SHEET 
03 at December, 31, 1968 


Liabilities 
SHARE CAPITAL ; 
Authorised : 5,000 shares of 
Rs. 100 each 


Issued and subscribed ; 
2,500 shares of 

Rs. 100 each fully 
called up 


Rs. 


5,00,000 


Less Callstin arrear 


2,50,000 

5,000 


RESERVES AND SURPLUS 
Reserve 
profit and loss account 
Secured loans : > 

Unsecured loans : 

Loan from managing director 
(assumed unsecured) 

CURRENT LIABILITIES AND 
PROVISIONS : 

A ; Current liabilities ; 

Creditors 

Expenses outstanding 
Provisions • 

Proposed dividend 


2,45,000 

25,000 

10,245 

nil 


B 


15,700 


35,200 

7,000 

12,250 


Rs. 


80,500 

12,075, 

17,100 

1,710 


£S„425 

15,5.?0 


jissets 

FIXED ASSETS : 

Plant and Machinery 
Less ; Depreciation 

Furniture 

Less : Depreciation 

INVESTMENTS .• 

Current assets loans 
and advances : 

A : Current assets : 

Stock (assumed at cost) 
Debtors 

Cash and bank balance 
E : Loans and advances : 
Prepaid insurance 


91,500 

38,700 

1,34,700 

1,680 


Rs. 3,50,195 


Rs. 3,50,395 


liabiUtiw could not be given for want TinforL'ti'oli.'"'^”'^'^^''"" 

' f bocks 


Debit 

Cash in hand 

Unpaid calls 

Professional charges 

Income-tax paid 

Sundry sales ledger balances 

Bank charges 

Advertising 

pIFice equipment at cost 
Motor expenses 
Purchases 

Motor Vehicles, at cost 
Stock on 3Ist March 1965 
ir.ivfiiinc expenses 


Rs. 

250 

600 

2,570 

10,000 

127.000 
1,430 

3.000 
10,600 

5.000 , 
8,72.400 I 

83.900 

69.000 

14.y0() I 


Credit 

Share capital (Rs. 1,50,000 in 
Rs. 10 shares) 

8,000 shares issued 
Provision for taxation 
Pfont and loss account 
•Bank overdraft 
Sales 

Motor vehicles depreciation 
to 3 1 St March, 1965 
1 revision for doubtful debts 
at 31st March 1965 
.'sundry purchase ledger 
balances 


Rs 

80,000 

16,900 

44.000 

16.000 
10,42,000 

34.000 
4,200 

62.000 
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Rent. rat:s. etc. 12.UIIU 

Repairs and renewals 3,ZDO 

Salaries Bod wages (iccludms I 

director’s Rs. 15,000/-). 61.500 

Trade expenses 6.400 

Printing, stationery etc. 4.9o0 

Electric charges 2.4S0 | 

Rs 12.99.1001 


Debts amounting to Rs 3,600 arc to be written olTasbadand the 
provision for bad debts is to be increased to Rs 6,150. The sales ledger 
balances include goads supplied on “Sale or Return” basis amoutiting (o 
Rs. 4,800. These goods cost Rs. 4,000 and at March 31, 1966 one half 
hrd been retained by the customer. 

The stock in godown at March 3|, 1966 is valued at Rs. 81,000. The 
Motor expenses include licences for the year ended December 31, 1966 
which cost R<. ’,200 and insuraoce for the year to September 30, 1966 
which cost Rs. 2,000. N’o provisioo has been made for expenditure on 
repairs amounting to Rs 800 Theprofesslonal charges included Rs. I, OCO 
in respect of the costs of increumg the auihorwed capital from Rs. 80,000 
to Rs. 1,30,000 during the year and these costs are to be written ofT though 
not as charge against revenue. 

Depreciation or20% on the original value ofthe motor vehicles and 
10% on the ofli'-e equipment is to be provided. Provtsion n to be made 
for elecific charges estiru.ateJ ai Rs 450, telephone chsxger of Rs. 520 and 
audit fee ofRs. I,2f0. The income tax liability for the accounting year 
ended 31st .^l^rch 1965 (assessment year 1965-6b) has been agreed at Rs. 
13,050. For the accounting year ended on 3Ist March 1966 (assessment 
year 1966-67} the provision for taxation is to be Rs. 23,300. 

Prepare trading and loss account for the year ended 31si March 1966 
and balance sheet as at that date. (B. Com. Bombay, 1966} 

Solution : 

CASH CHEMISTS LTD. 

TRADING AND PROFIT AND LOSS ACCOUNT 
for tht yiOf tfvied Sftt 1966 



Re. 

69.000 

S.72.400 

1,81,200 



Ra. 

To Stock as on 1-4-S5 

To Purchases 

To Gross profit c/d 

By Sales 

Lets Cocos on 
ule on return 

basts 

10,42,000 

1400 

1049,600 



BrStockoa3J->-66: 
la to4o«a 

Qa ule or 
return at cost 

81.000 

2.000 

»j000 
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Rs. 11.22.600 


To Salaries, and vyages 

(includes Rs. 15,000 for 
a director’s fees) 

To Electric charges _ 

To Printing and stationery 
To Trade expenses ■ 

To Repairs and renewals 
To Rent, rates etc. 

To Travelling expenses 
To Motor expenses 
To Advertising 
To Bank charges 
To Professional charges 
To Bad debts written off 
To Provision for bad debts 


69,500 

2.900 

4.900 
6,400 

4.000 

12.000 

14,900 

3,100 

3,000 

1,430 

1,570 

3,600 

1,950 


By Gross profit b/d 


Rs, 11,22.600 


1,81.200 


To Depreciation ; 




Motor vehicles 16,780 




Office equipment 1,060 





17,840 



To Telephone charges 

520 



To Audit fees 

1260 



To Provision for ta.xatioa 

23,500 

( 


To Net profit c/d 

8.830 



Rs, 

1,81,200 


Rs. 1,81,200 


n sa» tss c: 


. SStSSXSSSM 

PROFIT AND LOSS APPROPRIATION ACCOUNT 


Rs 


Rs. 

To Professional chaigcs for 


By Balance b/d 

44,000 

increasing the authorised 


By Profit for the year 

8,830 

capital written off 

1,000 

1 By Excess provision for Income-tax 

To Balance carried to 


written back ; - 


balance sheet 

53,680 

Provision made 

16.903 



Actual riability 

15,050 




1,850 

Rs. 54.680 

tsszseszsa 


Rs, 54,680 


Liabilities 

SHARE CAPITAL ; 
AUTHORISED : 

15.000 shares of Rs. 10 each 

issued, subscribed atid paid-up : 

8.000 share of 

Rs. 10 each fully 
called up 80,000 

Less Calls in arrear 600 


M/s. Cash Chcmisls Ltd. 
BALANCE SHEET AS AT 31ST MARCH, 1956 
Rs. 


reserves and surplus : 

Profit and loss account 


1,50,000 

79,400 

53.680 


Assets 

FIXED ASSETS : 

(i) Office equipment 
at cost 

LessDcpr. written off 


10,600 

1,060 


Rs. 


9,540 


(0) Motor vehicles at 

cost 83,900 

Less Depreciation 
written off up to 
31-3-1965 34,000 

45.900 



SECURED LOANS : 

Bink ovwitifi 

CURRENT LIABarriES 

AND PROVISIONS : 

(A) Cvrrtnl Uabltliies : 

(0 Creditors for 
purctiates 
(to Creditors for 
expenses 

(III) LiabiLty to* 
wards iocomo 
tax Mscssnveat 
Year 1965-66 
(13.030-10.000) 

(B) pTorislonj ; 

ProvuioQ for taxation 


diaptef S/CaarptBT Aeeouta-PiAatStatesMsU 

u.ooqI 


6Z.OOO 

3.0J0 


5,030 

23.S00 


Lest Depreciation 

wntleao^ dasl&s 
the year 16,780 


CURRENT ASSETS, LOANS 
AND ADVANCES i 
(A) Current tUiett i 
(A Stock-in-trade 
(fO Sundry debtors 1,27,000 
Lerr Goods out 
on ule ot teturn 
basis 


1,21,000 

Lett Provision for 

bad debts 6,130 

(f//) Cash in hand 
(0) I OMS end odfanees : 
Prepaid expenses 


23.U0 


1,14.830 

230 

1,900 

2A2!mO 


Bir ANrP<tHPPT.».i March 31. >966. 




rtgures ot the end e/ 
turrent Financial 

Year 

Fit'srt el 
iktendef 
prerteus 
jeer. 

1. SOURCES OF FUNDS : 

(1) Shareholders* Funds 

(а) Capital 

(б) Reserves and surplus 

(2) Loan Funds 

(e) Secured loans 
(6) Unsecured Joans 




79,400 

33.680 

16,000 





1,49,080 


11. APPLICATION OF 

FUNDS ; 

(1) Fixed Assets 
(e) Orou Blocic 

(b) Less dcprectation 

(c) Net bteck 

id) Capital work-io-projress 

(2) investmeoti 



94.500 

51.340 

42.660 






(3) Current assets loans and 
advances 
(«) Inventories 

(b) Sundry debtors 

(c) Cash and bank balances 

Ml Other current assets 



fJ.OOO 

l.H.BSO 

250 
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(e) Loans and advances. 



1,900 




2.00,000 


Less Current liabilities and 
provisions : 

(a) liabilities 
(?i) Provisions 


70,0S0 

23400 

93480 






Net current Assets 
(4) (ol MtsceUaneons expenditure 

10 the extent not written 
off or sdjnstcd, 

(b) Profit and Iocs Account. 




1,06,420 




1,49,080 


1 



es-aes«zs=: 


TUTORIAL NOTES 


(1) Adjustment for outstanding and pre-paid expenses : 

/(mount as per Outstanding Pre-paid 

trial balance expenses expenses {—) 

Expenses 
for the 
year 


Rs. 

Rs. 

Rs. 

Rs. 

Electric charges 

2,450 

450 

— 

2,900 

Repairs .and renewals 

3,200 

800 

(Ins. 1,000 
Licence 900) 

4,000 

Motor expenses 

5,000 


3,100 

Telephone charges 

— 

520 

— 

520 

Audit fees 


1,260 

Rs. 3,030 

ssxsstsa 

Rs. 1,900 

1,260 

(2) Provision 

for income-tax Rs. 16,900 

as shown in 

the Itid 


balance is assumed to be fully for the assessment year 1965-66, so that 
when the assessment is over, the excess provision has been written back, 

(3) Income-tax paid (Rs. 10,000) as shown in the trial balance is 
also assumed to be for the assessment year 1965-66 so that when the assess- 
ment is over, liability for the balance amount is created. It is assumed 
that no advance tax has been paid for the assessment year 1966-67. 

(4) Provision for income-tax for the assessment year 1965-66 is 

shown under profit and loss account and not under profit and loss appro- 
priation account since it is a charge on profits and not appropriation of 
profits. 

lUastralion 97. The following balances appeared on 31st December, 1965 
in the books of True and Fair Ltd. Prepare the profit and loss account 
for the year ended 31st Dec. 1965, and balance sheet as on that date in 
the prescribed form : 

Dr. Cr. 

Rs. Rs. 

Share capital ; Authorised and issued shares of 

Rs. 10 each — 30,00,000 



Chapter S/Company AccobbI*— F inal Slatcmeot* 4 2£9 


General reserve' 

Provision for taxation on 1st January, 1965 
Profit and loss account 
Taxation payment 

6% Mortgage debentures, redeemable 1970-75 

Balance from trading account 

Interim dividend for the year 

Debenture redemption reserve 

Share premium account 

Directors fees 

Unexpired payments 

Debentures interest (less tax at 20%> 

Creditors and accrued charges 
Balance at bank 
Cash on hand 

Tax deducted at source on dividends on 
investments 

Dividends on invotments 
Investments at colt (market value Rs. 4.73,750) 
Debtors (including Ri. 12,800 due for more 
than six months) 

Stocks and work'tn-progress 
Vehicles (cost Rt. 1,50,000) 

Fumrture and equipment (cost Rs. 2,00,000) 
Plant and machine^ (cost Rs. 30,00,000) 

Land and buildings (cost Rs. 10,00,000) 

Rs. 



3,00,000 


4.41.000 


5,73,850 

3,65,400 



10,00,000 


10,52,000 

1,72,500 

__ 

— 

2,00,000 


50.000 

20,000 


30,000 

_ 

48,000 

_ 

— 

20,34,800 

2,50,000 


5,000 

— 

15,750 

__ 

_ 

50,000 

5,00,000 

— 

24.55.000 

_ 

16,60,000 

— 

1.00,000 


1,60,000 


21,20.000 

— 

8,00,000 

-* 

87,01.650 Rs. 87,01.650 


Notes : 1. Depreciation provision for the year chafed aguost 
trading : Leasehold land and building Rs. 50,000 : Plant and M^nw 
Ri. 3,00,000 ; Furniture and equipment Rs. 16,000 ; and Vehicles Rt. • 

25.000. 

2. Director’s remuneration charged againrttr^in^ Salaries Rs. 

1.00. 000 and Pension to retired managing director Ri. 15,000. 

3. Provision for taxation required Rs. 5,03,270. . . 

4. Directors recommend : (a) 

redemption reserve ; (h) transfer of Rs. 3,50,0^o ^ -nfwn. 

(e) Payment of final dividend of 12% subject to 

priatc rales. "•■w. 


Solution ; , . 

M/s. True & Fair Ud 
PROFIT AND loss 


F.r lit > tar tM SIX DtrtmbtrlM 

To Inlerest oa debentures 

To Directors' fees I 

To SiUries to directors 1 

To Pension to retired 1 

Butging director 
~o Provision for taxation 1 

Rs. 

eo.cno 

20.000 

1,00.000 

15.000 

5.01270 

By Cios* pfofit b/d 

By Directors* 

charted ajaiost iridiai 

By Dirideod on 

ed at scurtt Rs. J5.7>«) I 

10,32.000 

1.I5J500 

50, 



4 270 Chapter S/Advanced Accountancy 

To Net profit c/d | 5.1 8,73U 

12,17.000 


12,17,000 


PROFIT AND LOSS APPROPRIATION ACCOUNT 


To Interim dividend , 

To Transfer to debenture 
redemption reserve a/c 
To Transfer to general reserve 
To Proposed dividend 
To Balance c/d 


Rs. 

1,72.500 

By Balance b/d 

2,00,000 

By Net profit for the year 

By Provision for taxation 

3,50,000 

(excess provision made 

3,60,000 

written back 4,4 1,000 — 

85,680. 

3,65,40). 

1 

11,68,180 



Rs 

5,73,850 

5,18,730 


75,600 


11,68,180 


M/s. True & Fair Ltd. 


BALANCE SHEET 
as at 3Ist December, 1965 
Rs. 


Liabilities 


Assets 


Rs. 


SHARE CAPITAL : 

Authorised : 

3,00,000 shares of Rs. 10 each 30,00,000 1 

Issued, subscribed and paid-up 
3,00,000 shares of Rs. 10 each 
fully paid-up 30,00,000 

RESERVES AND SURPLUS : 

(/) Share premium account 50,000 
(ii) Debenture redemption 
reserve balance as 
per last B/sheet 2,00,003 
Add : Transferred 

during the year 2,00,000 

4,00,000 

(til) General reserve : 

Balance as per last 
balance sheet 3,00,000 

Add: Transferred 3,50,000 

during the year 6,50,000 

(iv) Profit and loss ascount 85,680 

SECURED LOANS : 

6% Mortgage debentures, 

1970-75 10.00.000 

CURRENl LIABILITIES 
AND PROVISION 
(A) Current liabilities : 

(i) Creditors and accrued 

charges 20, .34,800 

(ii) Income-tax deducted at source - 

on debenture interest 12,000 

(B) Provisions : 

(i) Proposed dividend 3,60,000 

(it) Provision for taxation 5,03,270 


nXED ASSETS (At cost less 
depreciaiion) : 

Gross block (as 
per schedule 

attached) 43,50,000 

Less: Depreciation 
(as per schedule 
attached) 11,70,000 

31,80,000 

INVESTMENTS 
At cost— quoted 
market value 

(Rs. 4,73,750) 5,00,000 

CURRENT ASSETS, LOANS AND 
ADVANCES ; 

(A[) Current assets : 

(i) Stock and work- 

in progress 16,60,000 

(ii) Sundry debtors : 

(a) Debts outstanding 

for a period exceeding 
6 months 12,800 

(b) Other debts 24,42,200 

24,55,000 


(i7/) Cash on hand 5,U0U 

(ir) Cash at bank 2,50,000 

(B) Loans and advances : 

(i) Unexpired payment 30,000 

(ii) Advance payment 

of tax and tax deducted 
at source 15,75 


OayffT BlCetavaj Aeet«Bt»-FiaI SUtmnn t m 


TUTORIAL NOTES 


: 1 . U is anutned thal iacorne-U« deducted «t source of Rs. ) 2 XOO 
from interest on debentures ]s not paid so far (by inciudint io Iwitioa piymcnts). 

2. Interim dividend of Rs 1,72.500 is assumed to be trot* 

3. Since entry for tax deducted at source from dividends from investments 
is shown in the trial balance, dividend of Rs 50.000 is tross. 

4. Tax payment taken as- assessed tax and setoff against old provision. 
Excess of old provision is credited to profit and loss account below the line. 

SCHEDULE OF FIXED ASSETS ATTACHED TO AND FORMING 


PART OF ACCOUNfS 



Grots 

1 blotk 1 dans, 
at on dll 'lug 
' /-l-dS j ifit 1 
1 }ear< 

Crott 1 
, fiiocS: 1 
at OH I 
1 J/- 22 *dJ 

Dep 
vrtcien 
off up to ' 
I. MS 

Dtp. 

Ihe 

year 

1 Tcr/afl 
1 dtp. I 
trrllien 

1 off 1 

Net 
block 
at on 
3I-i:-66 

1. Leasehold land | 
and building 

2. Plant and 
machinery 

3. Furniture and 
equipment 

4. Vehicles 

10 . 00,000 

30.OO.C00 

2 . 00.000 
1. 50.000 

1 

10 . 00.000 

3 O.CO.OOO 

2 . 00.000 

1.50.000 

1 

1.50000 

5.80,000 

24.000 

25.000 

1 

so.ccJ 

3.00.000 

16.000 

25,000 

100 .cJ 

t.SO.OCK) 

40.000 

50.000 

1 1 

s.ooxco 

21 . 20,000 

1.60.000 
1.00 OOJ 

Tolal Rl. j 43,50,000 


43.50.000 

1 7.79.0«j 3.9l.0»|ll,70.l!0C^3l, 10,000 


Dloslratioo 97. The followiog ts the lria\ balance as on 30lb June, 
1978 of the Emerald Plastic Ltd. Dr. Cr. 

R$. Rs. 


Land and building at con 
Plant, machinery and tools (original cost 
Rs. 3,60,000) 

Office furniture and fittings (original cost 
Rs. 45.000). 


3,35300 

1,80,000 

33.000 


Goodwill at cost 

Sundry debtors ledger control a/c , i.oo.bw 

Shares in subsidiary company 15,CK)0 
shares, fully paid-up. at cost (unquoted) 2,81.^ 
Trade investment at cost 45, Ow 

Quoted investments at cost (market value „ 
on 30th June 1978 Rs. 1,30,200) l.WW 

Cash at bank and in hand *•“1*25/, 


Income-tax advance payment 


uo.coo 






AttoamKj 

Income-tax deducted at source recoverable 29,9^ 
Stock of raw materials 1st July, 1977 
Stock of finished goods 1st July, 1977 
Wotk-in-ptogress 1st July, 1977 
t>ebenture interest half year to 31st 
December 1977 
Purchases— Raw materials 
Carriage inwards 
Wages 
Rates 

Salesmen's salaries - 
Repairs to plant 

Salaries (including Directors’ salaries of 
Rs. 30,000) 

Postage and telephone 
Printing and stationery 
Legal expenses 
Sundry trade expenses 
Director’s fees 
Selling commission 
Power and lighting 
Insurance factory 10,800 

Office 600 

Advertisement 3jl50 

Paid-up capital 

15.000 8% cumulative preference shares 
of Rs. 10 each 

60.000 equity shares of Rs. 10 each 

4% debenture stock — secured by a floating 
charge on the assets of the company 
Share premium account 
General reserve 

Deposits from stockists, unsecured, short lerm 

Due to subsidiary company 

Profit and loss account 1st July 1977 

Sundry creditors’ ledger control a/c 

Jhcome-tax provision 1st July, 1977 

Share transfer fees 

Fees for inspection of registers 

Share certificate fees 

Interest and dividends on investments (gross) 

Trade Rs. 1,500 nuoted Rs. 4.500 
^vidends oB in subsidiary — grosa 


19,050 

13,800 

4.500 

4,79.400 

28,350 

I»76,850 

9,450 

12,000 

13,650 

61,950 

2,700 

700 

1,200 

900 

500 

7,800 

io,o:o 

11.400 



1.50.000 
6,00,000 

2.25.000 
15,000 

1.50.000 
39,600 

•*,15,200 

15,900 

1,16,850 

87,930 

200 

100 

150 


6,000 

57,000 

t0j06.500 


25.85,430 

Stock on 30th June, 1978 were : 

Raw materials 
Work-in-progress 
Finished got^s 

Accrued chwgesto be provided as under ; 

Power and lighting 


25.85,430 


Rs. 

1,14,600 

19,200 

60,150 


^ i:aa 


Coanbsionis 

Andhfces 


5/Co»>f«»? Afrf«rt>— JVkl 5^ V«w»» ■* J** 


Depreciate plini^ nachiocry acdtw!s.ard ffrr.'Trrt ^ 
iod lOJ' respecthxJy oa book lahies. 

Of the proTisUra for tncome4aa *b{ch stos>ie^ U*, t''''*' 

Rs. 87,930, Rs. 82.OC0 is to be set off acamst the 
income-tax that being the aroount at uhich the lubiht'W^j pe^y 
»ere settled. The balance of Rs. 5,930 is to be wncn bsfi to T, »«o t 
account. Provide moxne-tax on cuntM ) car's profit at 4.'T»- 

.t, ,-J -.w.R* Un aAV«^t 

• . , , . . ...... . •V Vki>*' 


SalatloB : EraertM Plastic Ltd. 

MANWACTUMMd TRADING AND PROnT AND LOSS ACCOtiNP 
fir $/tt fear /*dM SOiA JuJtt, tP^S 


Offulng itoek : 

Kiw euteHali 
Wprlr*n-prosre« 

Porchiin : 

CirrisM iewirds 
Witet 

Foavrtfldlfshtiag 10.050 
Add Accrued charge 5,600 
Tlrelaiuraoce 
Reptm to plant 
Df^^tiarton • 

PUat and mschioery 


Rt . 




1,39.000 
1 3, too 
4,79.400 
21.530 
, 1.76.150 


13.650 

10.100 

13.650 


TradiM accouni— 
Coit oJflnl»M 
OoiJQI ltOCS"> 
5Uw material* 

Work'Jn-prn#f«i 


l.tl.tM 

|V.3>S) 


9.12.300 e 


Opening stock 
Flnithed foodi 
MaDufacturioa account— 
ctHt or finished gnoda 
Gross profit 


19.030 8 Sales 

\ aesiollioci- 
r 7S.300 8 riflutwJ r'w'W 
2.69,100 I 


Rs 10.66,630 f 


Accnied audit fees 
Rates 

Salrsmeo's salaries 
Salaries 

Director,' ularirs 
Postage jnd telephone 


1.300 I 
9,450 

n,«<i 

31.956 


Tradina tccounl- 
Orossr**!!* „ 

l„,(,.rlni(-'etJon 

Ttan'fertrr* 

Share 


Priming® and stationery 
Legal expenses 
Sundry trade espentfl 
Directors' fee* 

Selling commlitlon 
AiiJ Accrued 
Josurance-ofTce 
AdscrtJiemeflt 
Deprtclailnn : 

Furniture 
Debenture In^'retf 
Add outttsr.dir.g 




7.*fi0 

2.4^'i 


1 . 7 «' 

•AH) 

soo 


fO.V)0 

tJ(Ai 

3.159 


i.r/5 

tyf . ' 


l£f45— no/lOf ' 


4-2T4 Ckipter S/AdTWced Accom^jt- 


I>rovisk)n for tKition 
Net profit 


96.930 
1 , 18 , 4 TO 
R». "02350 


Cumulative preference 
Dividend @ 8% 
Balance c/d 


12,000 

1.28.300 


1.40,300 


Rs. 


3.32.550 


Balance 
Net profit 

Provision for income-tax 
(previous year) 


15,900 

1,18,470 

5,930 


Rs. 1.40.300 


BALANCE SHEET OF EMERALD PLASTIC LTD. 
as at June 30, 1978 


Liabilities 

SHARE CAPITAL : 

Auihorised capi'al 

Issued, subscribed and paid-up — 

15,000 8% cumulative preference 


Rs. 


1,50,000 


6 , 00,000 


15,000 

1,50,000 

1,28.300 


2,25.000 

4,500 


shares of Re. 10 each 
60.000 equity shares of 
Rs 10 each 

RESERVES AND SURPLUS 
Share premium account 
Genera! reserve 
Profit and loss account 
.SECURED LOANS : 

4% debentures 
Interest accrued thereon 
UNSECURED LOANS : 

Short-term deposits from stockists 39,600 
CURREr.T LIABILITIES AND 
PROVISIONS : 

■ /I. Current Liabilities : 

Sundry creditors 
Duo to subsidiary company 
outstanding payments 
Power and lighting 
Commission 
Audit fees 
B Prnvisinns : 
provision lor taxation 
Cumulative pretcrcncc dividend 


Assets 

FIXED ASSETS : 

Goodwill 

Land and buildings 
Plant and machinery 3,60,000 
Less Depreciation 
to date 


Rs. 


1,50,000 

3,36,300 


2,16,000 1,44,000 


Furniture and fittings 
Less Depreciation 


45,000 

15,300 


29,700 


1,16,850 


1,15,200 

3,600 

2.400 

1,500 


96.930 

12,000 


INVESTMENTS : 

Shares in subsidiary companies — 

15.000 fully paid equity ^arcs 2,81,250 
Investment in other companies 1,68,300 
(Quoted investments at cost 

1,20,300 market value Rs. 1,30.200) 
(Unquoted investments Rs, 3,29.250) 
CURRENT ASSETS. LOANS AND 
ADVANCES : 

A. Current A ‘Sets : 

Raw materials 
Work-in-progress 
Finished goods 
Sundry debtors 
Cash at bank 
S. Loans and Advances: 

Advance payment of tax 
Tax deducted at source 
MISCELLANEOUS 
EXPENDITURE 


1,14,600 

19,200 

60.150 

1,60.500 

1.28.955 


38,000 

29,925 


Rs. 16.60,880 4 


cstcsaoei | 

innsfratinn 99 . The following is the 
'ts 04 . Sep tember, 1970 : 


Rs. 16.60,880 


trial balance of Ideal Manufacturers 


. Debit balances 
Opening stock 
Purchases 

Su '-cs and spares consumed 
..uinufaciuringand Misc 
expenses 


Rs. 
1,32,000 
3.84 000 
10,000 


■ ’■eight and insurance 
I ransfer to repairs reserve 
l-itercst on loan 
L'Cprcciation 
' ’.crim diiidcad 
' xcd assets at cost r 
Opcninci balance’ 

Addition 

L.se.stmems 

D--hif>rs 

Iniercst on capital durtnc 

construction (Rom last year) 




57.000 
52.0C0 

22.500 

51.500 

28.000 


12,60.000 

67.000 

26.000 
1 ,02,400 


15,000 


_ , Credit baionces 

Sales 

Departmental orders and 
•terns used in works 
Dividends 
Profit on block sold 
Sundry receipts 
Profit and loss account 
Proxisron for depreciation on 
fixed assets 
Share capital 
Share premium 
General tcsc 'e 
Dcx-elopmcni rebate r. serve 
Repairs reserve 
Secured loan 
Unsecured loan 
Creditors 

Provision for taxation 


Rs. 

7,76,000 


90,400 

l.COO 

30.000 
3.000 

20.000 


5.60.000 
2,80,t)ti0 

20,000 

80.000 

1 . 20.000 

40.000 

2.30.000 

S'l.coo 

1.70.000 


Deposits 
Cash at bank 
Cash in hand 
Managtns diractor'a 

rernuneratioa (miaitnum) 


CWpttf SjCogpaay A«!ew<>->fTnlSt» tuw > 4275 


5.WX) 


Rj. 25,50.400 


■ vas 
rent 

I jold 


under Sec. 349 of the Companies Act. 1956. rV 20.000. f4j Dep'cciatton 
allowable under income-tax laws Ri. 65.000. 15J Profit and Mss account : 
Ualance Rs. 20,000 has been arrtvcd at rpef dcb'tirg for : Provisions for 
tasatloo Rs 75,OOOandRs (5.000 for devoMpmeni rebate reserve (6'Rc- 
ppiri rc'Crve b.i]ante of Rs. 40.0f0 h.i$ been arn^ed /it as follous Open- 
jfig balance, Rs 38.000 plus transfer dnrinp the j ear. Rs. 53.000 1 iinus 
actual expenses Rs. 50,000. (7) Final dividend n -.li-c a Mt il of 2 n per 
cent on the paid.un capital of the company less interim dividend already 
declared has been proposed by the bo.ird of director' iP) Amount of share 
capital is composed of shares of Rs. tOeach fully paid. 


You are required to prepare the profit and Mo account for the year 
ended SOth September. 1970 and also to draw up a balance sheet as on that 
d.ite. Show, separately, the computation of nionjcmr director's remune- 
ru’ion. <CA, later, 1970) 


Solutloo : 

PROFIT AND LOSS ACCOUNT OF IDEAL NtANUFACTURERS LTD. 

Fo^ the yta^ tnjrd iOth Srpfe>r btr, JV7V __ 


To Opening stock 
To Inirchucs 
To and spares 
fn .Manurjctering «od 
rniscensaeous expenses 
7>' Safa'i'ei and Mages lo 
employees 


-BTT 


1.32.000 

l.«4.roo 

10.000 


1. 55.000 


1.90,000 


Dy Sties 

Xty Deparlmeniti orders ted 
ilfiri* used in Mfrks 
By pjvidcndi |Grr>‘Md kt 22%) 
By Pnjtii on »alc of block 
OrSued/yreceir» 

By ClosiDg stock 


7.75.000 


SO.tOO 

l.2« 

20.rCO 

J.roo 

1.4/.000 


To Freight and Insurance 
To Transfer to repair* fwerve 
To Interest on loaa 
To Managing director » 
remuneration (J) 

To Depreclatloa 
To Provision for uxation 
To Net profit c/d 

(subject to laxatiofl) 


57.000 

32.000 
22.300 


«,109 

31.300 

750CO 


Rs. i037.«: 


To Development rebate re.rfTve 15.070 

To Inleriin di*i<3end 21.000 j 

To Proposed dividend 2J,0w 1 

To Balance c/d 


Ry Balance from last ytir 
By Net profit b/d 


t.!Q.nOQ« 

90.373 


1 


R*. 2,00.373 


■"i'Toial ^fit 00 block aold less profit permiilcd under 3 Sec. W* c 
I. See footnote oa iha next page. 


,276 Copter 5/AdT«oc«d AcconjiUBcy 

atorial Notes 

) Computation of managing director's remuneration ; 

Net profit before debiting managing director’s 
remuneration, depreciation and repairs 
reserve and taxation provision 
(90.573+75,000+8,109+52,000+51,500) 

Less Allowable depreciation arid actual repairs 

(65,000+50,000) 


Rs. 2,77,182 
1,15,000 


1,62,182 


Managing director’s remuneration @ 5% 


8,109 


(2) 1. Only actual repairs can be deducted for managerial 

remuneration purpose. 

(3) Dividend has been grossed and managerial remuneration has 
been allowed on the gross income. Sometimes only net amount is consi- 
dered. See 85th Annual Accounts of DCM. We have also considered 
only net income (income less tax deducted at source) in one of our illustra- 
tions on the managerial remuneration. 


BALANCE SHEET OF IDEAL MANUFACTURERS LTD. 
As on 30tlt September, 1970 


LiabtliUes Rs. 

SHARE CAPITAL 
Authorised : 

...Shares of Rs. 10 each 
issued, subscribed and paid-up : 

28,000 shares of Rs. 10 each 

fullvoaid 2,80,000 

RESERVES AND SURPLUS ; 

Share premium 20,000 

Capital reserve 10,000* 

General reserve 80,000 

Development rebate reserve 
as per last 

Balance sheet 1,05,000 
Since added 15,000 

1.20.000 


Assets Rs. 

FIXED ASSETS : 

Cost as in the 
beginning of 

tlic year 12,60,000 

Addition during 

the year 67.000 


13,27,000 

Less Provision for 

depreciation 5,60,000 

7,67,000 

INVESTMENTS (AT COST) 26,000 
CURRENT ASSETS, 

LOAN AND ADVANCES 


Reptdrs reserve 40,000 

hrofit and loss account 1,29,573 

3 99.5t3 

SECURED LOAN 2,30.000 

UNSECURED LOAN . 50 000 

CURRENT liabilities AND 
PROVISIONS : 

(a) Current liabilities : 

Creditors for 

goods and expenses I,77.I09t 

(fc) Provisions : 

Provision for taxation 75,000 
Proposed dividends 28,000 

1,03,000 


(A) Current assets : 

Stock in trade 1,47,000 

Sundry debtors 1,02,400 

Cash at bank 1,40,000 

Cash in hand 2,000 


„ ■ 3,91,400 

(B) l,oans and advances : 
Deposits 40,000 

Tax deducted at 
source on dividends 282 

MISCELLANEOUS EXPENSE! 
AND LOSSES NOT YET 
ADJUSTED ; 

Interest on capita! 


4,31,682 

15,000 


Rs. 12,39.682 


Rn. 12,39,682 


Tutorial NotM : In the absence of information, particulars of the followine 
1 ms have not been given ; {i) Authorised capital : ffl) Nature of securf 


t Creditors Rs 
iicraiion 


-n Rs, 2,m ^'^O+Outstanding 


remu- 


^pterS/C«DpU7X(c«t»«f1sUSt>teMs(> 427? 

Of^ ■''“ ■ '''" •'■•l-; ^ Uue ©l investment ; (/r) Mode 

u,' ■' ■ ‘'i ■ ’ "■/■' •■!. ••:. ■ ■, about sundr/ debtors and 

I” ■ • ■' ■■ ' ■■* *■ “■ "" •■ •t bank is in a s:heduted bank 

itan***"'"*'’ ^"O^^evmus year** corresponding figures for each 

mnsIntloDlOO Tie following trhl balance has been drawn up from the 
books of Wholesale Traders Ltd as on 31rt March, 1970 : ^ 


Votbofiied Md hsued capita! Investment /ucome 

(equity shares of Rs 10 each) 4.20,000 [ 7% dfbeniuft* 


l*ropeflies (at cost) S.bo.'ooo Debenture interest 

Motor van 2i.000 Bant mtertil 

rrovuion for depreeUtfon (u on I Bjnfc ovcrdrsfl 

31»>^J ; I Debtors 

Leasehold property *** 'Vr ‘ r ‘ 

Other properties »■ !■ 

Motor van ■< i , 

Administration and selling ■ 

expenses • ■ 

Openicc stock • i 

Purchaset * ' ■ » 

Sales ' ■!' • 

htg director’s remoaentioa *. 

Rent received "• • 

Investmeqti (at cost) ../<A , 

Opfntnf balance has been eatculaud at under : 

Rs 

I, Balaacepvea in trial bsiasce 20 000 

Add AvpTopritUont already made m amviog at the above 

nalaoce '« provision 75 ^ 

Development reserre 15.000 

Opening balance before approprlition Ri 

The following further information is available : 


paid for a consideration of Rs. 3,000 received and I>ing credited to share 
suspense account 3. The Directors have reconiTnecded the fonowirg 
appropriations : (o) final dividend © Rs 5 per share including the istmm 
dividend already declared on 23rd Dccerifcer, 1969 , (i) transfer of Rs. 
10,000 to general icfcrve. 4. Depreciation to be F«vid^d _«5jollon^^: 
(a) motor ■ j ••• ,• ■ * • .. ■, 

than lease ' r* ‘ ' i I. ■ • 

purchased *' ■ '■ ' ” ' '■ ' ■■ ','7 

ofihe net profit subject to a minimuraofRs. 50,000. Ilrovisicn Icr ta.\a- 
tion to be made © 55 per cent. Ignore previous year s figures. 

You are required to prepare the profit and Io« 

ended 3I$t March. J970 and also to draw up the balance sheet as ca i-a: 

date after making such assumptions as may be necessary. 

(C.A. letrr.l D 
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SolDtioB : 


Wholesale Traders Ltd 
PROFIT AND LOSS ACCOUNT 
For the year ending 31st March, 1970 


To Opening stock 
To Purchases 
To Administrative and 
selVmB expenses 
To Debenture interest 
To Bank mlcTcst ^ 
To Managing directors 
remuneration 
To Depreciation : 
Motor van 
Leasehold 
Other properties 


1 , 20 ,^ 

13,87,500 


1,76,500 

10,500 

5,820 


54,724* 


By Sales 

By Closing stock 
By Rent received 
By Income from investment 
(gross) 


20,65,000 

1.67,000 

36,000 


4.3591 


3,000 

3,500 

18,300 


To Provision for taxation 
To Net profit c/d 


24,800 

2,70,883* 

2,21.632 


Rs, 22,72,359 


To Interim dividend 
To Proposed dividend 
To General reserve- 
proposed transfer 
To Balance c/d 


16,800 

1,93,200 


Rs. 22,72,359 


10.000 

59,152 


Ra. 179,152 


By Balance b/d 
By Net profit b/d 


57,520 

2,21,632 


Rb. 2,79, IK 


balance SHEET OF WHOLESALE TRADERS LTD 
A: at 31it March, 1970 


Liablllliet 

SHARE CAPITAL : 
Anthorised, issued, subscribed 
and fully paid-up ; 

42,000 equity shares of Rs. 10 
each folly paid-up 
RESERVE AND SURPLUS 
Capital reserve 
Gweral reserve ; 

As per last 

balance sheet 1,00,000 
Proposed transfer 10,000 


Rs. 


4,20,000 


2 , 000 * 


Profit and loss acconnt 


1,10,000 

59,152 


SECURED LOANS : 

7% Debentures (secured by float- 
ing charge on all the assets) 1,50.000 
UNSECURED LOANS : 

Bank overdraft 

(Sxiired by personal guarantees 
cf directors) 

CURRENT LIABILITIES AND 
PROVISIONS 
(A) Current liabilities : 

Sundry creditors 1,55,724* 
Unclaimed dividends 1,500 

1.57J124 


7,300 


Assets 

FIXED ASSETS : 

Property at cost 6,60,000 
less Depreciation 

provided to-date 68,300 


Rs. 


Leasehold property 
at cost 

less Depreciation 
provided to-date 


5,91,700 


1,40,000 


24,500 


Motor van at cost 
Less Depreciation 
provided to-date 


25,000 


1,15,500 


13,000 


12,<J00 

67,500 


INVESTMENTS : (at cost) 

Fully paid shares of companies 
(Market value Rs. 70,400) 

CURRENT ASSETS. LOANS 
AND ADVANCES 
Current assets : 

Stock-in-trade (at or under cost) 1,67,000 
oUDGry debtors (considered good) : 
Outstanding for a period 
«ee<Ming 6 months 1 , 10.000 

Other debts - 2,00,000 


Cash at bank 


3.10,000 

90.000 


provfifons : 
Proposed divideedi 
ProvisioQ for tuatloc 
leu cu deducted 
at aoorce 
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Ri. 


Ri. 


* Rs> ],dl,(i004suaa(Iac d/reetor'< eotstiAdlar retDoaenttoo Rs. 4,724. 


rVTOXrAL WTES 

1. InvMtroeal income bfls been grosud up at 22% to Rs 4,359, 
3,400x100/7^, since tax deducted at soonc is 22% ot the dividend pav' 
nb/e. Tax deducted at source fias been subtracted fnm the tax provision 
instead of ahonuig on the assets side as advance pa; aest of tax. 

2. Depreciation : 


Total cost of properties 
Las Leasehold 


Rt. 

8,00,000 

1,40.000 

TSooo 


Total cost 

Other properties 
6.60.000 

Leasehold 

1,40,000 

Metornn 

25,000 

LexrDepreciatioq opto 

31tt March. 1959 

50,0£k> 

21,000 

JtWW) 

Current year’s depreciation 

6,10,000 

18.300 

1,19,000 

3,500 

Tsiooo 

3,000 


3. Managing dirccton* remooeration : 

Ri. 

Net profit after the retnunentioa but before tax 4,92,515 
Add Remuneration 54,724 


Net profit before debiting the remoneratioa and 

provision for taxation 5,47,239 

Managing Director remuneration at 10% thereof 54,724 


4. Taxation Profit as above 5,47,239 

Less Managua director'# remuneration 54,724 

4,92,315 


Provision required at 55% (shown in P. and L. account) 
Less Tax deducted at source 


Proviston shown In balance sheet 


4-28t 5/Ada»»ce« Ace#«tocy 


Amount ^iv(Jd ftom pwviou* ehartholders 
„ pKsent 


Less Fnlly paid-up value 
Capital reserve 


4,000 

3,000 


7.000 

5.000 


2,Q0C 


IIlBStrttlon 101. , , , , rc 

The following balances have bcea extracted from the books of Sure 

Success'Ltd, as on 31st Decemb<tf, 19T2 : 


Debit Ba!ai\ces 

Land : at cost . , 

Buildings (cost less depreciation) 1 
Plant (cost less depreciation) 
Furniture (cost less depreciation) 
Selling expenses 
Directors’ fees 
Administrative expenses 
Sinkins fund investment 


11 : 5 . 
37,i:0 
,50 ao 
80,000 
ts.oco 
12,000 
2.-4O0 
38.000 
40.800 


Credit Balances 
Share capital 
General reserve 
Share premium 
Gross predt 
Provision for taxation 
(opening balance) 

Bad debts realised 
6 per cent debentures 
I (nnsscuied) 


Rs 

2,OO.OrO 

2b,0«l 

1,02.250 

15.000 

1.500 


2.co.ooa 


Calls-in-arrear 3,(K)0 

Bad debts , 2,000 

Sundry debtors 1,45,000 

Audit fees 1,000 

Tldvancc payment of : 

Income-tax for 1971 12,000 

Income-tax for 1972 S,000 

Glossing slock 65,000 

Ca.sh in hand 5,600 

Cash at bank 68,000 

Debenture interest 12,000 


Profit and loss account .5,00( 

(opening balance) 

Sinking fund for debenture 

redemption 40,801 

Sundry creditors 23,001 

Interest on sinking fund 

investments ■ 2,50( 

Miscellaneous receipts 3,00< 

Liabilities for expenses 4,00i 


Rs. 


6,97,050 


Rs. 6,97,05( 


The following further particulars are available: I. The basis c 
valuation of closing slock has been changed from this year resulting i 
an additional profit of Rs. 3,000 as compared to valuation on old basis 
2. Administrative expenses include Rs. 6,0(3o paid to managing director, a 
an advance against his rcmimeration. 3. Sinking fund is to be creditei 
with Rs. 20.000 which together with the interest received would be investci 
oh 1st January, 1973. 4. Indome-iax assessment for 1971 has been comp 
letedon20th December 1972 on a gro3s damand of Rs. ld,()(W but m 
effect ha-s been given in the books. 5. At a meeting held on 25th Novcm 
ber 1972 the board of directors decided to allot one fully paid bonu 
share against two shares held by members who are not in default in pay 
mentof calls. This was sanctioned by the members on 1 8th Decembe 
1972 but no effect has been given to it. 6. The managing director i 
entitled to a remuneration calculated at 5 par cent of the net profits 
7. Provisions for taxation are to be made as fellows : (a) Income-tax a 
45 per cent ; (b) Special surcharge at 5 per cent on lacome^tax. 8. Ou 
of sundry debtors, Rs. 40,000 are due for more than .tj.x months. Then 
IS no doubtful amount. 9. Depreciation written off up to last year a 
rato mentioned against each are as follows : («) Building Rs. 5,CC0 r 
(h) Plant Rs. 45.000 at ]5”/; (c) Furniture Rs. 5,0C0 at 10®/ 


Chapter 5/0a4paap Aecsts(t->-Fkal Slalearau 4 21) 
0. Market value of sinking fund investmenij on 3ht Decemb<r 1972, 
ts. 42,000. 11. Calls-in-arrcar are due on 1,000 shafts, out of 20.C00 
bares of 10 each fully called up. 

You are required to prepare lha profit aud lost accouut for the year 
nded 31st December, 1972 and a balance sheet as at that dale. 

(C. A. Inttr, 1973) 


jolatioo. 


SURE SUCCESS LTD 
PROFIT AND LOSS ACCOUNT 
for fit yter tndint Mu Deefmber J972 


<-21i2 Chapter S/Advanccd Accbuntancy 
less Calls-in-arrear 


3,000 Plant at cost 


(Out of the above, PjSOO shares 
of Rs. 10 each have been issued 
as faUy paid-up as bonus shares 
out of share premium and gene- 

5^"eRvI\nD surplus: 
Share premium zu.uw 

^K^f bon^ shares 20,000 

Profit and loss account 
Sinking fund for 
redemption of 
debentures : 

"Balance b/f 
Addison doting 
the year 


2.92.000 


,anv ai lAjav _ . 
Less Depreciation 


1,25,000 

57,000 


Furniture at cost 
Less Depreciation 


20,000 

6,500 


16 
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INVESTMENTS: 

Acainst sinking fund tor 

redemptibn of debent^s 

(Market value Rs. 42,00^ 
CURRENT ASSETS, LOANS 
and ADVANCES . 

(A) Current assets : 

Stock in trade 
(at or below cost) 

Debtors (unsecured considered 
good) 

Due for more than 
6 months 

Other debts 1/15,000 


68.000 

13,506 




40,800 


65,000 


1 , 


Less Utilised for 
issue of bonus shares 
and for bonus sus- 
pense account SO/WO 

0m, 

SECURED LOANS ; 

nil 

UNSECURED LOANS i 

6% Debentures , 

2,00,000 

CURRENT UABIUTrES AND 
PROVISIONS : 

XA) Current liabilities : 

Sundry creditors 

29,000 

(B) frovlsion : Tmtion 18,735 
less Advance payment 8^00 

5,735 

Bonus suspense account 

5,000 

Ra. 

5,93,870 

tutorial notes 

•atsessosB 


Cash in band 
Cash at bank 
(B) Loans and odronces : 

(Unsecured considered good) 
Due from managing director 
(Maximum amount due 
Rs. 6,000) 


5,600 

68,000 


(i) Creditors ; Sundry creditors 
For expenses 
For tax (14,000--1 2,000) 


Total 


(rr) Depreciation : 


On building Rs. 1,50,000 at 2J% 
On plant Rs. 80,000 at 15% 

On furniture Rs. 15,000 at 10% 


{Hi) Transfer to debenture redemption fund : 

Annual instalment 
Add Interest received 


4,470 


Rs. 5.93,871 


23,00( 

4 , 00 ( 

2,00 


29,00 


Ri 

3,75 

12,00 

1,50 


17,2' 


2.500 


20/K 


Less mcome tax applicable to 

this item 47*25%, i.e., 45% -f 
5% of 45% 1.181 


(/v) Advaace against znanaglog director’s rcmMcration t 

Amount paid 
Less Amount payable 

Balance due 
(v) Bonus shares : 

Total number of shares 
Less ‘Dcfaulljng* members, not 
eligible at present 


1,319 

21,319 

6,000 

1,530 

4A70 

20,000 

1.000 

19,000 


Bonus shares at the rate of 1 for 2, 9,500 of Rs. 10 each 

t.. *“"“8 IMHUS shares, the Iharc premium accoonl of Rs 20.000 

“UlieehfoUyolilijjjjndUehalanceofRs. 7J,C00talenonl of 

Ue amount which would bo utilised for issuing bonus shares, 
the tails in ,_„„e paid, has been put to snspenso account ny 
“?"’ttg«neralrtsen'e. , 

( sQ Figures for the previous year have not been given for want oi 
isfonnktion. 

. n ® T« prevision for the current year has been ealcnlatcd on proEta 
ofitj.29,070, B, l3,735*fR». 15,335. 

(r///) Debrttnre interest payment ibown in the trial balance li 6% of 
dehenturea This m^sMlaVbu been deducted at sonree, 

assignment material 

OtioofIteTyp.Qa„a„„ 

I. State whether the following statements are 'Tine nr 

locoracy. 

, “^0 shareholders can iflcrea« dividend rccomaaeo- 

Md by the dtreicton, if tb^ consider It too »ow. 

* "erTrded„etad.,.nm«wil..PPV«»”^« •>« 

rC^Tny is uving -boMioso directors, it eanoo. have 

i»o(h managing director _ -ovidin* for rjrrent year's 

ff). Dividend can be dedaied after providing 
Jeprtaalion. «.m .fief 3 vea.a froa the dale on 

V* dividend rSem. 

which It became doe cnn be transferreo u> p ^ 


4-JS4 Chapter 5/ Adraoccd Acconntant? 

T> "Rptiate Reserve according to the guidelines for 

bonJ ?s cSfsiderJd as free reserve and is also allowed to be capit^ised. 

(;•) Bonus issues can be made even when the shares are partly paid. 

TT Fill in the Blanks : 

(») KpiKSioo ‘■Revenue Reserve" shaU mean any reserve 

""‘“(trNoMsfertoreserves is obligatory if the proposed dividend 

net cscced... . 

(c) Not more than two bonus issues will be allowed to a company 
aver a ^ried of... years. 

(d) The maximum remuneration payable to managerial personnel 
is ...of the net profits calculated in accordance with Sections 349 and 350 
of the Companies Act. 

(e) According to the present guidelines on managerial remuneration 
in force, salary payable cannot exceed Rs....per annum. 

(/) Provision for taxation is to be shown in the balance sheet under 
the head... . 

(g) The dificrence between the gross dividend receivable and divi- 
dend received is debited to 

(ft) In the balance sheet forfeited shares amount is to be added 
to,.. .... ... 

(/) Dividend declared between tv/o Annual General Meetings is 
called the 

(j) When the proposed dividend is more than 20%, an amount 
equal to,. .of the current profits must be transferred to reserve. 

III. Indicate the correct answer : 


(a) In the balance sheet of a company the items Goodwill, Patents 
and Trade marks are shown under the heading , 

1. Current Assets 

2. Loans and Advances 

3. Fixed Assets. 


(6) Preliminary expense is 

1. Current Asset 

2. Fictitious Asset 

3. Current Liability. 

(c) Divisible profits do not include 
' 1. Reserve Fund 

2. Profit on revaluation of assets 

3. Post-incorporatiou profits. 

(d) Ad vance payment of tax should be shown on the 

1. Assets hide of the balance sheet 

2. Liabilities side of the balance sheet 

3. Debit side of Profit and Loss Account. 

(e) Dividends are usually paid on 
i. Callcd-up Capital 


2. PaJd-up Capital 

3. Nominal Capital. 

(/) pividend becomes payable wbeo it it 

1 . Recommended by directors 

2. Demanded by tbarelioMcrt 

3. Recommended by directors »rA b, 

(j) Indicate the item that fipifcs 10 
below tbe line 

1. Provision for Taxation 

2. Transfer to Sinking Fund 

3. Contribution to Provident 

(A) Amount set apart to meet Joitet dee to ,<>>/♦ f. t 
1- ProsTsion 

2. Reserse 

3. LiabOity. 

(i) ^lea the proposed dividend is </ 

to be transferred to reserves is 

1. KH 
1 S% 

3. 10% 

(j) J lid. nade a loss of Rs. 30,000 after provjdtrt for depreeio 

.... .. .. In 1977. rt fffcie a r»^>f.t c-' ?t 

» • I defrcezat.Oi. Tije amount avt -it. 


1. pj. l.CO.OOO 

2. Rs. 50.000 

3. Pj. 70,CCO. 

Exercises 


1. Under via fcezding will >oo classif tie : 

(a) pre!in:'-niJ 7 expenses ; (W o.ndaimed drr.ttzjf. ; ^e; ''•f 

exchange; 

[Afir«7^5:rraj ejyejid/rare ; Cxirrent bainiUUz I^r.: e'Jc-zys’f^i'r 

2. Re. 2 rrjrfr tee fcZir»ir.z bends of atvet ^v^e c' fciUece Sv-e^ ; 

(o)fixd arett; (t) snisrelhneous ezpr*dinre ; ae.f 

xovances ; (dj c:*.r.trenti ; fe;ct»Ter.i assrti. 

1/. Fixfd cvnj : 2. . 3 Curren ezT'ZT . cri 

ces— <i) Cirreefcrrierr (u} Lsat: erj cdizrjzei . * 


3. Under Tkta: 
(a) Share presr 
dMdend, (diForfe:! 
dividend. 


hesi'iw::! j-5: 


! sVrsi the 
P opce-ed d.-J ir i 
* In A.'r=r- cf 


rrrer 



fraii.;.; CiTTC:.' /i!.: I 


■ 'c fsu'S’vimj" . 


4 Vri^r 
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[(i) and (i«) Current assets ; (n*) and (v) Loans and advances ; 

(iv) Fixed assets ; (vj) Miscellaneous expenditure] 
5 , Under what heads will you classify the following items on the 
liability side of the balance sheet of a limited company : (o) Unclaimed 
dividend : (6) Proposed dividend ; (c) Interest accrued and due on secured 

loans ; {d) Interest accrued and due on unsecured loans ; (e) Protdsion _ for 
taxation ; ( / ) Arrears of fixed cumulative dividends ; (g) Share premium 
account ; (h) Share forfeited account. 30-2 

[(a) Current liabilities ; (b) Provisions ; (c) Secured loans \ (d) Un- 
secured loans ; (c) Provision ; (/) As a footnote under the balance 

sheet ; (g) Peserves and surplus ; (/i) Share capital account — 

added in subscribed capital] 

6. How would you recommend the following items should be dealt 
with in the accounts of a limited company : (a) Preliminary expenses Rs. 
1,200 ; (6) Premium of Rs. 3,000 paid for 21 years’ lease of premises; 
(c'l Rs. 1 .500 expended in structural alterations to the above premises; 
id) Rs. 5,000 received as premium on shares issued ; and (e) 500 Rs. 10 
shares forfeited on which Rs. 5 per share had been paid. 

(B. Com., Madurai, 1973 ; Modified) 

7. What do you understand by the terms “Provisions", “Reserves”, 

“Reserve Fund”, and “Capital Reserves” ? Give a few examples of 
“Capital Reserves”. (Indian Institute of Bankers, Part II, 1966) 

8. State briefly the items that are included in any two of following 
major heads under which assets of a limited liability company are shown *. 

(fl) Fixed assets : (b) Investments ; (c) Current assets, loans and 
advances ; and (d) Miscellaneous expenditure. 

(Indian Institute of Bankers, Part II, 1968) 

9. State briefly the items that are included in any two of the follow- 
ing major heads under which liabilities <of a limited company are shown : 

(0 Reserves and surplus ; (/;) secured loans ; («/) unsecured loans ; 
(iv) current liabilities and previsions ; and(v) contingent liabilities. 

(Indian Institute of Baoktrs, Part II, 1968) 

10. How would you treat the fcl owing items in preparing the bal- 
ance sheet : (a) You are to take Rs. 5,00,000 out of a bank’s profit and 
place to secret rcsene undisclosed to shareholders ; (6j Donations received 
y a club to build a new tennis court (not commenced) ; (e) Debenture 
redemption fund, all the debentures having been paid off out of cash; 
(o; Jnlcre.st received by a new company on share capital invested, business 
nm Having commenced ; and (e) Remittances in transit between head 
Office ard branches and inferesf. 


(Indian Institute of Bankers. Part II, 1965) 

>ou exhibit the following independent traa- 
m capital in li.e balance sheet of a limited com* 

r shares of Rs. 10 each. The 

anrf r-i ' ^ thC'C shares were fully called 

nuhhc shares of Rs. 10 each. The 

nvid frV^A A ^nly f O.Ol O .'•hares. Rs. 8 per share was called and 
niiblic '^‘^ui'ty shares of Rs. 10 each. The 

KS eSt rtfo 8 ''■as called. All 

y except Rs. 2 rer share on ICQ shares was lecehed. Of these 50 
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^hV^^I‘nr m' S''""*- w A company cfTcrcd 70,000 
^int> shares of ftj 10 each. The public applied for 90,000 shares The 
company relurted the eacess money, Ra. 8 per share nil caUed. dO shtrci 


lor consideration other than cash. 30 3 

S'"-' follonins items in the balance 

snect or a limited company as on December 31, 1971 : 

(0 Oriainal cost of building Rs. 4.00,0,'X>, (it) Book value of building 
on Jan. 1, 1971 Rs. 2,E0,000, (Hi) Depreciation to be written off at 5% on 
written-down value. 30 4 

[Total depreciation to be deducted from the original cost Rs. 7,34, (WO] 
13. Re-arrarge the following items under the three heads : (/) Fixed 
assets, (//) Current assets, and {lit) Loans and ad\-anccs : 

(fl) Livestock (h) Leasehold (o) Cash in band 

(o) Loose tools (/) Stock-m*trade (p) Wotk»m*progress 

(c) Goodwill (J) Stores and spare parts (9) Plant 

(d) Trade marks (ife) Furniture (r) Interest accreed 

(e) Bills receivable (/) Vehicles (s) Deposits with 

(/) Debtors (m) Advances to subsidiary pon trust and 

(g) Land (n) Cosh with bank electricity supply 

company 

[Fixed assets : (e) (g) (A) (^1 (L) (d) (u) (/) ; Current atsets : (r) (J) (A) (0 
(p) (/) («) (") • Loonr and ttd\ances : (m) (e) (i)] 

Problems 

ir • . , . .t-.'-.j D, ‘'.OO.OCO divided ictn 

. . • (X;0 equity shares of 

■ ordinary shares arc 

IS ascertained that the 

company had made a net profit of Rs. 26,100 Ihere was a balance of 
Rs. 2,700 brought forward from the previous vear. The directors decided : 
(a) to transfer Rs. 5.000 to general reserve ; (b) to p y preference dividend 
for the year ; and (c) to propose a dividend of 13 per cent on equity 
shares. 

Show how the above information would appear on the appropriation 
account. Draw up liability side of the balance sheet as on December 31. 
197 J. (ffafance o/opfroprlcllon a'^eount Rs. S/00) 


15 . • .rr>, 2.00.000 divided 

into 2,( ■ 00 equity shares 

ofRs. ■ • ' ' fully paid. Out 

ofeqiii led and paid. On 

December 31, 1971 the company’s pcreral reserve was Rs. 30.000; Current 
liabilities Rs. 7,500 ; Current assets Rs. 62.750 ; Fixed assets (at coit) R$ 
90,000 ; and provision for depreciation on fixed assets Rs. 20,250. 

hfake a summarised balance sheet os on December 31, 1971 to dis- 
play this information- Set out the balance sheet in such a way is to ihow 
clearly the net value of current assets. 


[Balance sheet total Rs. 1^5,000 ; AVi jalue of current assets Rs 53,230] 
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16. How would you deal with the undennentiooed items when 
prejMiring the annual accounts of a limited company : (1) Transfer of Rs, 
50,000 to reserve fund. (2) Rs. 700 commission and expenses incurred on 
the issue of 8,00,000 7% debentures repayable in 10 years from the 
date of issue.. (3) Transfer of Rs. 35,000 to the company’s own fire insu- 
rance fund. (4) On issue of 1,000 5% debentures of Rs. 100 each at 95 
repayable (in 10 years from the date of issue) at par. 

. (Indian Institute of Bankers, Part II, 1965) 

17. A Limited Company has resolved to utilise Rs. 5,00,000 out of 
its reserve fund in declaration of a bonus to the shareholders. The bonus, 
however, is to be applied to the extent of Rs. 2,00,000 in payment of final 
call of Rs. 40 per share on 5,000 equity shares of Rs. 100 each and to the 
extent of Rs. 3,00,000 in the issue of 3,000 fully-paid equity shares Of Rs, 
100 each to the existing shareholders. Give the journal entries necessary 
to give effect to the above resolution. 

(Indian Institute of Bankers, Part 1, 1969) 

18. The capital of a limited liability company consists of 1,00,000 
equity shares of Rs. 10 each, fully-paid, and 1,00, OCO equity shares ofRs. 
8^r share pa id-up . The two lots _were issued at two different times. 
The company has the following undisposed of balances in the various 
accounts : (a) Rs. 1,26.955 in the profit and loss account ; (b) Rs. 4,85,600 
in the general reserve ; (c) Rs. 1,00,000 in share premium account ; and 
(d) Rs. 5,00,000 in capital redemption reserve account. 

The company has decided in its general meeting to capitalise a part of 
the above balances : (11 by paying as bonus Rs. 2 per share on the partly 
paid equity shares so as to make them fully paid by transferring Rs. 
1,00,000 from the profit and loss account balance and Rs. 1,00,000 from 
general reserve, and (2) by issuing 1,00,000 fully- paid equity shares at par 
as bonus, face value Rs. 10 per share by Iransfirring (a) 25,000 from the 
profit and loss account balance, (b) Rs. 3,75,000 from general reserve, (c) 
Rs. 1,00.000 from share premium account, and (d) Rs. 5,(0 000 from 
capital redemption reserve account. 

Draft the necessary journal entries to give effect to the above trans- 
actions. (Indian Institute of Bankers, Part II, 1970) 

19. What do you understand by capitalisation ? What are the 
methods of capitalisation ? Give accounting treatment of all. 

The following are the extracts from the draft balance sheet of X Ltd. 
as on December 31, 1962 : 

Rs. 

Authorised capita! : 

1,00,000 equity shares of Re. 1 each 1,00,000 


Issued and subscribed capital : 

50,000 equity shares of Re. 1 each fully 
called up 
Reserve fund 
Profit and loss account 

declaring bonus of 20% on equity shares to 
be provided as to Rs. 6,000 out of reserve fund and the balance out ol 

profit and loss account. Tlie bonns was to be satisfied bv issuing fully 

Youarcrcquiridloset out jountal LtrlS to pi™ 


50.000 

30.000 
15,000 
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effect to the resoloti’on and show how they would affect the balance meet. 

(C. A. rater., I96J) 30 tf 

20. The capital of a limited company conshled of 12,500 5!^ pre- 
ference sharea of Rs. 10eachand25.000cquityiharc3orRj. 10 each and 
the company has accumulated, outofprolitf.a resen-e fund of Rs. l lakh. 
It further issued 5,000 equity shares during the year at a premium of Rs. 
IS per share, and the whole amount has own realised. At the end of the 

year an independer* -*■ -•*€ - -i . i ., . ,,, 

figure as follows : ' • 

nery by Rs. 1.50, 0" . ■ ■ ■• ■ > 

reduced the amount of the following : Goodwill by Rs. 75,000, concession 
rights by Rs. 50,000. 

It was decided (0 to redeem 15,000 debeatures of Rs 100 each at 
5% premium 1 (t/) to allot oae boiuf shire ofRs, 10 a* full-paid up for 
every equ'ty share held, and (III) to adopt new valuation. Make journal 
entr'es and comment on the proposal. (C A. Final, t957J 30 7 

21. The followiag items appeared in Ire balance sheet of Alpha Co. 
Lid. on31$t March 1978 : 

(/) Authorised share capital: 50.000 shares of Rs. 10 each, (ll) 
Issued and subscribed share capital: 40.000 shares of Rs 10 each of 
which Rs. 9 per share has been called up and paid, (lit) General Reserve 
Rs 2,40,000. (/■>] Profit and loss accouQt (Cr ) Rs. 16,325. (r) Proposed 
dividend Ra. 36,000. 

•• * — •* held on 10th AuguJt 1978 

■ ■ ■ ■ • • • . (/> To declare dividend as 

• • . • , . • • aJ bonus of Ri 5 per share 

as recommended by the directors to be satisfied partly by making the 
existing shares fully paid and partly by issuing fully>pa d bonus shares 
at a premium of 60%. The resolutions were carried into effect on 
30th August, 1978. A separate ‘dividend bank account' was opened with 
Slate Bank of India and all the shareholders claimed the amounts of 
dividends from the bank up to ISih September, 1978. 

Pass journal entries to record these uaniactions in Ihi books of the 
company and show how the items will be shown on the liabilities side of 
the balance sheet. 


(I) 


(Rs in lakhs) 


Share capital ns on 3U3-1978 : 

Authorised capital : 

9.00,000 Equity fhares of Rs. 100 each 

25,000 9% Cumulative preference Shares of Rs. ICO each 


900 00 
2500 


925 fO 


(M 

10 ( 45 - 


Issued, suHcrikcd and paid-up capital : 
4.(r-.cCO<quii) shares ofRs, IDO each (mclMiaf 
|,C0,CC( equity shares inuedforconsideralino 
other than casaV- 
150/1985) 


40000 





4'2S0 
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25, COO 9% Cumulative preference shares of Rs. 100 each 25-00 

425-00 


( 2 ) 


Reserves and surplus as on 3I-3-I978 : 

Capital reserve 

Share prcu ium account (includes Rs. 25 lakhs premium 
on shares issued for consideration other than-cash) 
Capital redemption reserve fund 
Eevelopment rebate reserve 
General reserve 

Surplus in profit and loss account 


5-00 

75-00 
50-00 
125 00 
460-00 
77-25 


792-25 


(3) 

(4) 


Tax liabilities disputed in appeal as on 31-3-1978 15-00 

Unprovided amount of accrued gratuity as on 31-3-1978 45-00 

Proposed dividend for the year 1977-78 62-25 

Pre-tax profits for last four years ended on : 

31-3-1978 192-00 

31-3-1977 154-00 

31-3- 976 185-00 

31-3-1975 160-00 


Assuming that the following are the salient points from the guide- 
lines issued by the Controller of Capital Issues for issue of bonus shares, 
give your working in support of your advice to the directors in respect of 
their proposal to issue the bonus shares ; 


1. The bonus issue must.be within the authorised capital of. the 


company. 

2. The bonus issue is permitted out of Free Reserves (including 
the surplus in the profit and loss account) built up from genuine profits or 
share premium collected in cash only. 

3. Reserves, created by revaluation of fixed assets, are not permitted 
to be capitalised. 

4. The residual reserves, remaining after capitalisation, should be 
at least equal to 33J% of the increased paid-up capital. 

5. Capital redemption reserve should not be included in computing 
the residual reserves. 

6. Contingent liabilities, having a bearing on net profits, should be 
taken into consideration while calculating residual reserves of 33J% 
referred to above. 


2. 30^, of the average pre-tax profits (after providing for preference 
dividend, if any) of the preceding three jears, should yield a rate of 
dividend, on the expanded equity capital, of at least 9%. 

8. Capital reserves arc ceither allowed to be capitalised nor 
considensd for residual reserves lest, of 33 J per cent, refened to above. 


Therel-ore fh^ •bove, only Rs. 165 iShs 

SS held J for every two Equity 



Omftir S/O cjtj A frw ih FW l 491 

23. The iumnAriscd batance tbcct of a limited cocipasy oa 3Itt 
December, 1969 wu as follows : 

Kj, 

Sbtre Gipltal 
AnthorlieO : 

90.000 iharei of Rs, 10 cacb 5.00,000 

Sobicribed tsd paid*op : 

.‘tt.OOOtharetofRs. 10 each 3,00.000 
Profit and loti accoant 1.40,000 

Debentures 1,00 000 

Creditor* 70j»0 

Proposed dividend 30,000 

Rl. T40.OOO 

At the annual general meeting of the company held on 1st April 
1970, the following rtsolntions were passed ; (/) To pay a dividend in 
cash of 10 per cent for the year, 1969 ; (//> To issue one fully paid bonus 
share for every five shares held : (///) To give existing shareliolders the 
option to purchase one Rs. 10 share at Ra. JS for every five shares held 
prior to the bonus distribution, this option Ixing taken op by all t‘te 
shareholden ; (tv) To repav the OebentofM at a premium of 5 per cent 
Pass the necettiry joumat entries to record the above transactions 
and prepare the balance sheet. [D. Con. (Hons }, Dtihl I97]j 

24 The following balances appeared in the books of Parasuram 
Flour Mills, Ltd., as on 31st Deeefflbn 2971 : 



Ri. 

Slock of wheat 9JOO Fomitsre 3,100 

Stock of fiour 16.000 Vehicles 3.100 

Wheat pufChires 4.05.000 Stores aad spare parts 11,300 

MiBUfiaurtas rxpentei 90.000 Advances 24.300 

Flour sales 5^3.000 Book debts 3I.?00 

Salaries and wages 13.000 loveittnesis 4,000 

Establishment 4,700 Share capital 73.0CO 

Interest (Cr ) 300 Pcoiion fund 23.000 

Rent received 800 Dividend eeualnaliOD fund 10,000 

Profit and loss account (Cr.) 15,000 Teiation provmon 8.300 

Directors' fees IMO Uoclilmed dividends 900 

Dividend for 1970 9.000 Depoiin (Cr > l.«00 

Land 12.000 Trade creditors 1,24.000 

Buildings 30400 Casb in hand 1400 

PUat and machinery 50400 Cash at bank 40.000 

Prepare the company’s tradin' .-j 
jear and balance sheet as on 3l$t Det ■ ■ ‘i 

ing adjustments into account : (0) ■ < 

Wheal at cost, Rs. 14.900 : Flour at •• ■ * 

standing expensei : Manufacturing ex. • • , ' 

wages, Rs. 1,200 : (c) Provide depreciation • Building at 2*. ; Plant and 
machlrery at 10%: Furniture a! lOJ' . and Vehicles 20*. {</) Irftrcst 

accrued on Government Securities. Rs. l0O.fr) A tax provision of Rs 
is considered neressar.v. f/) The d-recters propoie a dividend of 
20%. (?) The authorised capiul consists of 12.000 equity ih.ires of Rs. 10 

each, of witch 7, 2C0 shares were issued and fully paid up. 

(B. Con. Kerala, 2973) 

IGrcil rnfil Rj 47,600 : Karn/l Ri 7IJI0 : 

p, n J in ' P,3lcnf( 


300 Pcoiion fund 

800 Dividend equaliialiOD fund 

15.000 Teiation provmon 
1400 Uoclilmed dividends 
9.000 Depoiiii (Cr) 

12.000 Trade creditors 

30400 Casb in hand 

SO4OO Cnih at bank 


n/’prej'ifat/cn ttiLrer /O I P-xf-ncr 
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25. The following is the trial 
Modern Manufacturing Company Ltd 

Rs. 

Steck, 30ih June, 1959 7,5C0 

Sales 35,000 

Purchases 24,500 

5,000 
700 
500 
750 
495 
1.705 


balance on June 30, I960, of the 


Productive wages 
Discounts (Dr.) 

Diicounis (Cr) 

Salaries 

Rent 

General expenses 

Pit fit and loss account. 30ih June, 
1959 (Cr.) 


Rs. 

Dividend paid, August, 1959 500 

Interim dividend paid, Feb., 1960 400 

Capifal— 10,000 Re. 1 shares. 

fully paid 10.^ 

Debtors 

Creditors 1*'50 

Plant and machinery 2,900 

Cash in hand and at bank l.oZO 

Reserve 1 550 

Loan to managing director 525 

1,503 I Bad debts 158 

Stork, on 20ih June, 1960 Rs. 8,2CO. You ■■’re required to make out 
the trading account, and profit and loss account for the year ended 30th 
Jure, I960 and the balance sheet as on that dale. You are also to make 
f ro'y is’On in resncct of the followinn '. Dci'reciate marhinery (n). 10% 
I'cr arpuin ; (/') Rc.serve 5% discount on debti rs ; (Hi) Allow per 
discciur.t on rreditor.s ; (/v] Provide managing director's commission, 15% 
on tl c rit profit, before deducting his commission ; (v) One month’s rent 
Rs. 45 per iTiensem was due on 3flth June ; and (v;) Six months* insurance 
included in genera! c.xpenses v\as unexpired at Rs. 75 per annum. 

(Delhi B. Com., 1963) 
(Gross profit Rs. 6.200 ; Net profit Rs. 2,083' Hi ; Balance Sheet 

total Rg. 16,355) 

26. The following is the trial balance of Alfa Ltd., for the year ended 
30th Jure, 1977 : 


Debits 

Rs. 

Credits 

Rs, 

Land and buildings 

3,00.000 

Svmdrx’ creditors 

40,000 

Plant .and machinery 

4,50,000 

Bills pa)able 

20.000 

Furniture and fittings 

40,000 

Gv.tcial reserve 

2,00,000 

Goodwill 

60.000 

P <V f. .A -• h.ilanco (on 1-7-76) 

90,000 

.Sundry debtors 

60,000 

Sah‘- 

6,25,000 

Bills receivable 

26,000 

tciutns 

15.000 

Investments (5% Govt. 

securities) 30,000 

CiiMiiy si-.aic capital 

5,00.000 

Cash in hand 

2,000 

8“;, Prcfcicncc share capital 

2,00,000 

Cash at banks 

55,000 



Preliminary expense 

29.COO 



Purchases 

4.00.000 



Sales returns 

10,000 



Stock on 1-7-76 

85,000 



Wages 

47.C00 



Salaries 

55,000 



Rent, rates and taxes 

9.000 



Carriage inis.irds 

6.500 



Law charges 

2.500 



Trade expenses 

23,000 

. 



Rs. 16,90,000 

Rs. 

16,90,000 


Prepare the profit and loss account and balance sheet of the coi i- 
panyiafter taking the loliowing particulars into consideration : 

• . rl"L authorised capital of the company Rs. 10,00,000 divided 
in^to 50,000 equity shares of Rs. 10 each and 5,000 8 per cent preference 
shares of Rs. 100 each. 
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(b) The ortgiaal cost of land nnd building, plint and machinery 
and furniture and fittings was Rs. 2.SO.OOO. Rs. 6.00,000 acd Ri. M.OOQ 
respectively. Additions during the year a-ere : building Rs. 50,000 and 
plant Rs. 20.000. 

(c) Depreciation is to be chared on plant and machinery and 
furniture and fitting at 10 per cent on original cost. 

(d) Of the sundry debtors, Rt. 10,000 are outstanding for a period 
exceeding 6 months, Rs. 5,000 are considered doubtful, while the othen 
are considered good. 

(e) The directors are entUled lo acommissioti at I per cent oflbe 
net prouts before charging such commission. 

(/} Stock on 30th June. 1977 is Rs. 1,30.000. 

(f) Provide Rs. 34,800 for income-tax. II.C.W.A. (Final) Dec , 19771 

{Gross profit Rs. 2,21^00 ; Net profit Rs. 25,095 / Bailee sheet 
total Rs.J 1,10,500) 

Hint ; Provide for interest on iovestmeoti and depreciation on 
additions to plant. 

27. “Evcrpfoipefoui Private Limited*’ prepared the following Inal 
balance for the year ended June 30. (977 and you are required to prepare 
the profit and lots ascouat and btta tee sheet as per the provisions of 
Companies Act, 1956 after coniidetiog tbe adjustments detailed below : 
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Packing matenals 15,000 

Finished goods 1,05,000 

(c) Purchases— raw materials includes items of furniture acquired 
during the year at Rs, 25,00f’ and Rs. 35,280 as advance for car which 
was received on July 10, ] -^77, 

(d) Taxation at 50 per cent. 

(e) Share capital consists of : 

Authorised Rs- 

503—81% cumulative redeemable preference 

shares of Rs. 100 each 50,000 

6,000 — Equity shares of Rs. 100 each 6,00,000 


Rs. 6,50,000 


Issued, subscribed and paid-up 

250—8^% Cumulative redeemable preference shares of Rs. 100 

each. 

2,750— Equity shares of Rs. 100 each fully paid up,. 

200— Equity shares and 50— 8i% cumulative redeemable preference 
shares were issued for consideration other than cash. 

(/) Directors issued bonus shares to equity shareholders by capi- 
talising general reserves in the ratio of 1 ; 1 for which no adjustments were 
made in books. 


(g) Directors proposed dividends on preference shares and on 
equity shares at 1 5 per cent and to transfer Rs. 7,00,000 to General Reserve 
out of current profits. 

(/;) Sundry debtors include Rs. 39,000 over six month out of which 
Rs. 1,700 bad debts to be written off. 

-(/) Cash and bank balances include Rs. 1,360 cash on hand, Rs. 
10,000 in fixed deposit and balance in cunent account with scheduled 
bank, (I.C.W.A. (Inter) Dec. 1977) 

[Net profit Rs. 7,88,040 ; Balcmce sheet total Rs. 29,35,080] 


28. The following list of balances of S, P. Ltd. as on 31st March 
1977 has been extracted from its books of account. Prepare profit and 
loss account for the year ended 31st March 1975 and balance sheet as at 
that date. 


Land and baildinss 
Furniture and firtinfs 
Plant and machinery 
Stock-in-trade, 31-3-75 
Salaries 

Printing and stationery 
Debtors (less than 
6. months old) 
Trade investment 
Cash on hand 
Preliminary expenses 
Bank balance 

(Scheduled bank) 
Advance payment 
of income-tax 


t/r. 

70.000 Share capital {2,000 shares 
4,000 of Rs. 100 each on 

50.000 which Rs. 50 per share 


64,000 are paid-up) 1,00,000 

4.000 General reserve 15 OOO 

600 8% Debentures 50,’000 

Bank overdraft 

35.000 (unsecured) 2,000 

3.000 Sundry creditors 8,’000 

1.000 Share premium 5*, 000 

2.000 Debenture redemption reserve 20',000 

Gross profit 52,000 

12.000 Profit and loss account . . ' 3,000 


4.000 
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lotereit (Neti) 1,000 

Oebsotore interest 2,000 

Otrectors* fees 1;OOQ 

Rent, ntes tod insttruce 1,400 

ToUl 2.33,000 TcUl Rj 243,000 

The following information is rtloant for the purposes of preparation 
of final accounts : 

(1) Outstanding expenses: Audit fees Rs. 1.000. Interest on 
debentures for 6 months Rs. 2,000. Provision for tax Rs. 12,000. 

(2) Machinery worth Rs. 20.000 was purchased aid Installed on 
1st October 1974. Provide depreciation oa land and buildings at 21*', on 
machinery and plant at 10%, 

(3) Prepaid insurance Rs. 400. 

(4) The directors desire the following appropriations to te made ; 

(/) Rs. 5,000 to be transferred todcbe.iture redemption resene. 

(//) Rs. 2,000 10 be transferred to the general reserve. 

(i/i) Dividend on share capital to be proposed at 

(5) The authorised shire capital of the ompaoy consists of 5,C0C 
equity shares ofRj. 100 each. 

(6) Write off 50% of the preliminary expenses. 

(D. Com. Madras, Sept 1978) 
[f/ft profit Rt. 20.6S0 : ffibnee shtei total Rs . 2,d5,tfd£>J 

29. Original Traders Ltd., was incorporiteJ with a no mill cip.tal 
ofRs 5,00,000 composed of equity shares of ks eacn T/ie foilo#tng 
trial balance was extracted from the books as oa 31st December 1973 : 



Dr. 

O. 


Rs. 

Rx. 

Share capital (fully called up) 

Calls in arretr (final call on 300 shares) 

900 

3,00 co: 

Closing stock 

Gross profit 

75,000 

l.SjSfX 

Sundry debtors and creditors 

1,00.750 

25J2I 

I-ixed Assets : At cost : 



Furaiture 

50,000 


Motor car 

20.1X0 


Premises 

1,50,000 


Derrecialioa prosision up to 



31-12 1972 



Furniture 


— 

Motor car 



Premises 



Salaries 



Printing and slatio,icry 



Postage a’*d tclepho.'es 



Motor car expenses 
ln\-estir.ent in shares fit cost) 


- 


Dividend 

Pasment to audiioT 
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Director fees 

Profit and loss account — balance 
as on 31*12-1972 
Cash at bank 
Cash in baud 


The following particulars are available ; 

(1) Market value of investment in shares as on 31-12-1973 Rs. 

12 , 000 . 

(2) Depreciation to be provided on written-down value ; Furniture 
at 10% ; Motor car at 20% ; premises at 2^%. 

“ “(3) “Salaries include Rs. 6,000 paid to the Managing Director, 

(4) Provisions to be made for ; 

Taxation— Rs. 60,000 ; proposed dividends— at 15% ; 

(5) Effect has not been given to a Board resolution dated 2-3-1973 
forfeiting the shares on which final call was unpaid ; 

(6) Payment to auditors include Rs. 100 for taxation work in addi- 
tion to audit fees. 

(7) Sundry debtors include Rs. 50,000 due for a period exceeding 
six months. This also includes Rs. 750 due from a director. 

■ You are required to draw up the : 

(а) Profit and loss account for the year ended 31-12-1973. 

(б) Balance sheet as at 31st December 1973. 

(B.Com. Madras, April 1975) 
[Net profit Rs. 1,07,519 ; Balance sheet total Rs. 4,52,119] 

30. The Calcutta Manufacturing Co, Ltd. was registered with an 
authorised capit.il of Rs. 10,00,000 divided into shares of Rs. 10 each, 
of which 40.000 shares had been issued as fully paid. 

The following is the trial balance extracted on 31st December 1969 ; 


Rs. Rs. 

Stock (1st January 1969) 1,86,420 Plant and’ machinery 78,400 

Manufacturing wages 1,09,740 Loose tools 12,500 

Manufacturing expenses 19,240 Share capital 4,00,000 

Purchases 4,21,460 Calls-in-atear 1,000 

Machinery repairs 8,610 Rates and electricity (Factory 

Carriage inward 4,910 Rs. 14,210 : OflSce Rs J,400) 17,610 

Carriage outward 9,260 Directors’ fees and remuneration 12,000 

Advance payment of income-tax 14,290 Oflicc salaries and expenses 13,000 

Bank loan (at 5%) (Cr 50,000 Auditor’s fees 1,250 

Interest on loan (at 5%) 1,250 Office furnitum 5,000 

Debtors 1,64,400 Commission 8,640 

Creditors 92,220 Returns inward 12,640 

Profit and loss account Returns outward 9,810 

1st January 1969 (Cr.) 8,640 Preliminary expenses 6,000 

Bank current account 6,860 Transfer fee.' 40 

Cash in hand 1,920 Goodwill 1,50,000 

Leasehold Factory 64,210 Sales 7,69,900 


You are required to prepare trading and profit and loss account for 
the year ended 3 1st December 1969. and a balance sheet at as: that (Jqte 


900 

19.500 

67,860 . 

1,365 


’ 5,09,375 5,09,375 





■Her ta^tns intc* c<'ntKler*tk'«\th- ‘‘ 
ene-th’^' 


■ ■ « •• I • ■ jMv\r» vk»«V\. 

' » * . ■I'A 

■ >e4rf''^HHa >'Ui 

, ' ■• p • 

ItV ('(>m ,OI.)Rs\Ui\M, WNj 
31. The ftuthorisetl CAnlut Inter St«tP l>.ilTthotv\r< I txt t« (U. 
7i50,000 ccnilitlngof 3,000 ciiimtUtUe »h»»e» of |\i tW 

each. The roUovsiug it the trial haUnce tliAvsn oi\ hectuther 31 « ' 


TaU-up capital { 

5.000 6% cwmulitlw prcfrfcftra 
ihtrti 

3.000 e<juHyi>ii»c»(Ri 7Spfr 
ihatc called tip) 

Goodwill 

3*^ flrit mflrt|i|« d(ltiniui«t 
(arcurrd on firehoM 
pfOPfctlei) 

Trade deliioti 
Trade crcilliora 
I'rcchold propetilet at entt 
Slock onltiianiiary. IV«'t 
General rcterve 
Salarlei 

i’rodt and Inta account |(V.) 
Reserve for laxaiion 
Delivery eepentei 
Hem and ritea 


OeOMaletpeniri 
I niniiuie at toil 

3.00. 0(10 Salci a 

t‘.Mvhaua 4 

3,31.000 HilUKteHat'lo 
l.ttO.taai t leiaitl an.t 4*iil«|a luwai,| 

lhW4(m#Ht% I 

rut khaitt of Ut, l(kt r». li in 
3,l0.0ti> NuniUa t liKlIa.l 

l.aY.tU) lUWnltiio inteiell (liklf taar to 
l.lt.'Hl Jnna, l‘ift‘») 

),«xt.(Hai I'nul tllMd.»t.l lor )')At 

3 , 41, Mat |‘ial»i.iu«divt,l.’ii.l|l>alf yaai lo 

K3,3)t tOiliJiitio, lor.'ii 

|,Ot,tui l«4)«ii>aaM**iiV htiotirni 
3a, tut ru.oHui 

a.aui 4'a«t> in hand 

1 . 01 , taai nitaiaa foihlird art'Oiinl 


(fl) The vftlue of iioclk on Dccemher 31, vtn» |li J.l * 

h) I>cprccijtion on frceliohl pro|tfrliea U tr» lio I'fovlilrtl si aoo on 
umllure at 6/i ; (c) Tlic dlrexlnu |»roi»OMt to pay the twouJ 
dividend on prercrrnce ilmrri nod n |0% dividend on f'juliy tharci : 
and (r/) Slmrei were forfellcd on iioiopaynicnt of /' i. 35 ih»!e. 

You arc rcfjtilrcd (o prepare Annl arroiinU of lli« iomjuny. 

(Adapird from II, ('apo., Mdrajh KulUnfitr, I'/li) 
[Gmtptoflt Unprofif 

approprliUliin arrnuni Mumf fit l,70,lVi . i'-e< - 2 ^ 

Hh , /r.We^v’// 

32. 7(ic fillvpf OfcCn.lM «<■» ^ ^ 

Biiihorhed cnpiial of pa, r'./Xi/X/) In es==:- - 

52, Of/) aljsrra had I.<e/| ittued tr-i 
arrear on |fy) tharer, I'/nn i)j; (‘A'ymi'.t 

I9W, prepare thefradi/if trA ct'/A — 

tlieet ; ^ 

at 
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Director fees 500 

Profit and loss account — balance 

as on 31-12-1972 19.500 

Cash at bank 67,860 . 

Cash in hand 1,365 

' 5,09,375 5,09,375 


The following particulars are available ; 

(1) Market value of investment in shares as on 31-12-1973 Rs, 

12 , 000 . 

(2) Depreciation to be provided on written-down value : Furniture 
at 10% ; Motor car at 20% ; premises at 2^%. 

~ “(3) Salaries include Rs. 6,000 paid to the Managing Director, 

(4) Provisions to be made for ; 

Taxation— Rs. 60,000 ; proposed dividends— at 15% ; 

(5) Effect has not been given to a Board resolution dated 2-3-1973 
forfeiting the shares on which final call was unpaid ; 

(6) Payment to auditors include Rs. 100 for taxation work in addi- 
tion to audit fees. 

(7) Sundry debtors include Rs. 50,000 due for a period exceeding 
six months. This also includes Rs. 750 due from a director. 

You are required to draw up the : 

(fl) Profit and loss account for the year ended 3I-I2-I973. 

(b) Balance sheet as at 31st December 1973. 

(B,Com. Madras, April 1975) 
[Net profit Rs. 1,07,519 ; Balance sheet total Rs. 4,52,119] 

30. The Calcutta Manufacturing Co, Ltd. was registered with an 
authorised capital of Rs, 10,00,000 divided into shares of Rs. 10 each, 
of which 40.000 shares had been issued as fully paid. 

The following is the trial balance extracted on 3 1st December 1969 : 


Rs. Rs. 

Stock (1st January 1969) 1,86,420 Plant and' machinery 78,400 

Manufacturing wages 1,09,740 Loose tools 12,500 

Manufacturing expenses 19,240 Share capital 4,00,000 

Purchases 4,21,460 Calls-in-arcar 1,000 

Machinery repairs 8,610 Rates and electricity (Factory 

Carriage Inward 4.910 Rs. 14,210 : OEBce Rs J,400) 17,610 

Caniage outward 9,260 Directors’ fees and remuneration 12,000 

Advance payment of income-tax 14,290 OfiScc salaries and expenses 13,000 

Bank loan (at 5%) (Cr ) 30,000 Auditor’s fees 1,250 

Interest on loan (at 5%) 1,250 Office furniture 5,000 

Debtors 1,64,400 Commission 8,640 

Creditors 92.220 Returns inward 12,640 

Profit and loss account Returns outward 9,810 

1st January 1969 (Cr.) 8,640 Preliminary expenses 6,000 

Bank current account 6,860 Transfer fee.' 40 

Cash in hand 1,920 Goodwill 1,50,000 

Leasehold Factory 64,210 Sales 7 69,900 


You are required to prepare trading and profit and loss account for 
the Year ended 31st December 1969. and a balance sheet at as that dqte 
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alter taking into consideratioD the following adjustments ; (/) Write otf 
one*third prelimit'" * ■* 

nery at 10%, on ' " , • 

1,890 and office s. 

terest on bank loan for 6 months: (r) The stock was valued at Rs. 1,24,840 
and loose tools at Rs. 10,000 ; (ri) Provide Rs 8,500 on debtors for doubt- 
ful debts; • - .. * 

(v///)Thcd 

December ‘ ‘ ■ ' 

[B. Com., (Hons.), Delhi, 1970J 
3t. The authorised capital of Inter State D.slnbutors Ltd isRs. 
7-.50,000 consisting of 3,000 6% cumulative preference shares of Rs. 100 
each. The following is the trial balance drawn up on December 31, 1969 : 


Paid-up capital : 

3,000 6% ctnnulative prererence 
shires 

3,000 equity shires (Ri. 75 per 
shire called up) 

Goodwill 

3% first mortgiae debentures 
(secured on freehold 
propetiies) 

Trade oebton 
Trade creditors 
Freehold properties at cost 
Stock 00 1st /aouary, 1969 
Oenerat reserve 
Salaries 

Profit and loss account (Cr.) 
Reserve for taiatioo 
DclivetY expenses 
Rent and rales 


3,00/»0 


2.t0.030 

1.67.500 
1,25.520 

3.90.000 

2.41.500 
42.725 

1.05400 

58,500 

8.SO0 

1 . 02.000 

38,250 


General expenses 

Furniture at cost 

Sales 

Purchases 

Bills rrctivabie 

Fnight and catnate inward 

Investments : 

CiOO ibarcs of Rs, 100 each in 
Suorise Limited 
Debenture interest (half-year to 
June. 1959) 

Ftoil dividend for 196} 
Preference dividend (batf-j-ear to 
30th June, 1959) 

Balance at bank iacurrcat 
account 
tn bind 

Shares forfeited account 


Rs. 

21,000 

75.000 

1.18,600 

1,76400 

6.000 

3,750 


5450 

20450 


97,500 

24.145 

2.ono 


(fl) The value of stock on December 31, 1969 was Rs 2,15,0C0; 
(b) Depreciation on freeh^d properties is to be provided at and on 
fuiulture at 6% ; (c) The cUrecton propose to pay the second half-year’s 
dividend on preference shares and a 10% dividend on equity shares; 
and (rf) Shares were forfeited on non-payment of Rs. 35 pet share. 

You arc required to prepare final accounts of the company. 

(Adapted from B. Com., Sblvaji, Kolhapur, 1971) 30 9 

(Grow profit Rs. 4,11,850 ; Net profit Rs. 1,22,350 ; Profit and loss 
appropriation account balanae Rs. 1,20,100 ; Balance sheet total 
Rs. 11,10,895 ; Issued equity capital 3,050 shares} 
32. The Silver Ore Co. Ltd was formed on April 1. 1968 with as 
authorised capital of Rs. 6,00,000 in shares of Rs. 10 each. Of ibw? 
52,000 shares had been issued and subscribed but there were calb is 
^^i?*^*^** 100 shares. From the following Inal balance as on March-’* 
1969, prepare the trading and profit and loss account and ibe bals=« 


Cavh tt bank 
Share capital 
Plant 

Sale oftilver 
Minei 

T>mmolinn nneniev 


Rs. 

1,05400 

3,J9.750 

40.000 

1.79,500 

2.%.ooa 


Advertiu'ng 
Cartage on plant 
Furtuiuie and bultdiess 
Administrative expenses 
Repairs to plant 
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Interest on F.D. — up to D®o- 31 
Dividend on investment 
Royalties paid 
Railway tracfc and wasons 
Wages of miners 


530 


80,000 

1,000 

89,000 


3,900 Cash 
3,200 lavestments— 

10.000 Shares of tin nunes 

17.000 Btokerase on above 
74,220 6% F.D. in Syndicate Bank 

(i) Depreciate plant and railways by 10% ; furniture, and building 
by 5% ; (if) Write off a third of the promotion expenses ; (i«) Value of 
silver ore on March 31, 1969 Rs. 15,000, The directors forfeited on Dec. 
20, 1968, 100 shares on which only Rs. 7-50 had been paid. 

(B. Com., Mysore 1971-72) 30'10 

[Gross profit Rs. 97,900 ; Net profit Rs, 70,398 ; Balance Sheet 

total Rs. 5S0J48] 


33. An inexperienced accountant prepared the following trial ba- 
lance of Bang Vikas Ltd., for the year ending 31-12-1971. The cash in 
hand on 31-12-1971 was Rs. 750. 


Dibit balances 

Rs. 

Credit balances 

Its. 

Dspreciation on machine 

33,000 

Authorised capital : 60,000 shares 

Calls in arrear 

7,500 

of Rs. 10 each 

6,00,000 

Land and buildings 

3,00,000 



Machinery 

2,97,<i30 

Subscribed capital 

4,00,000 

Interim dividend paid 

37.500 

6% dibentures 

3,00.000 

Stock on 1-1-71 

75,030 

Profit and loss account (Cr.) 

13,625 

Sundry creditors 

40,000 

Sundry debtors 

87,000 

Bills payable 

38,000 

Sales 

4,15,000 

Furniture 

7.200 

Sinking fund 

75,000 

Bank balance 

39,900 

Preliminary expenses 

5,000 

Purchases 

1,85,000 



Provision for bad debts 

4.375 



Investments 

75,000 



Salary and wages 

99,300 ' 



Repairs 

4,300 



Fuel 

2,500 



Rates and taxes 

1,800 



Travellins expenses 

2.000 



Discounts 

6,400 



Directors’ fees 

5,700 



Bad debts 

2,100 



Debenture interest 

9,000 



Carriage 

1,800 



Freight 

8,900 



Sundry expenses 

2,350 



Public deposits 

10,000 




Rs. 12,95,625 

1 Rs, 12,95,625 




After locating the mistakes and making the following adjustments 
prepare trading and profit and loss account and balance sheet in the pres- 
cribed form. 

Adjustments : (i) Stock on 31-12-1971 Rs. 95,000, and (j7) Write off 
preliminary expenses. 

Note ; Rectified trial balance need not be prepared. 

(B. Com., Saorashtra, 1972, Modified) 30*11 
[Gross profit Rs. 2,36,800 ; Net profit Rs. 60,475 ; Balance of profit 
and loss appropriation account Bs. 36,600 : Balance sheet Rs. 

9,01 fOO ; Difference in trial balance Rs. 750] 
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34. The trial balance oftheNtaharashiraTradiog Co. Ltd. for the 
year ending December 31, 1971 is given belov. Prepare profit and loss 
account and balance sheet after making the following adjustment : (0 Add 
Rs. 1,000 to sinking fund for redemption of debentures ; and (/O Provide 
for a bair*year’s debenture interest. 


Debit balonees 

Calls-(n-arrear 

Biuldtogi 

Macbioery 

IsCerim divideod paid 
(Aosoit 1. 1971) 

Stock (I^ember 31, 1971) 
OfQce furniture 
Pattenu 
Patents 

Sundry debtors 
Sinking fund Invtstzncnt 
Manufacturing wages 
Repairs 

Coal, gas and water 
Rent and taxes 
Salaries 

Travclltni expenses 


300 

20.000 

22,000 

2400 

8.073 
325 

3.130 

4.000 
27.700 

3.000 
29.500 

1.2C0 

2400 

1.730 

2.123 

1.073 


Cash in hand 
Cash at tnnk 
Material coasomed 
iBicreit nut ofcapaUl (during 
construction penod) 

Dt count allowed 
Directors fees 
Bad debts 

Debenture interest paid 
(July I, 1971) 

(Less ux at 30%) 

Balance of profit and loss account 


Rl 

570 

8.800 

74480 

800 

2,020 


230 


CrtJ/tbttla/tett : 

Authorised capital 

Subscribed and fully called capital 

Debeotures. 4 per cent 


60.000 

40.000 

20.000 


last year 
Unsecured loan 
Sundry creditors 
Sales 

Profit on block sold 
Sinking fund (or redemption of 
dcbcntuTcs 

Dtvelopmeot rebate reserve 
Share premium 
loterett on sinking fund 
10 vestment 

Outitaadieg expenses 


2.140 

9.000 
17.700 

1,23.300 

1,180 

3.000 
1,250 

330 

200 

1.000 


Profit on block *oId was. ufi 349 of the Companies Act, 1956, 
JU, 1.000, Fioil dividend at 6 25% on sbaits was proposed by the board 
of directors. (B. Com , Mmtbwadi 2972, Modified) 3012 

[Cross •R4' 26,920 ; prt^t Rs. 6^80 ; fiolonre of profit oii 
loss appropriation aooovnS Rs. 4/>20 ; Balance sheet total Rs. Ij02fi20] 


[Hints. 1. Interest paid out of capita) Is ■ deferred expenditure. 

Z Profit 00 block sold in excess ibal permitted u/s 349 is i profit of 
capital nature | 


35. The Allied Traders Ltd, Bombay, have an aulhonsed and subs- 
cribed capital of Rs. 8,00,000 divided into 8,000 equity shares of Rs. 100 
each. From the following balances which appear in the books of the com- 
pany as on 31-12-1970, prepare (o) Profit and loss account ; (h) Profit 
and loss appropriation account for the year ended on 31-12-1970, and 
(c) balance sheet as on that date, in the form prescribed under the Com- 
panies Act. 


Share capital 
Land and buildings 
Plant and mschineiy 
Looae loo la 
Preliminary expenses 
Puroitare 
Calls-In-arrear 
Cash in hind 


Spo.OCO Reaem fund 
3,60,000 profit and lou account 
6.62.400 (M-70) (Cr.) 

37.6CO Purchases 
19,600 Retunu outward 
14,400 Sales 
6.000 Returns inward 
2 COO Advertisement 


60JXIO 

35.200 

9,60.000 

aj.ooo 

124 

28.000 

Ifl.IfiO 
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~ 5 % Govt. Bonds (tax-free) 
(Face value Rs. 40,(XX)) 
Bills receivable 
Goodwill 
Motor vehicles 
Sundry debtors 
Interim dividend 
Repairs 

Sundry creditors 


39,520 

54,400 

64.000 

12.000 
83,200 
18,000 

3,440 

1,22,400 


Audit fees 
Carriage 
Wages 
Insurance 
Stock (1-1-70) 
General expenses 
6% debentures 
Bank overdraft 
Debenture interest 


4.000 

14.800 

92.800 
19.600 

1.90,400 
17,200 
4,00,000 
53,120 
tax at 30°/,) 8,400 


You are required to consider the following adjustments : (1) Stock as 
on 31-12-1970 Rs. 1,76,800 ; (2) Create reserve for bad bebis at 5/ on 
sundry debtors ; (3) Provide depreciation : Plant and machinery @ 5/^ j 
furniture (g 7i% ; loose tools @15%; ^tor vehicle^ @^0% p.a. ; 
(4) Prepaid insurance Rs. 'RbOir; (5)' Reserve fund to Be increased:^ 
Rs. 1,00,000 ; (6) Directors declared on 15-8-1970 an interini dividend for 
six months ending June 30, 1970 @ 3% ; (7) Wages outstanding Rs. 2,400 ; 
and (8) Interest on debentures for 6 months. 

(B. Com., Poona, 1971, Modified) 30-13 
(.Gross profit Rs. 1,39,600 ; Net profit Rs. 18,400 ; Balance of profit 
and loss appropriation account Rs. 19,600 ; Balance sheet total 
Rs. 14,83,120 ; Tax outstanding Rs. 13, 200 i 


36. The following balances have been extracted from the books of 
Pioneer Traders Ltd as on September 30, 1971 ; 


Rs. 

Share capital (authorised and issued) : 

Equity (1,50,000 shares) 15,00,000 

8% Redeemable preference 

(400 shares) 40,000 

Share premium 25,000 

General reserve 1,00,000 

Preference share redemption 48,000 


Block capital 
Trading profit— Net profit 
before tax 
Debtors 


Rs. 

Creditors 25,600 

Profit and loss (as on 30-9-70) (Cr.) 10,(M)0 
Interim dividend 76,600 

Unpaid dividend 2,000 

Other current assets 5,70.000 

Investments 2.00,000^ 

Outstanding expenses 6.00Cf 


9.55.000 Income-tax paid under dispute 

(year ending 30-9-70) 1,00,(X)0 

4.21.000 Provision for taxation (30-9-70) 70,000 

30,000 Advance payment of income-tax 2,20,000 


Additknal inforn:aiion : (1) Profit was calculated after charging 
Rs. 18,0C0 paid to mariaging director as minimum remuneration He is to 
be given as remureration 5% of the net profits subject to the above mini- 
mum. (2) Preference shares were redeemed on April 1, 1971, at a pre- 
mium of 20% but rib entries were passed for giving effect thereto except 
payment standing to the debit of preference share redemption account; 
1 demand for the year ended September 30, 1970 of Rs. 

i,uu,c ()0 has not t?en provided in full, against which an appeal is pend- 
ing ; (4) Income-tax to be provided at 55%. 

. ‘irn required to prepare profit and loss adjustment account and 

balance sheet. (C.A. Inter, 1971, Modified) 30-14 

[Managing director’s total remuneration Rs. 21,950 ; Net profit after 
managing director’s remuneration Rs. 4,17,050 ; Net profit after 
tax Rs, 1,87,672 ; Balance sheet total Rs. 17,85,000} 

extracted from the books 

bastem Printing and Publishing House Ltd, as on 31st March 1974 ; 
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Debit bolanees 

Rs. 

Plant and machinery (cost less 
depreciaiinn) 

85,000 

Fumlturo and fixtures (cost less 
depreciation) 

12.CC0 

Motor car (cost test depreciation) 

15.000 

Opening stock 

1.35.0CO 

Purchases 

1.00.000 

Publieation expenses 

2 00.000 

Royallies to authors 

25.000 

Wages 

40.000 

Calls, in^arrear 

2.0C0 

power 

3.500 

Debtors 

1,20.000 

Advance pa>ment of income-tax : 
(0 Year erdca 

3tst March 1973 

75.000 

(11) Year ended 

3lst March 1974 

1 10.000 

Goodwill 

25.000 

Establishment 

45.000 

Rent and taxes 

12.0CO 

Postage and telegram 

2.000 

Motor car expenses 

6.000 

Travelling and conveyance 

4,500 

Electric charges 

600 

Advertisement 

Directors' fees 

6.600 

900 

Managing direetor'a mioimnm 
remuneration 

6.000 

Depreeittion 

20.083 

Interest and bank charges 

10.000 

Audit 

2,500 

Cash In hand 

2.117 

Cash at bank 

95.000 

Rs. ll.fO.MO 


Credit bclaneet Ks. 

Sties 5.SO.OOO 

Share cipital 3.00 000 

Dcsclopment rebate rcierve 17.230 

Creditors for goods 41.000 

Term loan from batk 1.00.0CO 

Liabilities for cspentcs 23.000 

Provision for taxation 

()ear ended 31st March, 1973) 80.000 
Miscellaneous receipts 8.300 

Profit and loss app. a/c 5,230 


The following further particulars arc available : 

1 . Closing stock Ks. 1 ,60,000. 

2. Maraging Director is entitled Tto a remuneration of 5% on the 
net profits subject to a minimum rcmuneracon of Rs. 6,000 to be drawn in 
equal monthly irslalments. 

3. Ro)a!ttes to Authors include Rs. 5,0<.’0 paid in advance. 

4. Share capital of R«. 3,00,000 is represented by 1,000 9% cum- 
pref. shares of Rs. 100 each fully paid up and the balance by equity shares 
of Rs. 10 each fully called up. 

5. Term loan from bank is secured by hypothecation of fixed 
assets of th’e company. 

6. No effect has been given to the board resolution passed on J5th 
September, 1973 forfeiting 400 equity shares for non-payment of final call 
of Rs. 5 per share. 

6. Income tax assessirenf forihejear ended 31st March, 1973 has 
teen completed on 26lh February, 1974, for a gross demand of Rs. 7f,COj 
and the arrourt of demand remaired unpaid on 3l$t March 1974. 

8. 5.000 of the equity shares were issued for consideratioa other 
than cash as fully-paid. 

9. Liabilities for expenses include interests accured tP' 

Term loan 





10. Profit and loss app. A/c balance has been arrived at as 

Balance from last year Rs. 7,500 

Less ; Development rebate reserve created . oosn 

for the year _rjL_ 

Rs. 5,250 


11 . Provision, for taxation to be made for Rs. 75,000, for the current 

^^^'^12. Plant and machinery includes cost of new plant instaUed during 
the year Rs. 20,000. 

13. Preference dividends are in arrears for three years including the 
current year. 

14. No proposal has been made by the directors for dividend on 
either class of shares. 


15. Depreciation charged up-to-date 

on the different assets 

follows : 


(i) Plant and machinery 

Rs. 55,000 

{it) Furniture and fixtures 

4,500 

(I’jj) Motor car 

9,800 

16. Of the debtors Rs. 35,000 is due for naote than six months. 


You are required to prepare the profit and loss account for the year 
ended 3 1st March, 1974 and the balance sheet on that date on the basis 
of the above information and taking into account the adjustments not made 
so far. No iournal entries are required. Ignore last year’s figures. 

(C.A. Inter. Nov., 1974) 
(Net prefil Fs. 57,637 ; Balance sheet total Rs. 6,29,177 ; 

Managing director's remuneration Rs. 6,980) 
38. From the following information you are required to prepare : 
(a) The balance sheet of JT Y Limited, a public company, as on 
December 31, 197C; (b) Statement showing bow the profit and loss account 
balance has been computed ; (c) Statement how depreciation has been 
calculated. 


^ P Limited has an authorised capital of 5,000 8% cumulative pre- 
ftrcncc shares of Rs. 10 each and 20,000 Equity shares of Rs. 10 each. 
Ihe trial balance as on December 31, 1970, was as follows : 


8% cumulative preference shares 

^uity shares fully paid 

Share premium 

Buildings 

Plant 

Vehicles 

Doubtful debts provision 
Patents at cost (Rs. 10.000) less 
accounts written off 
Debtors 
Creditors 

Corporation lax on logo 
profit (Cr.) 


Rs. 1 

50.000 Investments at cost : 

1,00,000 Quoted (market value Rs, 22,000) 

5.000 , Unquoted (director’s valuation 

40.000 I Rs, 13,600) 

, 65,000 , Tax reserve certificates 

8.000 Plant replacement reserve 
3,500 Stock 


9.000 

36.000 

19.000 


Profit and loss account, balance 
Jan. 1 (Cr.) 

Profit for the year (Cr.) 

Bank overdraft 


Rs. 

20,500 

12.'500 

25.000 
. 12,000 
■52,000 

6,000 

47.000 
7,500 


18,000 
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Further inforniatioii if given below: (l)Tbe plant scrapped was 
purchased on 1st January, 1966 for Rs. 2,000 and the vehicles sold on 
March, 31, 1970 cost Rs. 10,666 on January 1. 1967; (2) The building, 
plant and vehicles accounts are made up as under : 




Buildings 

Plants 

Vehicles 

1970 


Rs. 

Rs. 

Rs. 

January 1 To cost 

45000 

87,212 

23,500 

December 31 To addition at cost 

5,000 

18,000 

3,000 


Rs. 50,000 

1,05,212 

26,500 


Binldlngg 

Plants 

Vehicles 

1970 


Rs. 

Rs. 

Rs. 

January I, 

By depreciation 

10,000 

39,000 

13,500 

December 31, 

By proceeds of sale 



5,000 


By profit and loss account. 




book value of plant 





scrapped 

— 

1,212 

— 

1970 





December 31, 

By balance 

40,000 

65,000 

8,000 


Rs. 50.000 1,05,212 26,500 


(3) The corporation tax assessment for 1969 has been agreed at 
17,300;. 

(4) The following provisions and appropriations are to be made : 

(0 Corporation tax Rs. 21.000 ; («) Increased cost of plant replace- 
ment Rs. 5,000 ; (f/0 I>cprcciation : Building 21% on tort ; PUnt 10% on 
W.D.V. ; and Vehicles 25% on W.D.V. ; (fv> Prercrer.ic dividend of 8% 
and equity dividecd of 7%. (I C.W.A,, Eugliad, 1971) 30'15 

[Balance iheet total Rr, 2^5 J25 ; ProJit and Joss account balance 

Rs. 7^2S] 


39. From the following information you arc required to prepare 
profit and loss account for the >car ended on December 31, 1969 and 
balance sheet as on that date in accordance with the requirements of the 
Companies Act, 1956. 


AOLiffilted 
TRIAL BALANCE 
At OH Dfctffibor, 31, 1969 


Land at cost 
Building at cost 
Plant and machinery at cost 
Debtors (including Rs. 3,2O,C00 
trade) 

Stock and work'ln-prcgress 

Trade Investments 

Interim dividend 

Cash at bank 

Royalties 

Debenture interest 


35.000 
2,30.0C0 

4.30.000 

3.55.000 
345JOOO 

70.000 

16.000 
6,800 
5.000 

19.2001 


Equity share capital : 

I Buihorited and issued : 

I 40,000 equity shares of Ra. 10 
I each fully paid 
Debenture redemption reserve 
I Capial reserve 
I Relatacd profits 
Ra. 3.00.CCO 8% debentures 
IHLTS (redeemable 
atRj 30/)CO per annum) 

Tax couslitatioQ reserve 


yj 


4.oaoce 

fCJXC 

lir.ctr 

j-i=r 


T 
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To Reserve for Bad and doubtful 
debts 

To Provision for Income Tax 
T6 Proposed dividend 
To Balance c/d 


17.500 

2.40.000 
1,00,000 

3.04.000 


10,60,000 



10,60,000 


Depreciation as per Income-tax rules amounts to Rs. 81,000. Calcu- 
late the remuneration payable to the manager. 


{Profits for managerial remuneration Rs. 6,82,500 ; Commission works 
Old to Rs. 6,460; Salary and commission must be restricted to 5jW5 of 
Rs. 6,82,500. i.e., Rs. 32,500) 

Hind company Limited was registered with an authorised 
share capital of Rs. 5,00,000 dividend into 15,000 7 per cent preference 
shares of Rs 10 each and 70,000 equity shares of Rs. 5 each. On 31st 
December, 1967, the Trial Balance of the company’s books was 
as follows ; 


TRIAL BALANCE 
3 Ist December 1967 

Amount received on 15,000 Pre-shares (fully paid) 
Amount received on 70,000 Equity shares (fully called) 
Purchases and sates 

Sales and purchases Returns 
Sales Ledger Balances 
Bought Ledger Balances 
Carnage on purchases 
Carriage on sales 
Goodwill 

Land and building at cost 

Depreciation on building to 1-1-1967 

Stock ; 1-1-1967 

7 per cent debentures 

Furniture and Fittings at cost 

Depreciation on furniture and fittings to 1-1-67 

Warehouse wages 

Motor vans at cost 

Depreciation on motor vans to 1-1-67 

Motor van expenses 

Provision for b.id debts 

Rates and Insurance 

Salaries 

General office expenses 
Rent of premises let 
Debenture interest to 30-6-1967 
Directors* fees 
Profit on consignment 
Discounts allowed and received 


Dr . 

Cr . 


1.50.000 

3.40.000 

10,70,000 

12.40,000 

15,000 

12,000 

92,000 

300 

200 

60,000 

1,200 


7,800 

1,25,000 

2,50,600 

20,000 

2,40,000 


1,00,000 

25.000 

5,000 

30,000 


60,000 

23,400 

3,000 


4,500 

19,000 


25.000 

28.000 

3,000 

3,500 

3,400 

8,000 

5,^ 

6,000 
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I 4-2r 

Lcs«l charges 

Provision for Income-tax 


2.000 

20,000 

Preliminary expenses 

Bank balance (scheduled) 

Profit and loss account 


5, COO 

21,400 

balance 1-1-1967 


3,500 



Tout 

Rl. 20,13.600 

20.13,60(J 


You are required to prepare Trading and Profit and Loss Account 
for the year ending 31st Decernber 1967, and balance sheet as on that 
dale taking the follotving into coosideratioo. 

(a) Depreciation for the year to be provided— building Rs. 5,000 
and fixtures and furniture 10 per cent on cost. 

(5) The balance on the Motor Vans Account on 1st January 1967, 
is made up as Van ^ Rs. 10,500 .and others Rs. 39,900. Cepreciation 
van ^ Rs. 5,700 and others Rs. 17,700 Van/4 \kassoId on 30th June 
1 67, for 8.400 and replaced on 1st October 1967, with a new Van coo> 
line Rs. 18,000. Depreciation is to be provided at 20 per cent on the 
wnuen down value (reducing balance method) for the period in use and 
tlie profit, if any, arising from sale of van Is to be credited to revenue. 

(c) Stock on 31st December 1967, Rs. 2,13,140. 

(dj Provision to be made for bad debts equal to 5 per cent of the 
amount owing from the customers. 

(e)A new outhouse was constructed during the >ear for which 
(0 wages included in general olBce expenses and (ff) matcfials inadver* 
tently included in purchases amounted to Rs. 2,500 and Rs. 4,500 respec- 
tively 

(/) Insurance paid in advance amounted to Rs. 500 and rates paid 
in advance to Rs. 4,500. 

(g) Audit fee outstanding Rs. 2,500. 

(h) The Manager is entitled in addition to bis salary to a commis- 
sion of 5 per cent on the profits aRer that commission has been charged. 

Ignore provision for dividends, and income-tax. Give clearly 
workings in respect of items (5) (d)(e) and (A). 

(I.C.W.A. Inter, Jaly 1968) 
{(irojs profit Fs. i, 43, 440 ; Nfi profit Rj. 20,780 ; Balortee shett 
total Rs. 7,20,100 ; Profit on sale of motor ran Rs. 4,080 ; 

ger's commission Rs. 

43. The following balances has'e been extracted from the b«^ • 
Arts and CraRs Limited as on 31$t March, 1972 : 
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Cash in hanfl 
Cost of goods sold 
Salaries and waa^s 
K^scellaneous expenses 
Investments in shares 
Interest 
Bad debts 

Repairs and maint«iance 
Adnuwe Pajrment of 
lncon»-tax 


1,000 
3,00.000 
15,000 
8,000 
1,80.000 

3.000 

1.000 
1,500 

6,000 


Rs. 9.05,500 


Building 
Fomiturc 
Suspense . 

Equity share capital 
6 per cent cum. pref. share 
capital 

Share premium 
Bank overdraft 
Sales 

Profit and loss account 
1st April 1971 


9]m} 

4.000 
2,500 

V67,500 

86.000 
10,000 
50.000 

3;5C.OOO 

2,500 

Rs, 9.05,5W 


The following further particulars are available ; 

1 The land was revalued on 1st January, .^972 at 

an expert valuer but no effect has been given m tte books although th 

directors have decided to adjust the revalued amount. 

2. Pjoviaon for doubtful debts is to be adjusted to 5, per cent on 
the amount of debtors. 

3; Equity share capital is composed of Rs. 10 shares, 36/100 fully 
paid and 500 on which final call of Rs. 3 remams unpaid. 

4. Suspense amount represents money received fiom.tbe 

i - ttec for re-issue of 500 shares forfeited during the year for non-pajment 

of the final call, but no entry for adjustment thereof has been passed. 

5. Provision for taxation is to be made at 45 per cent, 

6. Market value of investments w*s R8. 1,85,000 on 31st March 

1972. 

7. The company is managed by the directors who arc entitled to a 
remuneration calculated at 3 per cent of the annual net profit?. 

8. Depreciation is to be charged on ; (j) Buildings at 2 per cent 
(if) Furniture at 10 per cent. 


, ........ — . 

9. The land arid buildings of the company are mortgaged in favour 
of the bank as security for overdraft sanctioned unto a limit ofRs, 
2,50,000. 


JO. Dividends on cum. pref. shares were in arrear for 5 years up to 
31st March, 1972. The Directors have recommended payment of divi- 
dend for two years. 

You are required to prepare the profit and loss account for the year 
ended 31st March, 1972 and a balance sheet as on that date after making 
such assumptions as may be considered nccessar\’. Ignore previous year’s 

' (C. A. Inter., 1972) 

{Director's remuneration Rs. 600 ; Provision for taxation Rs. 8,730 / 
Net profit after tax provision Rs. 10,670 ; Balance sheet total Rs. 

6,62,500, profit on re-issue of forfeited shares Rs. 1,000) 

Notes : 1. Income from investments has not been grossed up, 
p 'crvc acTOU^t revaluation of land has been shown under capital 
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44. From the information given you arc required to prepare : 

(a) The profit and loss account of AB Limited for the year cnde 
31st December, 1968, and balance sheet at that date in accordance wit 
the Companies Act, J956, with the necessary note provided to ioclui 
movement of reserves ; 


(b) statement showing bow the pre-tax trading profit was calculates 
AB Limited had an authorised capital of Rs. 13, 00, COO in ordmar 
shares of Rs. 10 each of which 90.000 were issued and fully paid and R' 

5,00,000 in 6% cumulative redeemable preference shares, issued and full 
paid. 

The trial balance at 3]$f December, 1968, is set out below : 

Sa. Rs. 

9.00.000 SiJea 


Ordinsf7 share cspiUl 
€% cumulative prefeKace 
•bare capital 
Share premium 
apitaJ reserve 

Retained profits, 1st Jas. 1963 
8% Dthenturei (latemt paythte) 


44,93.900 

Cost of goods fold 3^53,900 

5.00.000 Wages and alarin 3J0,4CO 

1.32.000 Rates, repairs and iMjinuace 2.«a300 

7,50.600 Other expenses 3S.400 

6.03.000 Duectors-cmolutnen^ 13,100 

Income from 9.500 


30lh 'une and 3Ut December) 5.00.000 Income from orCi'’''*? o’wtmart- 


PrwbcJd properties 

3a.37.(iC0 

meWs 

3JXC 

Fixtures and fittings 

3.034)00 

Interest on 

*0JCC0 

Stocks 

l,2«,900 

Preference 

304X0 

Debtors 

3,53,300 

Proviswa toe 




lytjrwa> 

4sn3 

Hire purebue ud other isstal- 



BKDt debts 

050^00 

Prevsu'i: isnsxzeiz . : 


Prorlsion for unearned charges 

1,27,400 

tr^-xa n: ^ssstrr. 1564 


Investments quoted at cost 

1.80.400 

farje^ -cria.*?, 2 j<5? 


Unquoted at cost . 

60,100 

53sren«a=:*^ 

r.«r 

Cash at bank and in hand 

1,83,300 

fcr ic^jsss s— >-j- 


Creditors 

7,81,000 

!■ ■ -■ ■ 


Taxation (Cr.) 

2.87.000 




You ere informed that; 


(1) On 3Ut December, 1965.11^ 

shares were redeemed at lOL 
1969. In addition there was a ^ 

the basis of one new share for cssT ^ ♦— 

in tbe books of account 

(2) Tbe freehold prepe ys 

35,00,000 from which ’ ' ■* 


~ rz. 


2% per annum but the rrv 
(3) The balance os r 
Proceeds of the ct cT* - 
July, 1 96S, wiki bs£ e 1 

Proceeds of £r 2 aT c: ez ^ - 

issue ofRs. 5.K^ z i — ' 



4‘3W Ou^ttr 5 /Ad*T«eel A*t*wUity 


(4^ The taxatioti balance was made up of Rs. 60,000 being tax 
equalisation reserve and Rs. 2,27,000 being the Corporation tax on the 
profits for the year ended 31st December, 1967, which have since been 
agreed at Rs. 2,20.000. 

(5) The following provisions are to be made : (/) Auditor’s remune- 
ration Rs. 2,500 ; (fi) Directors’ fees Rs. 6,000 ; (ii7) Doubtful debts - Rs. 

1 1,000 :(iv> Obsolete stock Rs. 8,700 ;(v) Corporation tax on the 1968 
profits Rs 2,15,000 (the tax equalisation reserve is unchanged), (w') Dep- 
reciation on fixtures and fittings Rs. 16,200 ; (v;f) Dividend on ordinary 
shares (pre-bonus issue) of 15%. 

(Q The market value of the quoted investments at 31st Decembei 
1968, was Rs. 1,96,000 and the director’s valuations of the unquoUd was 
Rs. 57,000. 

(7) Capital expenditure commitments at 31st December, 1968, vere : 
Contracts placed with suppliers Rs; 27,000 ; Authorised but not committed 
Rs. 32.000 ; Total Rs. 59,000. 

(C.W.A. Part III, England, 1969, Modified) 
[Profit before taxation Rs. 5,01,400 ; Profit after taxation Rs. 2,93,400 i 

Balance sheet total Rs. 61,50,500] 

(Hints : (/) Debentures Rs. 6,25,000 ; 00 Revaluation profits Rs lO.IO.tXX) 
have been credited to capital reserve account ; (/i7) Paid-up capital consists of only 
ordinary shares following the .redemption of preference shares ; (/v) Position of 
various reserves is as under : 


Share Capital Capital Revenue Total 

premium reserve redemption reserves 
account reserve 

account 


BaUnce on 1st Jan. 1968 
Revaluation of freehold 
properties 

Profit on sale of property 
Retained profit of the year 
Applied to : 

Redemption of prefe- 
rence shares 
Prenaium on redemption 
Issue of bonus shares 

Balance at Dec. 31, 1968 


Rs. Rs. Rs. 

1,32,000 . 7,50,600 _ 

10,70,000 — 

— 20.000 — 


— — 5,00,000 

( 10,0001 — _ 

(1,22,000) (1,78,000) — 

— 16,62,600 5,00.000 


Rs, Rs. 

6,05,000 14,87,600 

— 10,70,000 

— 20,000 

1,28,400 1,28,400 


(5.00.000) — 

— ( 10 , 000 ) 

— (3,00.000) 

2,33,400 23,96,000 


, Limited has an authorised share capital of Rs, 

Sid cumulative preference shares of Rs. 

and Rs. 2,00,009 ordinary shares of Rs. 10 each. 


30,00,000 
10 each 


The trial balance on 30th June, 1968 was as follows : 

Rs 

6% Cumulative preference shares ' Trade investments at cost 
of Rs. 10 each fullv naid 5.00.000 Quoted investments at cost 


Rs. 

1,97,600 

2,08,000 





Stock* lit July, 19S7 1,93,400 

10,00,000 Work*ia-progre*i 1st July, 1957 6,74,200 
1,00,000 Tnde debtors 3,70,500 

11,200 


Discount on debesnires 
Provision for doubtful debts 
Profit *od loss »ccoQnt 1st July, 


7,500 

15,000 

4,700 


OiMpttr S / Aecosats— Fla*] SUtcmcati 

Ordiiary sham of Ri. 10 each 
fully paid 
Share prcoluai 

Cesenl reserve 4,00.000 Cash in hand 

t% Mortgapo debeoture* secured Prcluainary capenses 

on freehold land and bmlduKS 
(bsocd 1st July, 1957 with in- 
terest payable WUi September 
•adJiss March) 

Bank overdraft 
Creditors 

Prefereace dividend fCr.) 

Goodwill, patents and trade 
marks 

Interim dividend 
Freehold land 
Freehold buildings 
Plant and nachinery 
OiTice furniture and fixtures 
Depreciadon on building (CV.) 

Depreciation on plant and 
machinery (Cr ) 

Depreciation on olfiee furni- 
ture (Cr.) 

You are iafonned that : 

I. The followisg provisioQt have to be made : (o) derreciation of 


7.00.000 

1967 (Cr.) 

Ki5.000 

142.003 

CorporauoB tax, year to 30th 


2.80,900 

June, 1967 (Cr.) 

1,72.000 

3J,0» 

Debeature iaterest 

42,000 


Sales lets retoroi 

4745.000 

50.000 

Overhead expeaditure 

15.05400 

43.000 

Direct materUl purchases 

13,94,300 

9.15400 

Advcrluiag 

54400 

4,20.000 

Bank mlerett 

7,600 

6.37.00O 

SubtctiptioB and donations 

5,700 

37400 

Directon' fees 

4.000 

55.000 

Direct labour 

7,11400 


Loans to emptoyeet 

27,000 

243.000 

locome from trade mvesteseats 

21.200 

19,400 

Income from quoted invetimeati 17,300 


2. Stocks on 20lb June, 196!!, were valued at Rs. 2,25,000. 

3. Work-in-progress on 30th June, J968, stood at Rs. 17,48,700 
against which progress claims of Rs. 11,20,000 bad been invoiced to custo- 
mers and included in the sales figure. 

4. OaSOtb /one, 1968 the cosapsay's Idod «-es prof:ssiana}iy rslved 
at (the new value to be brought into the account) Rs. 15,00, CCO. 

5. Corporation tax liability for the year ended 30th June, 1967 had 
been agreed at Rs. 1,63,000. 

6. Preliminary expenses and discount on debentures to be written 
against profits. 

7. Loans to employees include one to a director of Rs. 12,000, 

8. Overhead expenditure includes remuneration : (0 directors Rs. 
17,000 (f/) chairman Rs, 10,000. 

9. The directors are recommending a final dividend of 9/i 
ordinary stares and propose to trarsfer Rs. J,00,0C0 to general res< 
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You are required to prepare : Profit and loss account for the 


jear 


da.e in accorii.cc 

wiU. the ,c,nircmcn.s of .he p„, ,,55 , Modified) 

[Profit beforp. taxation Rs. 4.29,750 ; Profit after f^x Rj. 2*^7,750 ; 

Profit carried forward to the balance sheet Rs* l*Pof250 , 
Balance sheet total Rs. 19,50,0001 


46. AB Limited^ a manufacturing company, had an authorised 
capital of 15,000 6% cumulative preference shares of Rs. 10 each and 
75,000 ordinary shares of Rs. 10 each. 

The trial balance on 31st December, 1968 was as follows : 

Rs. 


Ordinary share capital : 

50,000 shares of Rs. 10 each 


fully paid 5,00,000 

6% Cumulative preference share 
capita! 10,000 shares of Rs. 10 
each fully paid 1,00,000 

7% Convertible loan stock 
1968-70 (Cr) 1,00,000 

Share premium 60,000 

General reserve 3, 10, COO 

Profit and loss account, balance 
1st January, 1968 (Cr.) 1,45,000 

Freehold property at cost 4,10.000 

Plant and machinery at cost 5,96,000 
Goodwill, patents and trade 
“arks 65.000 

Depreciation, balance 
1st Jan. 1968 (Cr.) ; 

Freehold property 65,000 

Plant and machinery 2,47,000 

1,69,600 

Work-in-progress 7,43,000 


You are informed that : 


Rs. 

Pajments on account of work- 

in-progress {Cr.) 2,26,000 

Debtors 6,92,500 

Provision for doubtful debts 29,000 

Corporation tax, year to 3Ist 

December, 1967 (Cr.) 86,000 

Creditors 2,18,000 

Cash in hand 7,400 

Bank overdraft 4,75,700 

Profit on trading, year to 3l5t 

December, 1968 4,22,600 

Investments (quoted) at cost 1,15,000 

Investments (unquoted) at cost 82,000 
Dividends (quoted) 5^00 

Dividends (unquoted) 13,000 

Subscriptions and donations 6,500 

Directors’ remuneration 16,000 

Advertising 22,000 

Bank interest 39,500 

Loan interest 7,000 

Preference dividend 6,000 

Interim dividend @ 5 per cent 2S,000 


I' I® convertible loan stock can be converted into 

the following datcs; 3Tst December, 1968 at Rs, 15 00 

ifRs December. 1968 hidS 

of the loan stock had exercised the option but no entries 

'I'?' books w cover .he eonve.sion.’^ The Sew orS 

Shares do not rank for a dividend out of the 1968 profits. ^ 

R, 6 freehold property was valued at 

A?; “"to <ho balanee Tee? on 


3. Turnover for the year was Rs. 31 ,00,000. 



Cteytsr 5 / CofiruT ActoBiU— Pbt) SUtfficets <3l3 


4. The following provisions bare fo k« mide : (/) depreciation on 
plant and machiaery Rs. 62,000, f/i) anditors* remuneration, (including 
taxation charges of Rs. 240 and expanses Rs. 360) Rs. 2,100, {Itl) nddk 
tional provision for doubtful debts Rs. 7,500. (fr) corporation tax on 
profits of the year Rs. 1,12,000. 

5. Directors* remuneration comprises : (0 Chairman’s fees Rs. 
3,000, (H) management remuneration Rs. 9,500, (//O Fees Rs. 3,5CO. 

6. Corporation tax liability for the year ended 31st December, 1967 
has been agreed at Rs. 81,000. 

7. Subscriptions and donations comprise : (0 Charitable Rs. 3,420, 
ill) Business Rs. 3,080. 

8. The directors are recommending a final dividend of 20% on the 
ordinary shares and a transfer of Rs 50,000 to general reserve. 

9. The market value of the quoted investment on 31it December 
1968 ii Rs. 1,19,000 and the directors value the unquoted Investment at 
Rs. 1,29,000. 

10. Capital expenditure commitment on 3Jst December, 1968 amoun- 
ted to Rs. 1,21,000 of vhich Rs. 47, CCO is coxered by firm contracts with 
suppliers. 

11. Goodwill, patents and trade marks art to be written down to 
Rs. 1,000 the reduction to be written off against capital reserve. 

(fl) Prepare a profit and loss account for the jear ended 3 1st Dec 
1968 and a balance sheet as on that date in accordance xx jih the require* 
menu of the Companies Act together with the relevant notes and addition, 
al information required by the Act so far as you are able to do so from 
the information provided. 


Auditon report and comparatire figures are not required. 

(fi) You are advised that the company's basken are pressing for 
the overdraft to reduced and yon are ask^ to comment on the com- 
pany's liquidity position and suggest ways in which the overdraft could be 
reduced. (C.WJk. England, Fart 111, 1969, Modified) 

((0 Profit ^rfore raxelltm Rs. 2,78,200 ; Profit after taxation Rs 
1,66,200 ; Balance sheet total Rs. 23fi5,000 ; and {ii) The 
llquldiljr ratio of the company is less than 1 . 1 and the 
company is In very insecure position should the hank exercise 
Its right to withdraw oierdtaft faclUtles.) 


/lUctf.* Wj>9 in wUcb iha overdraft could be reduced include : {o) to induce 
debton to settle qulcklr, ( 6 ) lo ndoca the level of Hocks, (e) to speed op the 
wotl4oi«ojTess to quality for more STOtres* pajnneals, (d) to retina dirldenCi. 
(•) *0 issue Bjore sham possibly a “Rijtu Issue”, (/) to ocfousie a loaa-icrn 
loan) 


SUGGESTED READING 

1. ^fcountano— William Pickles 

2. A Modem Approach to Company Accounts— John Kclioci: 

3. Lectures on Company Law— Shah 

4. 5uitn«Jv4cc<«Jtrtng, Vol. II— F. Wood _ 
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Neoteric Trends in Published Accounts 


Corporate reporting has assumed great importance in recent jears 
not only necessitating the inicrfcrtnce of law in the matter of reports to 

be published by companies but -* **' ' ' •tions 

by progressive companies in the ■ . ' 

• • - • ... . • ■ for 

• • ... the 

I • • • . fore, 

. . • I ^ the 


recent trends in such reporting. 


As per the provisions of Sections 210, 216 and 217, it is compul- 
sory for the Board of Directors to lay before the company's Annual 
General Meeting a copy of balance-'heet and profit and loss account 
together with the directors* and auditors* reports. All these documents 
together are termed as the annual report of the company. Since all 
companies print and publish the annual reports, they have acquired 
another name 'published accounts*. 'Corporate Report* is another popolaf 
name for the annua] report and is of recent origin. 

Objectlres of Published Accouat^: 

The annual report of a company plays an important role in bringing 
out its salient features and that Is why its accurate and attrartive preSMta- 
tion cannot be overemphasised. In order to encourage companies to 
pre ent the picture of the company in the most accurate and the best way, 
the Institute of Chartered Accountants of India announced in 1959 a prize 
in the form of a shield to be given to that company which presents its 
final accounts in the best way. 


The annual report gives yearly survey of the operating results and 
the financial affairs of the company. Directors' report which forms to 
important part of the annual report comprises usually the following 
information : 


(a) A summary of the performance of the company during ite 
year usually comparing it with that of the previous year setting orf is 
detail the production and sales dunng the year. 

(b) Information about the products of the company 

(c) Information regarding the difficulties encountered 
year and the steps taken to overcome the same. 

(</) The research and development unddrtek^ dorir-f ^ • 
and the progwss made thcitoT. ' 
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(e) Information regarding the important financial operations giving 
in detail the particulars of capital raised during the year. The sources of 
and response to such capital issue is also stated. 

(/) The diversification and expansion undertaken and achieved 
‘during the year. 

fg) A summary of the labour-management relations during the 

year. 

(ft) The position regarding personnel stating the total number 
employed, and the training and development activities undertaken. 

(I) A general survey of the economic scene and its effect on the 
working of the company. 

(j) Role played by the company in discharging the social obligations 

speh as rural development, provision of welfare facilities for weaker 
sections etc. 

(Jt) The future prospects of the company in view of the existing posi- 
tion and the available opportunities. 

Sachar Committee Recommendations ; 

Recognising the importance of Directors’ Report, the ^char 
committee has recommended that it should contain the following additional 
information : 

1. Particulors relating to public deposits. 

2. Prosecutions launched against the company and penalties paid. 
Also particulars of any director being sentenced to imprisonment. 

3. Particulars as regards unclaimed and unpaid dividends. 

4. Details of investments in other companies, etc., which have not 
yielded any returns and the reasons therefore. 

5. Particulars of any material liability arising afier the date of 
balance sheet but before the adoption of such accounts by directors, 

6. Statement showing the commitments and liabilities for which no 
provision has been made and the reason for not making such provision. 

7. Social Report : Activities undertaken to discharge social res- 
ponsibilities , quantifying wherever possible in monetary terms. 

The committee has recommended that every company along with 
Directors’ report shall also give a social report which will indicate and 
quantify in as precise and clear terms as possible the various activities 
relating to the social responsibility aspect, which has been carried out by 
the cotppany in previous years. According to the committee the accep- 
tance of the concept of social responsibility must be reflected in the in- 
formation and disclosuie that the company makes available for the benefit 
of the various constituents like shareholders, creditors, workers and the 
community. Openness in corporate affairs is the first principle in securing 
retponsible behaviour. 

8. Losses must be ihdicated separately for divisions dealing with 
BWdact oc group of products'. 
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9. Accounting ratios, rtr., ratio of ccnr-i 

tiss ; of inventories to sates ; of trade irceivable to pW - 
to net sales and net worth ; of rttnm on totaj caphjj g— Z 
before interest and tax to total assets r and of neT z± 
holders’ equity must be presented- 

10. Key Itpftiap factors resc uing H 

11. Number of shares held by cadi direesrr, 

2% of the total voting rights. 

12. Particulars cf c cntra ets in *hkh dress =■ 
dependent cbOdren hare ary sigriScact ieterst. 

13. Statement irdiating that the stahanry ■ ■ 

have been complied with in re^eet cf 

(fl) managetnpr»*j^ ; »t y -t~.*«‘t«Mf y ■■■!— ."'r 
(h) inter-comparr tn?s:_.eLts and fcan. 

Under Stclic- 21TC2A) cf the < 



totdcfjprtserstiis^ - - — — 

Jti.l.T i'ic*..-. ! kCfi * id ie 

tie retran, 'u **-2i r*** ^ ~ 

teg' iyf — 


M PcS^i!— ^ TV liii— 

^ Of c:< IgH ^ c;eg 7 ^- 
"W'torirn^; 

to 

^or a'ocg '~Z^ 

Ptr c« cfef.y^rfVcg ^- — 

^SlSSsSlSS 


'^‘'r*tfPdC:arfAOT:fJ 




•noTOm-i, 
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(i) Creditors and Customers— present and potential 
(ft) Employees and trade union officials 
(Hi) ■ Investors — present and potential 
(iv) Debenturcholders 

(v) Crcrfjt—Inslitutions like banks, ICICI, IDBI, UTI, LIC, ICF, 
etc. 

(v/) Stock exchanges 
(vii) Economists and investment analysts 
(via) Taxation authorities 

(ix) Government and Members of Parliament, the Public Accounts 
Committee, the Estimates Committee in respect of Government Companies. 

Of the above persons some arc well conversant w itb the accounting 
language and thus are in a position to understand and aporeciate the 
financial statements. The bodies mentioned above are in a position to 
employ qualified accountants who arc in a posin'on to read and interpret 
the published accounts correctly. But there is no doubt that there is a 
very large number of persons who are not able to understand and make 
inteliigcnt use of profit and loss account and bnUnec-sheet. Over and 
above this, with the development of the corporate sector, emergence of 
“holding and subsidiary company” structure, con'iderable advancement 
in the techniques of accounting to keep pace with the tremendou ! post- 
war boom, subsequent in lustf.al expansion, and increasing complexities 
of taxation, thc'e hive come into use various new accounting terms which 
do not convey any clear meaning to persons other than professsional 
accountants, financial analysts, and' bodies who employ trained persons. 
Thus the various statements and figures given in the published 
accounts have come to be viewed with suspicion by the shareholders, 
creditors and employees. 


Thus there is an established case of the nerd to present published 
accounts in such a way as will be readily understood by everybody if they 
arc to serve the purpose for which ihcy arc meant. The necessity oj 
preparing accounts in an attractive and inviting form and simple language 
for various persons who arc not trained at accounting has led to a difficult 
situation. Now putlished accounts are required to fulfil the needs of the 
statute ard the specialist on one hand and persons who a''c not versed 
in accounting sy.stcm^ and techniques’ but who are nonetheless sitally 
interested m the organisation of corporate sector on the other. The solution 
to this problem lies in supplementing the statutory accounts like b.'ilance 
sheet and profit and loss account prepared according to Icsal requirements 
by a non-tcchntcal presentation of all significant items as would ei able the 
average shareholder and other persons not versed in accoutuing to appre- 
Ppsuion and the tradin? results disclokd by profit and 
tecbn'ic^Wnv’',nI^^^ Statutory statements prepared in the 

non tprbntf n't of various significant data but in a 

non-tcchnical wa> is the modern way of preparing published accounts. 
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Modem Treods fo Pobllshed Aecootti 

With a view to satisfying the needs of persons well.vened in account- 
ing language on one hand and persons not familiar with accounting 
techniques on the other, it is a common practice to add to the accounts 
drawn in statutory forms, tome voluntary supplementary information in 
such a manner as would be easily understood by a layman. This voluntary 
information includes the follonicg : 

(а) Balance sheet and pro 6 t and Joss account in a snmmarised 
manner enabling layman to understand the implication : 

( б ) Summarised presentation of the “highlight” of the information 
contained in the published accourts ; 

(e) Supplementary informatioa ; 

(d) Chans; graphs and diagrams ; and 

(e) Other matters. 

(a] Sommarlsed accouQt*. These are m addition to the bataocc- 
sheet and profit and loss account prepared in accordance with the provisions 
of law. Most of the companies in western countries present these 
summarised accounts. In our country also many of the companies have 
taken to publishing these auramiroed a.xouots. These suramarued 
accounts usually sho*' the position of the company for the current year 
aad two or more preceding years at a glance. Of late some of the com- 
panies are also giving budget estimates of the succeedlsg year because the 
preparation of business budgets has assumed great importance. The 
advantage ofth: summarised accounts is their clarity and simplicity which 
will eoible even a lawman to understand the purport of financial state- 
ments, T»o illustrations of such summarised acvouots taken from the 
published accounts of Reliance Textile Industries Limited and Bharat 
Heavy Electricals Limited arc reproduced below : 

(1) RELIANCE TEXTILE INDUSTRIES LIMITED 
Financial Sommiry : 

fRs. in Lakh s) 

7977:78 75 / 6-77 

ft 5 Months) 


Sales 

12,367-85 

6,872-59 

Other Income 

198-11 

204-78 

Total (A) 

12.565-96 

7,077-37 

Matexials (Cost of Sales) 

8.477-81 

4.933-45 

228-10 

Salaries 

428-52 

Excise Duty 

375-51 

209 25 

Stores. Dyes & Chemicals 

555-34 

325-97 

Interest 

494 91 

275-06 

Other Expenditure 

Net Loss on Export of Art Silk Fabrics of pre- 

1,218-77 

671-96 

vious vear/or Cost of Export Incentive* 

11,550 86 
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{o, Highlights. This is also put under other headings like “year 

at a glaice”, “facts at a glance”, “tl e j ear in review”, “financial. high- 
lights’’, “facts in a nutshell”, “digest of results” or “at a glance picture”. 
“Highlights” ‘ate normally shown in the beginning of annual report. This 
apage is very useful inasmuch as it enables the reader to skip the detailed 
onalysis of the report and to know the working of the company without loss 
me. In the “Highlights” usually information about operations such 
asf tioduction, sales, profit before and after tax and amount spent on- 
capPral expenditure are given. Some companies also give information 
aboutt the strength of employees and also orders on hand. Information is 
also given about the net earnings, retained earnings and net worth per 
ordinary share which will help the shareholders to know the value of 
their shares and the potential investors to know the price that they can 
offer. Companies also give financial position such as information pertain- 
ing to. working capital, net block and shareholders’ equity. Where there 
is scope, important landmarks of the year are mentioned. The following 
examples taken from the annual reports of Britannia Biscuit Company 
Limited and Bharat Heavy Electricals Limited for the year 1977-78 will 
illustrate the usual information under this heading ; 


(1) BRITANNIA BISCUIT COMPANY LIMITED 
Financial Highlights 


Operations 
(rupees in thousands) 


Per ordinary share 
(rupees) 



1978 

1977 

Increase 

Sales 

Profit after tax 
Capital expenditure 

4,57,784 

18,567 

13,943 

4,41,346 

17,052 

8,840 

16,438 

1,515 

5,103 




Increase 

Net earnings 
Retained earnings 
Net worth 

411 

2-61 

21-64 

3-78 

2-28 

19-03 

0-33 

0-33 

2-61 


Financial position at year cod 
(rupees in thousands) 

Working capital 30,078 

Fixed assets 59,336 

Shareholders’ equity 97,710 


Increase/ 

(dccresase) 


34,380 

52,491 

85,930 


(4,302) 

6,845 

11,780 


(2) BHARAT HEAVY ELECTRICALS LIMITED 

Highlights 


Production 
Growtli (%) 

Sales & despatches 
Profit before tax 
Profit after tax at 
statutory rate 
Orders on hand (net) 
Employees (Nos.) 
Dividend (%) 


1977-1978 

(Rs. 

in millions) 

1976-77 

1975-76 

5,227 

18 

4.958 

574 

4,442 

7 

4,697 

629 

4,152 

33 

3,743 

547 

243 

14,500 

56,100 

6 

266 

11.800 

-53^600 

6 ' 

231 
8,739 
.. 52,000 
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I'he Year in Brief 

Production of 2,660 MW of gcncrtling equipment, 

Commissioning of 1,910 MW of potver equipment 
Commissioning of first 200 MW thermal set at Obra, 

Commissioning of 2,660 tonne press of Hardwar 
Export —Order secured from Malaysia and USA 
Quality— M/s. H.V. KEMA, Holland, awarded a certificate of ratina 
for minimum oil circuit breakers 
—American Petroleum Institute has granted BHEL the right 
to use its monogram on oj] rig components manufactured 
by BHEL 

Manufacture for the first time of dcaeraton and coil type HP beaten 

Pint fluidised bed combustion boiler successfully tested 

First batch of thyristor convertors produced m collaboration with 

Siemens 

£•2,000 on*s&ore driUiag rig maaufactund by BHEL went into 
operation. 

(e) Supplementary fafonnaffoD. The traditional profit and loss 
account and balance sheet are no more considered to be the correct measo* 
res of the income and financial position of a company. Therefore, it hu 
become necessary to provide supplementary InfortBation to meet the grow- 
ing demands of the users of such reports. Some of such tupplementaiy 
statements are mentioned betow and are also illustrated. 

I. Source and appllettioa of fends. This statement gives the 


, ■ • • 

Given below is one such statement taken from the annual report of 
Britannia Biscuit Company Limited for the year 1 977-78 t 

britannu biscuit company limited 

Source and Application ef Funds 

The following Ubie summarises for the yean ended 31st March, 1978 
and 31st March, 1977, sources from whfcb the Company has derived the 
funds which have been used for the development of the business. 

im 1977 

(Ra. UUn) tRs. laths) 

PmdteUeiHtd from: hrofit a/ler tax JS0 27] 

Depredation 69 51 

SafeoffUeO uaeu 1 1 

ST *230 


Fvtds mted for I 


Repayment of lona-tenn loam 
Expendilure on tUed maaela 
locrttse in Inveilaeot 
Dividends for lb« year 
lsoeate/(decreaae)ia workiof 
capiUl 

Share ism expenaea 


< 1 ? 


250 


230 
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Omrts In Working 
CapUal—Inentael 
(derease ) : 


Cash and bank balaaoes 

49 

(15) 

Share application money 

1,196 


deposited with bank 


Stock of finished goods, raw 
materials, stores and 

( 79 ) 

65 

, spare parts 

Sundry debtors 

17 

(3) 

Loans and advances 

31 

■74 

Advance payment of income tax 

(8) 

63 


1,206 

184 




Creditors and other liabilities 

57 - 

78 

Share application money 

1,196 

71 

Provision for taxation 

(4) 

, 

"1,249 ;> 


Tncreate/fdecrease) in working 

(43) 

ssMsa* 

... 

capiud 

35 


2. Simmirised carii Sow statemeat. This statement gives the cash 
inflows and outflows and the resultant surplus or deflciency. Sandilands 
Committee has recommended that the annuail reports should include even 
forecasts of cash flows for the coming year. An extract from the annual 
Tcpprt of Bharat Heavy Electricals Limited for the year 1 977-78 is given 
below ; , > 


BHARAt HEAVY ELECTRICALS LTD 


Summarised Cash Flow 


Ftom cutfcmeri* 
Other iocoffle 
From Government 


OutBw 

Porchwe* 

Payment* to employee* 
Intereit 


Manufacturing and other e-rpenses 
Capital expenditure 
Income tax 

Repayment of government loans 


Surplus 

Average cash payment per day (Rs.) 
Borrowlngi from banks 
At the beginning of the year 
At the end of the year 

•Includes collections in (he month of March 


1977-7E 

6,298-3 
199-6 
459 8 


3,281-2 
698-8 
25M 
716-5 
428-9 
398 9 
468-8 

6,244-2 


17,107.397 


2,693-5 

(«%) 


(R*. in millions) 
1976-77 


5,534-9 

92-8 

418-5 

~6,(M6-2 

2,404-1 
612-7 
284 0 
721-8 
378 8 
208-9 
369-5 

~4,979-8 

1,066-4 

13^643,288 

1,076-0 

291-7 

1,690-0 

(31%) 


by m^ufa^cSS thich i! ttc 

y manui.cnire wnich is the diffensnee between the value of production 
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and material!. Tiii italement analprscs how the value 


BHARAT HEAVY ELECTRICALS LTD 


Value Added Statement : 


Value of production 
Cost of direct materiali 


Value added 

Applied in the followiaf way : 

Towards operations 
Salaries, wages and other 
benefits to employees 
Other operatiBt costs 

Towards fleaaciBt 
Interest on gaverament loans 
Interest on deferred credits 
Interest on worktnf capital 
Dmdesd 

Towards laeose tax 

Towards exoansioa and frowtb 
DeprecUtioQ 
Retained profits 


!577-7l 

53W2 

2440-3 

(Rs. io mJtUoosl 

1976-77 %»ta 

4.709-7 

2412 5 

249B9 

2.497-2 


745 6 

25 

627 4 

25 

U62-2 

42 

B171 

33 

154 2 

5 

149-7 

6 

16 7 

1 

164 

1 

97 9 

3 

1(09 

6 

710 

3 

78-0 

3 

2900 

10 

315-0 

IS 

172-7 

6 

129 4 

5 

1116 

5 

203 3 

8 

LM8 9 

ioo“ 

2,4972 

loo 


Velu4 Added per Employee 

The value added per emplt^ee io 1977-78 was Rs. 53,000 as tfainst 
Rs. lO.COO in 19fi8-69. The peecentssc distribution of value added to 
1977-78 was as under : 


To iharcholden 

2(0 

To sources of fiasnee 

896 

To incomo tsx 

9 67 

To expansion and developmert 

11-66 

To employees 

24 se 

To the company 

42 25 


ICO 00 


4. Impact of Prlcc'lerel Cbances. So far, published accounts have 
been based on historical costs and ibe cbanges io the prices of assets have 
been ignored. This factor has resulted in distortion in the presentation of 
accounts. The principle that the financial stataments must gi\e a true and 
fair view is'not ob;ersed because of the fact that the accounts are based 
on historical cost. To correct this picture in many counlrice serious attem- 
pts have been made for correcting the accounts for price changes. In eor 
own country Bharat Heavy Electricals Limited base made an attempt to 
correct the profit and loss account and the balance-sheet for the price-lerel 
changes by adopting the current cost accounting method as recommended^ 
by the Accounting Standards Committee set out io Exposure Draft V 
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The manner of adjustment and the adjusted accounts are reproduced froc 
the annual report of Bharat Heavy Electricals Limited for the jea 
1977-78: , , ' 

BHARAT HEAVY ELECTRICALS LIMITED 
Current Cost Accounts 

Basis 

The Current Cost Accounts presented in summarised form hav 
been prepared on the principles recommended by the Accounting SfMC 
ards Committee set out in Exposure Draft 18 (Morpeth Committe 
recommendations). 

Fixed Assets 

In line with the recommendations of the Morpeth Cominittee, fixe 
assets have been revalued at current market rales wherever practicable o 
on the basis of official price indices. 

Land which has been taken at nominal cost of Re. I in the histonct 
accounts has been revalued on the current market rates. 

Buildings have been revalued taking into consideration the currer 
rates of construction. 

Plant and machinery have been revalued on a combiration of cun 
ent cost estimates and indices published by the Reserve Bank of India. 

Other Assets and Liabilities 

No revaluation of investments has been considered necessary sine 
the amount involved is very small. 

Cash, sundry debtors and other liabilities have pot been revalue 
since they have already been expressed in current monetary terms. 

Cost of Sales Adjastment 

Cost of sales adjustment has been mcac cased on the averagin 
method. The opening and closing stocks have been brought to a commo 
average stock price based on indices published by the RescrvcBank of Indi 
imd cost of sales adjustment worked out on the basis of difference betwcei 
the historical opening and closing stocks and the current cost difference o 
opening and closing stocks. 

Taxation 


No change in taxation liability has been made since it is felt tba 
tM taxation authorities will not estimate the tax liability on current cos 
statement and consequently the tax liability will not change. 

Equity Interest 


p adjustment of equity, wholesale price index 
Kcservc Bank of India has been taken into consideration 
Moreaeat of Reserves 

considers it prudent to appropriate the effect of i 
JShn r^ adjustment to 


index compiled by 
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Gesriog Ac’Jostsient : 

*■ . t , •*'»» •* • ^ pufclJ. 

■ * ■ ■ • and illomi 

• ■ ■ ■ e njonetao' 

liabjllties exceed monetary assets, their part of the iovestiaent in fixed 
assets and inxenlories are financed by non*equity providers of finance. 
Therefore, the cost of sales and depreciation adjususents must be borrejn 
■part by such 000‘cquity providers of finance, and accordingly the adjust- 
raents need to be reduced. The profit before tax to net worth after apf.ij. 
iog the Hyde Guidelines is also shown. 

Profit and Loss Accooat 





(Rj in Qill'ons) 



1977-73 


1976-77 

Turnover 


4,953 0 


4.697 2 

profit before tu and Inierest 


343 0 


9565 

Lea' Interest payable 


2331 


3270 



574 2 


6295 

Leu : cost of a«lei adjustoicots 

£9 9 

22)9 

16 9 

145 3 

Lea: additional depreciation 

IMP 

1239 

Current cost profit before tax 

Lea: tax 


350^3 

2$C0 


433 7 
315 6 

Profit after tax 


60S 


1637 

Apfroprlation Accooat 

Curreoi cost profit after tax 





Surplus ansini from : 

£9 9 
4027 


16 9 

32 4 


Cost of sales adjustment 

Revaluation of fixed assets 

472-6 

493 

Appropriation to revaiuatian resem 
Dividend 


(472 6) 
739 


(49 3) 
78 0 

Balance earned over to balance sheet 


117-7) 


WH 

Profit after tax to net worth (%1 


1*31 


4 5 

Balance Sheet 

Capita! Employ ei 


1,3C00 
2S5 3 


1.1 oo 

Snare Capital 



2817 

Resertea 

Revaluation reserve 


2.S20-S 


2.347 7 

Net worth 

Borrowings 


4J55S 

16199 


3.929 4 
1510 7 


6.9752 


6.41J 7 


Emptoyment of Capltjl : 
Gross G;(ed assets 
Zeis ; Depreciation 

Capital expenditore In projTess 

lovcstnieot 

Net curreo: asseti 


6io:7 
4.440-2 2,246 t 

4»4 
179 
2.073 7 


3.937 6 

2*0 2 
Its 
2.1s: ' 

6J1^7 
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StateineBt of Changes fa Shareholders* 


Net Eqmty Interest Allowing for Kise 


in the Value of Money 

1977-78 

(Rs. in millions) 

, 1976-77 

Net equity interest at the beginning of the year 

Net equity capital introduced during the year 

Amount required to compensate for the change 
in the value of money during the year 

4,007-4 

(8-8) 


3,822-6 

263-1 

Nci equity interest at the end of the year 
before dividend on equity capital 

Gain for the year .allowing for the 
change in the value of money 

Dividend on equity capital for the year 

3,998-6 

4,425-4 

426 8 
78-0 


4,085-7 

4,007-4 

{78-3) 

78-0 

Gain for the year after allowing for the change 
in the value of nKmcy and after dividend 

348-8 


(156-3) 

Gearing Adjustnent : 

Sales 

Profit before tax 

Lett : Adjustment f 

cost of sales 69-9 

depreciation 1S4'0 

4,958-0 

574-2 

223-9 

16-9 

128-9 

4.©7'2 
629 5 

145-8 

Gearing adjustment 

350-3 

1254 


483-7 

81-7 

Adjusted profit Wore tax ^ 

Provision for tax 

475-7 

290-0 


56?4 

315-0 

Profit after tax 

Lett ; Dividend 

185"^ 

78-0 


250-4 

780 

Adjusted retained profiu 

107-7 


172-4 


5. Pcrsonne;. Of late published accounts incorporate informatioa 
a^ut pcfsoancl. The infonnaiion relates to number of persons employed 
giv.Dg the break-up calcgory-wise, sex-wise and sometimes nationality-wise. 
The report also gives information regarding changes in personnel, total 
remuneration paid to employees and also the average remuneration paid 
(0 various categories. 


6 Human Resource Accounting. ' With sophisticated technology 
sr.d social awareness the most valued asset of any organisation consists of 
the traiced perionnel in the form of engineers, technicians, skilled workers, 
executives, accountants, etc. It is verj' difficult to evaluate the worth of 
human assets to the organisation. Still in recent )ears some attempts 
nave recn nude to quantify the value of human assets. Kow this is 
cone by the Bharat Heavy Electricals Limited is given below ; 
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7. Ten-year Summary. Most of the annual reports give ten 
years’ statistical summarj’. This summary includes figures relating to (a) 
production, (6) sales in units, (c) sales in rupees, (d) other earnings, (e) ele- 
ments of cost, (/) profit before tax, (g) current assets, (/i) net block, (/) 
equit}', ( j) borrowings, (Jc) dividend, (/) number of employees, etc. An 
extract from the annual report of Britannia Biscuit Company Limited is 
given as an illustration : 

BRITANNIA BISCUIT COMPANT' LIMITED 
Ten-y^ar Financial Statistics— 1969 78 


{Figures for years 1969 to 1975 have been deleted) 

(In rupees thousrrnd) 


31st March 

1976 

1977 

1978 

Assets employed 




Fixed assets less depreciation 

49,645 

52,491 

59,336 

Investments 

4 

3,714 

11,094 

Net current assets 

30.852 

34,379 

30,078 

Share issue expenses 

— 

— 

1,718 

Financed by 

80,501 

90.584 

1,02,226 

Preference shares 

15 

15 

15 

Equity shares 

26,561 

45,153 

45,153 

Resertes 

49,092 

40,777 

52.558 

Loan funds 

4.833 

4,639 

4,500 


Profits and appropnatiops 

Sales 3.88,706 

Profit beforr depreeiatipn ana tax '39,352 


1,02,226 


4,41,346 

_ - _ — 51,264 

Dcpieciation 4,5/5 5,812 6 935 

Profit before tax 34,777 45,452 451867 

Taxation 23,000 28,400 27,300 

Profit after tax 11,777 17 0^2 18 S67 

Dividends 5.420 6 775 ills 

Retained earnings 6,357 10,277 ll'|792 

Key ratios - percentages 

Profit before tax 8 9 10-3 10 0 

Sales 

Profit before tax 18-6 20 9 19 0 

Gross assets 

Profit after tax 3-0 3 9 

Sales 

Distribalions of ordinary bonus shares in the proportion of 2-3 3 • 5 and 
7 : 10 were made in 1958-69, 1970-71 and 1976-77 resp^tivcly ‘’f ^ . 3. 3 . 5 and 

Gross assets consbt of fixed assets and investments at cost and current assets 
excluding share application money received in 1978 

measures of investment, measurerS- orS^hiff ^ ^ ‘Classified as 

and measures of financial states These* of performance 

w=.s or published o«ouui eauJad“y™eX™’fo.',?'':'° 45' 
presentation of significant ratios ns needs. The 

cany Limited is civen below ; Britannia Biscuit Com- 


4,57,784 

52.802 

6.935 

45,867 

27,300 

18,567 

6.775 

11'.792 
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BRITANNIA BISOJIT COMPANY LIMITED 
Sign'Jieant Ratios 

197S 1977 

Measures of JaresfmeBt 


Return on equity 

Profit after han iiir^mr attd tax 

Ordinary thareholJeft' /muJi 

190»; 

i9<:; 

Eanungt per share 

ffet profit lets ortferenet dlrldend 
p/iimiter of ardinaty thattt 

Rs 4il 

Rt. 3 73 

Dividend cover 

Edrnlnts per thare 

2*7 

25 


SFudeiid per stiart 

times 

times 

Measures of Performance 



Profit margin 

Profi before loan interest and tax 
Sates 

101% 

104% 

Asset CUroovet 

Sates 

43 

4-9 


j7ei assets 

tinsel 

UCMS 

Debtor turoover 

Sates 

25-2 

256 


liebiart-t-StUt seeelreble 

times 

times 

Stxk turoover 

Sales 


10*3 



times 

limes 

Measures of Flaaoclal Status 



Debt ratio 

Borrowed eopdal 

Ordtna ’y thareholde’s' funds 


i*y. 

Current ratio 

Cttrreni assets 

1 1 

1-4 


Current iiaiiUfteS 

times 

limes 

Trx ratio 

Tax protlston 

Profit before tax 

59 5% 

62 5)5 


9. Accoualfog Poti'cles. The preparation of fisanciil statemcnli 
. . ,j , e... •• ... ■■•?oa and these 

■ ■ ■ r, for a fuller 

■ • ■ . . ■ . . ,f any^ oce 

« ■ 1 the basis of 

which the financial statements are prepared. Here again Bharat Jleavy 
Electricals Limited is one of the progressive companies which has been 
giving its accounting policies in its published accounts. 


(t/j Charts, Graphs and Dlagniins. Published accounts Insanablv 
' *■ ■■■ — • makes the presentation of facts 

flams, pie-charts, tabular pre- 
. . « • Dividend declared and per- 

centage of dividend to capital emplo>cd over j ean, comrarati> e »uiht»cs 
fornnumberofjears (usually ten years) are often shown in the form of 
tabular presentations. Use of divisible profits as dividends, lasts, ether 
2 I* irm ot a pie- 

P . , tccouoti of 

F I • . . ■ . f . 
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BHARAT HEAVY ELECTRICALS LIMITED 




(e) Other Matters. Published accounts (annual reporh the^e days 
arc presented in a d,ffcrcnt way and there is a visible change in the a«i- 
tude of company s authorities in respect of its publication. The followinc 
arc some other features of modem published accounts ; 

Annual reports arc generally 20 to 23 cm. in width and 


Format : 
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Trtstfs Ib 1‘ablhked A^cobbIi 
25 io 28 cm. in ]«gth. They are besotifully printed on high grade paper. 
They inclui^ colQurcd photographs of some important products of the 
Minpany. Quite often a picture of research laboratory ii included to 
impress upon the reader the quahty of rhcir product. The cover it very 
well designed and is made to attract the atieatioa of the reader. Often it 
tells a^ut the mam products of the coiopiny- ^meiimes it may tell 
about the main character of the company. For exampte, the main cover 
of the Annual Report of Bharat Heavy Electricals Limited for the year 
1976-77 reveals the international character of the company with the title 
'latecoattort&l Cifieeo\ DifTcccat dest^asire arfoprcdhyditlcrcntcoro- 
paoies and these also change from year to year. For example, a company 

— .1.. j..... jjj g 

• ■ • • on centres. 

■ * I 1 ■ ■ and block*, 

■ • ■ ycararem 

differeot type or colour or in shaded panel to distinguish them from pre> 
vieus year'* fignrej. 


Size of battaet sheet and praflt and lost accoBBt. The modem 
tendency is to make the balance sheet and profit and loss accoimr as com* 
pact as possible. These are presented under the heads made compulsory 
b" t^« CoTtyauiet Act. Thu. however, does not usually hide the facts as 
U:: deta<h are re1e,''stsd to schedules which form a part of the aitoua} 
cerKsrt, For fixanple, in the balance sheet investicems are shown as a 

• ' ...J.-J 

. • • • ■ ■ taken 

• ' • details 

are put in the schedule. These schedules are propeiiy uuuii/iied and 
arranged. The reference of these schedules is given in the balance sheet 
tad profit and loss account, fo the case of profit and loss account also 
cost of sates is shown as one figure «nd various items coniUtuting cost of 
sales are shown in the schedule. Someof the annual reports contain as 
many as 20 to 25 schedules. 

. I _ 4 shown 

, ..." « • - . ■ • ■ II In the 


Msmittec 
- .. .ound*ofr 


has recommended that compames oc aiiowvu u.e . 

•». f- to the nearest thousand or hundred or ten 
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ment to Schedule VI, companies have the option to present the balance 
sheet either in the horizontal form or vertical form. 

ASSIGNMENT MATERIAL 

Questions 

1. What is an annual report ?. Why is it necessary to publish an 
annual 'report ? , 

2- "Annual report gives yearly survey of the operating results and 
the financial affairs of the company.” Comment. 

3. What is the distinction between the “Annual Report” and the 
"Directors’ Report” of a company ? 

4. "Published accounts conceal much more than that they reveal.” 
Critically examine this statement in the light of the existing law and 
practice. What further disclosures would you recommend ? 

5. Write a reasonable note on the recommendations made by the 
Sachar Committee with regard to Directors’ Report. 

6. Most of the companies give ten-year survey of the company’s 
affairs. What advantage do you think you can get out of it as a share- 
holder ? Draw an imaginary 10-year survey of a progressing company. 

7. Quite a few companies in India have started giving "At a glance” 
story of the company. You are required to give an imaginary "At a 
glance” story of a company. 

8. Diescribe some modern trends in published accounts of com- 
panies. i 

9. Why is it necessary that more and more companies should be 
encouraged to draw up their annual reports in a manner which would be 
interesting, informative, easy to understand and also educative? What- 
is the role of the Institute of Chartered Accountants of India in achieving 
this objective ? 


BUUGEJjiliU READING 

1. Understanding Company Financial StatementS'-’K.ll.'Fatkct 

Pi Framework for Financial Accounting & Repor^ng-^- 
Richard Maeve (Institute of Chartered Accountants in England W’ales) 

3. Survey of Published Accounts 1976-(Institute 

4. to»rts&AccounteofNationaUecllndnstries-Aldrew*™“* ' 

5. Annual Reports of BHEL. Britannia, Rnlmnce-Hindnaan'S’™ 

etc* 
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Valuation of Goodwill and Shares 


Tbe chapter discusses tuo topics: {/) Valuation of goodwill ; and 
(«7) Valuation of shares. Under both the headings first theoretical concept 
and then methods of valuation have been discussed. 


I-GOODWILL 


Dehaiilon What is goodwill ? It is a thing very easy (o describe, but 
very diflicult to define It is an intangible real asset. “It is perhaps the 
most intangible of the intangibles.** Uut it is not a fictitious asset. Its 
valuation is tne most complex and controversial affair and often encounters 
more than reasonable suspicion in its treatment in accounting. 


]' , ■ I • - • s • s S..-" .• :s •' ■■ 

advantage: 

"Goodwill IS the present value of a firm’s anticipated excess 
earnings'* 

This dcfiniliOD is normally found acceptable by the coum and is 
■ found in accounting literature. The word "excess ' gives sufficient hint 
as to its valuation which is equal to earning atfnbutabJe to rate of rrtum 
on tangible assets and intangible assets other than g ocdwill over and atove 
the rormal rate of return earned by rerresentalive firms in the same 
industry. "Excess" carrircs also reflect at vinous advantages which a 
fim may enjoy in coolia« 10 

. . II ■nJuence, punctuality, 

partialitiei or pre. 
more than the prew 
ilace." According to 

,, . ■ ihirg very easy to 

- f and advantage of tbe 

oeiinl*. ■eiy oii^tu.i t , It i. the innclire 

Eood nomc reputation rhieg .hich d.itirtuiiher an 

force which brings ir customers. Jt isinc o- . start.*' 

old established bustncxs from a new bus.xess at its Lrsi wn. 

in the Mords of Spieer and Pej>« ** 

r^;7?e«,.™e.n/d„.»aen-,(K..Ve.H: T» ReeaU Pie.. Ce=r.ar. 
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may putt down Ibeatoouct of goodHiU rrecisely.cut of t>»c» bmincufi 
having same rate of profit, the one r^uiring lest amount of capiiil » ill be 
much in demand and tv ill realise a higher amount for good*iu. 

EtBcieocy ofmanigement. The efficienl manajemrnt help» in tn- 
creasing profits of the business through planned production and diMrihu- 

tion, which, in turn, increases the value ofgoodHiH, However, l^forc 
valuing the amount ofgoodwill. It must he carefully seen services of 
such efficient management shall not be discontinued m the future. 

Possibility of competition The likelihood of competition In the 
future either by the vendor himself or by some ether party alTccts the 
value of goodwill adversely. 


Of course, competition by outsiders cannot be stopped : it can be at 
the most estimated. But a competition by the vendor can be ruled out 
by entering into an explicit contract that vendor shall restrain himself 
from dealing in the same class of business fora specified period. 

Miscellaneous factors. Besides the factors mentiored above there 
are some more elements afifecting the value of good will, Wz , 

(0 ^foney mafkft condition. Easy money market cocdilion will 
raise the value of goodwill in general and vice versa 


(ti) Peace In ihe eountry. General prosperity in the country gives a 
fillip to the business and consequently to the value of goodwill. 

(Ill) Government's attitude. Govefomeni’s eneourageirent for ■ 
patllcular lice of trade or industry, in general, makes persons ready to 
pay even a little more for goodwill, eg.» business in fertiliserr, agriculteral 
goods. Similarly, doubtful attitude oflhe government about a particular 
type oftrade discourages persons to pay for goodwill, eg., govemmtnt*! 
attitude towards gold business in India. 

(/v) Tendency of profit. If profits of Ihe business show a risirg trend 
it attracts higher amount of goodwill. Declining profits will reduce the 
value of goodwill. 

Precautions la Tilulng goodwill 


Goodwill Is always paid for (be fotore. ]t may be seen that go dwUt 
of a business is built In the past but paid for the future The repuiauon r f a 

business house is always raised slowly and slowly by a seres of «cfi over 

a number of years; ard bu)cr is ready to pay n h Pe n ore than lie 
intrinsic value of asset only for this reputation. But hu>er i< ready lo pjv 
for this reputation only uh/n he bop/s to get some adtoniage from mU 
goodwill In the future. If the advantage it rot lilccl) to cone to the bujrr 
then, even if the value ofpocdwril »s very h»gh bujer v.ill ret he tejd) f * 
pay for it. Therefore, when evalcatirg the atrcuri offocdwilt hw;er 
alwajs keeps the future m mi.nd. 


Calculation of atcrsge profit Thts cfnci.-’z iv lo irr' t'a'f i" 

valuing Boodwtil that while cjl.ulating f-' f’s f’t rt-rfr*/* ^ 

ofgoodwill : fa) *df actualexpcnves ard Josves not i Id/ eyrtr m t*r ' 
future arc added back to profits, ex. loss from Ur. Wv m sfc'-,i.ft o 
theft, extraord.iury laUry oft person cot likely toco'-.t 
{b) expenses and losses expected to be borseiafjtcfe arc criu. 
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suchprofit";. eg., salary of directors and clerks to be appointed; (c) all 
profits likely to come id the future are added, e.g„ possibilit:y of some 
profits in the future due to new line of trade now ; and (d) even actual 
profits not likely to recur are deducted, e.g., extraordinary profit due to 
availability of a licence for a temporary period or profit resulting from 
sharp rise in price due to acuteshortap of the product. After having 
adjusted profit in the light of future possibilities average profits are calcula- 
ted and then value of goodwill is estimated. 

Personal and impersonal factors. The personal factor involved in 
the building of reputation of a business is an important factor taken care 
of at the time of valuing goodwill. It is said that more the personal factor, 
less is the value of goodwill and less the personal factor, more is the 
\a.\ne of goodwill to be paid far. Forexample, although the goodwill of 
the clinic of Dr. A is very high but if that clinic is to be purchased by 
Dr. B. who is a fresh graduate from the university, then he should not 
pay very high amount for the goodwill of Dr. ,4’s clinic because in the 
past income was afifccted more by the personal qualities of Dr, A( which 
Dr. 5 cannot purchase. The goodwill due to the personality of a man 
goes with the man and there is no resultant profit accruing to the buyer 
in the future and hence he should not pay for it. 


Need for valnation 


The need for valuation of goodwill depends bn the form of business 
organisation. In the case of a sole trader, it is usually valued at the time 
of selling the business, so as to determine the amount payable by the 
’ >yet towards goodwill. In the case of partnership there are several cir- 
cumstances when goodwill has to be valued. They are : 

(a) When a new partner is admitted, 

(ft) When a partner retires or dies, 

(cl When there is a change in the ratio of profit sharing, and 
(d) When there is dissolution either by sale to a company or amal- 
gamation with another firm, 

la the case of limited companies 

(0) When two or more companies amalgamate, 

(1) When one company takes over another, 

(c) When a company wants to acquire controlling interest in an- 
other company, and 

, {d) When government takes over the business. 

Methods of valulDg goodwill 


There are two methods of valuing goodwill— (i) Simple profit 

il! th?WlmWnfpager"^ method has been discSssed 

Siii'.ple profit method 


Under this method goodwill is expressed to be a purchase of certain 
r umber of 3ear.s profits based on the average of a given period This 
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a\era£e proCts. Before going into tbe details of calcutatioos 'it may be 
necessary to know as to : (a) Why should one calculate ascrage profits? 
and {b) Why should one multiply the average profits by a given number 
of years ? 


^\^ly average profits ? A bujer pays for goodwill of a business only 


future, other things remaining the same. car. alwa5$ be estimated. The 
estimate for the future always depends upon the performance in the past. 
Therefore, in a business sshat profits are likely to accrue in the future 
depends upon its average performance in the pa»t ard hcr.ee the ascrage 
profits. It may be repeated that before caUulatir.g attragf prefits, they 
must first be aJjusteilin the light cf futitc possibilities. Care must be taken 
to see whether profits are increasing or decreasing over years. 

^^'h 7 multiply by nomber of yean ? In order to understand the 
philosophy ofmuUiplying the average profits by certain number of years 
an example of a car with a driver may be taken where car stands for a 
business ard the drher fort businessman. The driver (husmesmaD) has 
to make many efforts in order to bring the car (business) in a good speed, 
/r.i he puts it m first gear, then second gear, and so on. When the car 
has gained certain speed then it can keep going with that speed without 
much effort If at this moment some new driver (a new bniinessman) 
woefs to take over the charge of this car, then he (new driver) is put in an 
advantageous situation inasmuch u be has not to make those initio] efforts 

1 ' ' *” I 1 *■ 

I ' ■' I ■ • 


■ ■I . “ ■ a , 



Goodwill "■Arerage Profitx Nomber of yean 


Uluiratlon 101. X purchased business from Y on 30th June 1978. Profits 
'•earned by I’for the preceding years ending on 31st Dece her each year 
1975 Rs. 41,000 ; 1976 Rs. 40.0C0, and 1977 Rs 42,000. 


■ ■ t I , ■ a 
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„ess, was amployed with Rama ™who 

He iateads to*^ replace ' a,e?a< 2 veS of <he average 

Solution ; 


Profits 1975 
Profits 1976 

Leis Non-recurnng proht 

Profits 1977 

Extraordinary loss 


40.000 

1,500 

42,000 

2,000 


41,000 


38, -500 






Total profits 

Average profits (i.e., Rs. 1,23,500-^3) 
Less Expenses to be paid in future : 
Insurance premium 
Salary, 12xRs. 5t,0 


1,23,500 
~ 41,167 

200 

6,000 

■ 6,200 


1 ^-' 


Add expenses not to be paid in future : 
Salary of a manager, 12 x Rs. 350 

Net average profit to come in future 

GoodwiIl=2 yearsxRs. 39,167=78,334. 


34,967 
4,200 
Rs. 39,167 


Soper profit method 

Goodwill, no matter bow determined, represents a valuation of 
future earnings. As per the first definition of goodwill, u presents the 
value of firm’s anticipated “excess” earnings. It there are no anticj^ted 
excess earnings over normal earnings, there can be no goodwill. Thus 
goodwill is paid by a buyer only if the business that is being purchased 
IS earning profits in excess of normal rate of earnings. It is such excess 
■profit that is referred to as super profit and represents the difference be- 
tween the average profit earned by the business and the normal profit based 
on the normal rate of return for representative firms in the induslrj'. 
Hence, this method of valuing goodwill will require the following informa- 
tion : (1) A normal rate of return for rcprescntaiice firms in the industry ; 
(2) TJiC fair value of capital emplojcd ; and (3 j The estimated future 
earning of the firm, / r., average of the profits earned in the past three or 
four \e.irs, Eacli lias been d)scus.'rd bclov/ : 

Nnroial rate of earnings. The normal rate of earning is that rate of 
cnr:-ir,g which invcf-tors in general expect on their investments in a parti- 
. r.rc of industry. This rate of earning differs from industry to 
ir;c.;:trj’. In most of the cases qiestion mentions the normal rate of 
'orrm;; app’icrblc to that type of industry. In case it is not mentioned 
0:: 'er/t is advised ue eoiimate it baling his judgment on the merits of the 
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cas». SomcUmej, ihe question gives informifion luflicicnt for cjlculaliag 
toe normal rate of earnings. The normal rate of earning is required to ^ 
adjusted t" the light of certain circumstances such a« : 

(0, //I'ificr itJnJ: retif. Any increase in the bank rate iocreases the 
expectations of insestors and they start hoping higher rate of return. 

(//) fifmra/ boom. When there is a boom in iodustrj- the inseston 
start expecting more and rormal rate of return is to be increased. 

(//i) />/<A ci:cu.<.-d (othif /n»rif/«en/. The more the ri'k. more is the 
rate of return I^isk nay be due to high amount of borrowirgs made by 
the business or nature of business. 

(fV) P/noti of tmtstmrnt. The longer the period of in\«!ment, 
higher is the rate of return. 

Illastratlon 102 .VLtd declared divtdeiid at 25*. on its shares of Rs. 
10, Rs. 8 paid up Its shares arc quoted in the market at Rs 10. You 
are required to calculate the normal rate of earning. 

Solution 

V On Rs ICO company pays dividend of Rs. 25 

OnRs. 8 jijXRl 8«20;.. 

Since the share is quoted In the market at Rs. 10, therefore, it 
.L.. -e. .V.. .... .. ••'■-.'‘-divi* 

. . . ‘ . ■ . 0(M 

• • . « * eady 

• , , »• If •••■ ' In 

other ssords, he thioka that tbe return is a reasonable one. The return H X 
*, On Rs. 10 (new inveslment) (he return is Ri. 2 

OdRi. 100 „ .. „jjXRi. 100-30%. 

The reasonable rate or tsonnil rale Is 20%. 

Fair value of capital employed. It is not easy to cclculJte tbe value 
of capital employed for the purpose of goodwill. In order to understand 
(he concept following steps are suggested ; 

1st Sfethod : Asset side of^roack. Since the value of capital 
employed is calculated for valuing the normal profit available to the 
shareholders, it is always calculated as follows 

Assets (other than goodwill and deferred expenditures 
like preliminary expenecs, discount etc.) at market value 
Less Liabilities due to outside parties, /.r , creditors, bills 
payable, debentures, (axatioa. outstanding bith, etc ) 
at revised values, if any 

CapUaS empioy ed 

Less Half of the profit earned during the year 

Rs. 


Rs. 

XXX 

XXX 

XXX 

XXX 

XXX 


Areraze capital employed 
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2nd Method- LiabiUties side approach, ppital 
be calculated by adding to share capital all profits, ^serves, and gains on 
revaluation of assets and liabilities and deducting therefrom all losses 
shown in the balance sheet, goodwill, losses on account of revaluation or 
assets and liabilities. 


Illustration 103 From the following you are required to calculate (i) capital 
employed and (//) average capital employed : ■ 


Pref fharc capital 
Equity share capital 
Reserves (including profit of 
current jcarRs. 40,000} 
Workmen compensation 
fund 

Depreciation fund ; 

Land and buildings 20,000 
Plant 30,000 

Debentures 

Creditors 

Rs. 


Solution : 


Rs 

1,00,000 

2,00,C00 

60,000 

85,000 


50.000 

70.000 , 

60.000 ; 

6.25.000 j 


Goodwill 

Land and buildings 
Plant 

Current assets 
Investments 

Investments for replacement 
pf plant 

Preliminary expenses 


Rs. 


Tin 

20,000 

70.000 
1 . 20,000 
3 . 00,000 

90.000 

20^000 

5,000 


6,25.000 


Jst j\fellwd (Arsets side approach) 


Land and building 

Rs. 

70,000 

Plant 

). 20.000 

Current assets 

J.00.000 

Investments 

90.000 

Jnvcstmcnl for replacements of 

plant. 

. 20,000 

Less : Debentures 

6.00.000 

70,000 

Creditors 

60,000 

Land and builomg 
dcp. fund 

20.000 

Plant dcp. fund 

30,000 

- 

1.80,000 


2nd Method (pliabilities side approach) 


Rs, 

Pref, share capital 1,00,0CX) 

Equity share capital 2.00,000 

Reserves ■ 20,000 

Profit 40.000 

Workmen compensation fund 85.000 

4,45, OTO 

Less t Goodwill 20,000 

Preliminary expenses 5,000 

25,000 


Capital employed 


Rs. 4,20,000 


Capital employed 


Rs. 4,20,000 


j-tyerage capital employed : 

Capital employed 

Less I of the profit, J xRs. 40,000 


Rs 

4,20,000 

20,000 


Average capital emplot cd 


Rs. 4.00,000 


llltislrafion 104 What will be the (/) capital employed ; and (ii) averaci 

qTcoSd dm if market value oflandan^uilding: 

Ks. pn.coo and that of plant and machinery is Rs. 70,000. Investment 
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Other thaa those for replacement of plaflt, may be treated non-buimesa 
investments. 

Solotloo : 


2st Mtthod (Ajtrtt tUt opproaeH) 

lU. 

Laod aj>d bdldins (svket 

vaJue) 90.000 

Plant (market value) TOPOO 

Current aueti J, 00.000 

Isvestatnu for the TepUetmerit 

pfrUnt 20.000 

4.S0,00O 

Lttt' Creditors 60,000 

Debtors 70,000 1.30,000 

Capital employed 3,50jOCO 

Less } ef profit 20.000 i 


Averag e espital employed Rs 3 JO.OCO 1 Average capital employed Rs. 3JO.OOO 


3nJ (Uabllltlet t/J^eppreech] 

« . I . . ' ^ 

P.'cf share capita! 1 00 COO 

ffloity share capiiil J.CO'OOO 

Reserves lOfOO 

Profits 40000 

V/orVicca compcBsatton fund S3,000 

I<MjCood*»l 20.000 

Preliraintry cap 5.0CO 
lovTstmcats 90.000 


LfU Loss on plast . 

fRj 1.20.000~Rs 3O,C0O- 
Ri TO.OCO) 

^.i/Oain on rtveluttfon or 
laod and bultdlec . 
(^.90.000HR< W.B»- 
Rs 


Capital errtployed 
Less I of profit 


3.50.0CO 

20.CC0 


It must be remembered that | of the froDts is deducted on the basis 
that they are canted ocrly throogbout the year a-'d also that ahen 
profits are earned ever) day then profit earned on 31»i Ceceniber cannot 
be re-employed but profit earred on !♦! January is rt-empio.'rd for fie 
uholeyear. Thus on an average basis) of the prufit is empto ed through* 
out the year. The logic of deducting balf of the ptrifit car. be esplaircd 
by tikiog arciher example Let capital rn the beginning be Rs 4,cCO and 
let there tc a profit of Rs. 50 so that capital at the erd is Rs 4 05O. 
Avciage capital is nothing but the capital m tbe kegirnipg pits that at 
(be end divided by 2 Thus lo (his cose average rapitsl employed is 
(Rs. 4.000-fRv. 4,0:0).r2-Ri. S,050 h-2~Rs. 4,1/25. The taire result 
can be obtained by deductirp bahfofihe profits earned durirp the 'car 
from the capital employed at ibeeod In this ca'e it «iU be R'. 4,050— 
JxRs .^0«»Rs 4,050— Rs. 25 «Rs. 4,025. Thus v»e can say that average 
capital employed cm be calculated by (t) taking sv erige of capital in the 
beginning and that at the end, or (fl) I7 ifedurriry ) of the profit from 
capital at the end: or(r//)by odiftry half of Ike profit to capital in the 
bfgimlrts. 

Normal prefit. With the help of connalrafeef gross profit ard 
average capital employed, a student cao very easily tbe ccrnal 

profit. For eaample. if the average capital employed is Rs. *’■** 
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thenorinalrateis 20 %ttiennormalprofitis— 

^xRs. 50,000= Rs. 10,000 

Average profit... Average profit is calculated only in order to find 
out the expected future earnings. This is based on the logic that the past, 
to a great extert, is projected in the future. But it must be caretu’Ily 
noted that before calculating the average profit, the profits earned in the 
past must be adjusted in the light of future expectations. That is, any 
extraordinary loss suffered in the past must be added to profits of that 
jearin which it was suffered and extraordinary gain made must be 
deducted, because in both the cases they, are not likely to occur in the 
future. . 

One rhore point, while calculking average, is worth considering. 
The average of the past few years is to be calculated only when there are 
fluctuations in the profit. If there are no fluctuations, rather there is a 
clear-cut increasing or decreasing tendency, then immediately preceding 
3 ear’s profit may be taken as the profit likely to be earned in the future. 
If required it may be adjusted a little. 


Sometimes when no definite results are visible because business has 
been run only for a short time a weighted average can be calculated. 
While calculating weighted average maximum weight is to be given to the 
latest jear. Thus, if average profit of 1967, 1968, 1969 is calculated then 
they may be given 1 , 2 and 3 weights, respectively. Average profit can 
- , be ; - 


Year 

Profit 

Weight 

Product 

1967 

18,000 

1 

18,000 

1968 

20,000 

2 

40,000 

1969 

19,000 

3 

57,000 



6 

1,15,000 


Average Profit=l, 15, 000-i-6=R6. 19,167 (approx). 

If profits arc given for 1967, 1968, 1969, 1970 and 19^ and weigh- 
ted average profit is lo be calculated then weights will he assigned as 
follows : 1967-1 ; 1968-2 ; 1969-3 ; 1970-4 ; 1971-5. 


Super Profit. Super profit is a simple difference between average 
profit and normal profit. In the above example, average profit is Rs. 
19,167 and normal profit is Rs. 10,000. Thus, super profit is Rs. 9,167. 
Goodwill based on super profit method 

There are three methods of calculating goodwill based on super 
profit. The methods and their formulae are given below. 

metho^\s^-^ Purchase of super profit method. Goodwill as per this 


— Snper ProfitxNumber of years 

If 3 years ate taken as reasonable number of years then goodwill t 
•“Rs. 9,167x3.years=Rs. 27,501. 



Cktpirr 7/ComBtnj AeceeQU-VtlnHoa ft Coodwtll tod Sbires 4 M 


lIlastrttloD 105 The balance ihert of X Ltd as ca 3NM978 is as 
follows : 


LiabUiiits 

Rs. 

Z% 5,000 pref. shares of 

Rs. 10 each 50.000 

10,000 Equity shares of 

Rs. 10 each 1,00,000 

Reserves (inclodiBf proviiios 
for taxation Rs. 10,000) 1.00,000 

8% Debentures iO.COO 

Creditors 25,000 

AJsrtt 

Rs 

Goodwill IO.COO 

Filed atseU I,t0.000 

fovesinents (5% 

Govt, loan) 20.0CO 

Oirrent assets 1,00,000 

Pretimlnary earentes 10,000 

Discount on debesiurei 5,000 

Rs. 3A5.000 

Rs. 3.25.000 


The aserage profit of the company (after deducii'og interest on 
debentures and taxes) is Rs. 3S,000. The marlcet value of the machirery 
included in fixed assets is Rs. 5,000 more. 

.Expected rale of return is 10/^. 

Evaluate the goodwill of the company at 6ve times of the super 
profits. {B. Com. Gujaret, April 1978) 

SolntloB : 


1, Average capital emploj-cd by X Ltd : 

Rs. R». 

Fixed assets 1,80,000 

Add increase in the market s-aloe 

ofmachioery 5,000 

1,85,000 

Correct assets 1,00,000 


Oross as'eis 


Lns ; LiabflFh'es 

Debentures 50.000 

Creditors 25.000 

Taxation 10,000 


2,85,000 


85,000 


Capital emplojed 2.00,000 

Less } of profit I3,CC0 

Aserage capital cmplojcd 1,85.000 

Note: Investment in Covemment loan is taken as a 
investment. Likcuisc interest on Gosenunent loan isexc/ci/f«^-‘^ ’ 
profit made by the business. 

2. Normal profit 

Ascrage capital emplojcdxexpected rate ofrtt^ 

10 
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=R8. 18,500. 

3. Super profit 

Actual profit (adjusted)— Normal profit 
=.Rs. 30,C00-Rs, 18,500 ' 

cnRs. 11,500 ... 

4. Goodwill 

5 years purchase of super profit 
c=Rs. 11,500x5 
=Rs. 57,500. 

(/i) Sliding-scale Taluatlon of super profit. This method is a vari- 
ation of purchase method. This has been advocated by A. E. Cutforth* 
and is based upon the theory that the greater the amount of super profit, the 
more difficult it would be to maintain. The reasoning bchmd this is that 
higher percentage of profit would attract more traders and so shorten the 
time during which the additional portion of- super' profits would be 
obtainable. Cutforth, therefore, divides the super profits into two or three 
divisions. Each of these he multiplies by a different number of years’ 
purchase, in descending order from the first division. Thus if super profits 
were estimated at Rs. 15,000, the goodwill will be calculated as under : 


Rs. 

First Rs. 5,000 at, say, 5 years* purchase 25,000 

Second Rs. 5,0C0 at, say, 4 years’ purchase 20,000 

Third Rs. 5,000 at, say, 3 years’ purchase 15,000 


Total amount of goodwill Rs. 60,000 


(6) Annuity method of super profit. Goodwill as per this method 
is : 

■aSuper profit X Reference to Annuity Table 
The reference is given at the normal rate of profit and is for the 
same number of j cars for which purchase method is applied. In other 
words, goodwill in this case is the discounted value of the total amount 
calculated as per purchase method. The formula for calculating goodwill 
as per arnuity method, if reference to annuity table is not given, is as 

' i ' 


1 



...Form (1) 


• Methods of Amalgamation and Valuation of Business 
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above fonnoU can be restated as noder : 



r 

100 


...Form (II) 


Supposing the fair rate of return is 10% then present value (or 
goodwill) for Re. 1 for 3 years* purchase w-iU be as under (s'alues snb^itu* 
ted in Form I formula) ; 

."rw- 

JO 
100 




331^10 3310 
'im i“i3ri"’ 


Rs. 2-4S6S5 


2 4^685 now can be multiplied with the amount of super profit to 
get the amount of goodwill as per annuity reference. 

(c) CaplUllzation of super profit. As the name suggests, this 

*•* * - •*•—•'•“‘“'•*—■■*8 the super profit, if 

• • « • er profit is (say) Rs. 


-Sup.r ProBtXf5j;5;n^«7p?^t 
. J^xRs.P,l67-R>. 91,670. 

There is also another method of capitaliratjoo frequently employed. 
Under this method adjusted aserage profits are capitalircd nn the basis of 
normal rate of return and from such a value, the net assets of the husiaes^ 
arc subtracted to arrive at the value of goodw, ill. 

IllusIratioB 106. 

From the data given below calculate the goodwill of the company 
by the capitaliratlon method : 

(1) Normal rate of return applicable to the class of business carried 
on by the company 10%. 

(2) Adjusted average profits of the preceding 5 >ear8 Rs. 30,000. 

(3) Net assets employed in the company Rs. 2.00.000. 

SoloHoa. Capitalized value of the profits at ooriaaj rate of return 

.Rl^xIOO 

-Rs 3.oo,rco 

Goodwill- Capifalired proSa-N rt assets y, 

-RS.3.C0.0CO-RS :,oo.roo 

-Rs. 1.00.0CO. .CCO 

Corcltslon. The super profit rcilcd ci c^culitbg 
edge over simple pro.'ttmeihoo as in t-is eetbod dne ems*^ Jcf5 
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given to capital cmplojcd in the business which is absolutely ignored in 
simple profit method. Under super profit method, purchase method, is an 
ideal method as annuity method tries to become |too exact in uncertain 
situations and capitalisation method gives the maximum amount of good- 
will so as not to leave any advantage for the buyer. 

Illustration 107, 

The following particulars are available in respect of the business 
carried on by Wisehead ; • • i- . 

(0 Capital empl05ed Rs. 50,C00 ; (fi) Trading results— 1969 profit 
Rs. 12,200. 1970 profit Rs. 15, COO, 1971 Loss Rs. 2,C00, 1972 profic Rs. 
21,000 ;' (///) Market rate of interest on investments 8%: (rV) Rate t>f 
risk return on capital invested in business 2% ; and (v) Remuneration from 
alternative employment of the proprietor (if not engaged in business) Rs. 
3,600 p.a. 

You ore required to compute the value of goodwill on the basis of 
3 years’ purchase of super profits of the business calculated on the average 
profits of the last four years. (C.A, Inter 1973) 

Solution. 

R.S. 

Average profit (12,200+ 15, 000-2,000-f21, 000)4-4 11, 550 
Less Remuneration for the proprietor 3,600 


Average maintainable profits 7,950 

Normal profit, 10% on capital 5,000 


Super profit 2,950 

Goodwill at 3 years’ purchase of .super profit 8,850 


Tutorial Notes Normal rate of profit has been calculated by adding risk factor to the 
normal rate of imerc5t. 
niBstratioD 108. 

State with reasons whether the following statement is correct or 

not : 


Sunil-Sonal’s financial position is as follows : 


(a) Sundry assets 

(b) Current liabilities 

W Average net profit of the last four years 
(o) Average capital employed 

^^'^**’*^*^ ® average annual remuneration 
\j ) The goodwill valued at four years purchase of 
super profit is v* 

Therefore the expected rate of return is 15%. 


Rs. 

9,27,342 

52,492 

1,20,500 

9,00,000 

18,000 

50,000 


Solution. 


{B. Com. Gujarat, 1975) 


Goodwill being four years purchase of super profits 


50,000 
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Super profits per year (average) 12 JX 

Average cel profit of the last four jcars 1^0,500 

Lesi Average retnuneratioa 18,000 


Adjusted cel profits J,02,500 


Super ProGts=Adjusied net profits— N'ormai profits. 

Normal Profil«»Adjus!ed net profii-Super profit. 

= R$. 1.02300-Rs. 12,500 
.=Rs. 90,000. 

Since the average capital cmpIo)ed is Rs. 9,C0,0C0, normal profit of 
Rs. 90,000 works out to 10% return. 

The expected rate of return is IC% and not 15% as stated. 


lllustratioo 109. ** 
lo>cd Rs. 1,50,000 
of annuity of Re. 1 
five years : 1 st jea 
16,900 ; 4th j'car, 


- • (a) Capital emp- 
, (e) Present value 

[d) Net profits for 
* !00, 3rd 5 car, Rs, 


The profits included noQ>recurriog profits on an average basis of 
Rs. 1,000 out of which it was deemed that even non*rccurTinp profits had 
a teodeaey of appearing at the rate of Rs. 600 p.a. 

You are required to calculate goodwill— (o) as per annuity method : 
(h) as per five years* purchase of super profit i and (r) as per capitalization 
of super profit method. 

Solution. 

, Rs tl4.4004.|5.4CO+?6.900+17.400 + 17.9CO) 

Average pfOut»=— — 7 — ^ ' 

• Rs 16.400 

fiejs Non-recurring profit 1,000 


15,4C0 

Add Recurring profit 600 

Average expected proGt J6,0CV 

Normal profil-ji°xRs. U0.PO0..R. IS.OrO 

Suprr profit -Rr. 16.000-Rj l3.«W-Rs. 1,000 
Coody\ill ar per purchase rne>hod 1.' OOx 5=tR5. 5,000 

GoT'dfiill as per an’iuUy rreiht'd 3 78=* R$. 3,780 

too 

Gaodn'ill esper eaplialnaiion mrif od x 1.^00 = Rs. 

Illost ration 110 Mr Kempe Gowds 1*J' m%e\tcd a sem cfR*- ' , 

in Ijjj o»n busmess which is a *ery p/vfiiab)c one. 
earned from hts business is Rs 6O.CO0 which includes a 
reecned as compcnsatioa for scqmiiiioo of a part ofha ^ 

The money could base been is'cstcd in ^ 
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years and over at 10% interest and himself could earn Rs, 7.200 per 
annum in alternative employment. 

Considering 2% as fair compensation for the risk involved in the 
business, calculate the value of goodwill of his business on capitalisation 
of super-profits at the normal rate of return. (Adapted from C.A. Inter) 


Solution : 


Profits earned from business 

Less : Compensation for premises 
not being business income 

10,000 

Rs. 

60,000 

„ Reasonable remuneration 

for Mr. Kempe Gowda 

Expected future profit 

Less ; Normal profits at 12% on 

7,200 

17,200 

42,800 

Rs. 3,00,000 capita] employed 

36,000 


Super profits 

Rs. 6,800 


Goodwill on capitalisation of profits on the basis of normal fate 
of return of 12%. 

=Rs. 6,800 x^~ 


=R8. 56,667. 


UIostratloB 111, P Ltd proposed to purchase the business carried on by 
Shri C. Goodwill for this purpose is agreed to be valued at three years 
purchase of the weighted average profits of the past four years. The appro- 
priate weights to be used arc : 1966, 1, 1967, 2, 1968, 3, 1969, 4. 


The profits for these years are : 1966, Rs. 20,200 ; 1967. Rs. 24 800- 
1 968, Rs. 20.000; and 1969, Rs. 30,000. ’ ’ 

Cta a scrutiny of the accounts the following matters are revealed • 
(a) On 1st September, 1968 a major repair was made in respect of the 
plant incurring Rs. 6,000 which amount was charged to revenue The 
said sum is agreed to be capitalised for goodwill calculation subject to 
adju^en of deprecation of 10% p.a. on reducing balance method; 
(h)The closing stock for the year 1967 was over-valued by Rs 2 40o’ 
(c) To cover management cost an annual charge of Rs. 4 800 should be 
n||d, for th, p.n.<.sc of 8oo*vill Coopute tho v™e „f 

(Ajiplrf from c a' K) 

Solation : 


Before calculating the weighted average profit it is necessary to ad- 
just the profits m the light of information ^ necessary to ad 
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(o) CaJcvhlion of adjusted pnfin Preft 

Ki 

1966 (no adjustmenl) 20^00-4, SCO 15.400 

1967 (Rs. 24,800— Rs. 2,400). OtcMalaation 

of stock had increased the profit 22,400— 4,8C0 «» 17,600 

1968 (Rs. 20,000+Rs. 2,400+R». 6,000 

-Rs. 200) 28,200-4,800 - 23,400 

1969 (Rs. 30,000— Rs. 580) 29,420-4,800 — 24,620 

Aierage profit 


Year Profit 

1966 15,400 

1967 17,600 

1968 23.400 

1969 24,620 


JVelght Product 

•1 15,400 

2 35,200 

3 70,200 

4 98,480 


10 


2,19,280 


Averm pro6t -R,. 21,M8 
Goodwai -JI.928X3-R«. 65.784, 

Titorkl N'TtN 1. It has been aisumed that slKk at the cod of 1967 bu 
o«nux=st9 1968 tt the ralue at which it appeared at the end of 1967. 
It has bcrcavd the profit of 1967 and decreased the profit of 1968. 
Further it has been assumed that stock at the end of 1968 has been 
properly valued. 

2. CapitaliMtioa of the repair will increase the profit of 1968 by Re. 
6,000 and at tbe tame time redoce its profit by extra depredation fer 4 
month 10% on iU. 6,000. 

3. 1969 depreciation for full year on the extra capitalised value is 
eharsed at 10% on W.D.V, /.e., (Rs. 6.000-Ra. 200) 1/10. 


2-VALUATlON OF SHARES 


Shares of a company are valued on many occasions like : 

(1) At the time of purchase and sale of iharti io private compasics 
and other unquoted shares. 

(2) When a block of shares is to be purchased to acquire a control' 
ling interest in another company. 

(3) At the Urneofamalgamatiou, absorption, etc., for adjusting the 
rights of shareholders. 

(4) To determine the amount payable to dissentient ibarthcldrrs 
under Section 494 of the Companies Act. This section deals b scterrei 
of reconstruction. 

(5) Tor the assessment of estate duty, walth tax and gift tax by 
tax authorities. 

(6) When shares are pledged as a security against a loan. ^ 





4 352 Chapter? /AdniocedAccoaatancy 

(7) When shares of one class arc converted into another class, and 

(8) When Government wants to compensate the shoreholders on 
the nationalisation of a company. 

While valuing shares, following factors arc taken care of because 
thev influence the ^alue of shares : 

(fl) demand and supply of shares, 

(6) the nature of business, 

(cl the possibility of competition, ' , 

{d) other factors like political influence, general peace m the 
country, etc. 

(e) availability of ready market for future sale. 

Methods of valuation 

The method of valuation depends on the purpose for which valuator 
is required. There are broadly three methods of valuing shares : (a) Nd 
asset method or intrinsic value method or break-up value method ; (o. 
Yield method or income method ; and (c} Earning capacity method. 
The methods of valuation relate mainly to equity shares. So before pro 
ceeding to discuss these methods, it is better to have an idea regardinj 
the valuation of preference shares. 

Valuation of preference shares. In the case of non-participatini 
preference shares, the value of the share is just equal to paid-up valup 
provided the assets are sufficient to return the preferenw share capital 
In case the dividend is outstanding, the value should be increased by thi 
amount of such dividend. 


In the case of participating preference shares any surplus remainin, 
after paying all the shareholders will be distributed among the two cate 
gorics of shareholders in the ratio of the paid-up amounis of equity ant 
preference capitals. Therefore while valuing the preference share sucl 
surplus should be added to the paid-up value. Alternatively the net asset 
available to both categories of shareholders will be distributed in the ratit 
of paid-up amounts of equity and preference capitals. Then the value o 
one preference share is obtained by dividing the share of preference share 
holders by the number of preference shares. (Sec Illustration 1 10). 


Valuation or Equity shares 

Net asset method. This method is also called net intrinsic valu 
break-up value method. This method aims at finding out th 
possible v.aluc of share in the event the company goes into liquidation'. 
In uct. this method is a pessimistic .approach to the company’s prospect 
01 continuing m the future. Since this method makes a necessary assuir 

it starts with the market valuer 
rl'n assets will be sold if the liquidation takes place. The 

'^hal assumed realisable values of assets the amount of creditor; 
Srid m S Itabilitics arc deducted (because they must t 

^ liquidation). It is further reduced by the paid-u 

i "rriomv .n paid in fu 

I' ^available tn 'pL ^5“' ^ remaining amount is assumed t 

U a.aiiable to equity shareholders. If this amount is divided by th 
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«T^<r Of equity sharw. value pet ihate can he found cut T^uutn-s 
oe VTztten as xisoer : 

NET ASSET METHOD OF VAIVINQ SVl VI^TS 
Assets at market >-alue : 

Goodwill 

Lacd 

Buildings _ 

Plant 

Furniture ^ 

Stock 

Debtors ^ 

Bills Receirable 

Cash and bank 

Total proceeds 5:j^ vv v 


Lfst Payments in the e^ect of ^^<;u^is;r^a : 

De^ntures 

Creditors 

Other Uabilllies 

X vx 


Remaining balance Ra. x x v 

lew Preference shares ^ 

Balance available for Equity Sharthciim Ra x\v 

, ... Arx*cat arAHtW 

••■ Value ptr equity shait- .Svrt.W w’ 

It may be mentioned here that altenisii»’tly the valst siAX 

by this method can be ascertained as gu-en beV?w : 

Equity share capital 

Reserves 

Other surpluses •'*" • * 

Profit on revaluation 


Gross Equity 

Less: 

Loss on revaluation 
Miscellaneous expenditure 
and losses 


X V s 


XXX 


Net Equity 


by 


Value per equity share-* 


Net r.q uU 
No. of equit 


Yield method. Under this method the - 
comparing the expected rate of return w 


U». XXX 
- 


filia 

to 
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the expected rate of return is more- than the nornial rate of returUt 
paid up value of the share increases proportionately and the resulting 
value is called the market valueof the share. On the other hand if the 
expected rate of return is lower than the normal rate of return the 
market value of the share will be less than its paid-up amount. For 
example, for a share of Rs. 100 paid-up, if the normal rate of return is 
10% and the expected rale of return is 15%, its market value will be Rs. 
150. On the other hand if the expected rate of return is 5%, its market 
value will be Rs. 50 only. One can apply the following formula : 

Expected rate of KUrn 

Normal rate of return ^ 

Expected rate of return can be calculated by applying the formula. 


Profits available for equity dividend 
Paid-up equity share capital 


XlOO. 


In calculating the profits available for equity dividend one should 
take into account, payment of taxes, reasonable transfers to general 
reserves and debenture redemption funds. 

The market value of share can also be calculated by the following 
formula : 


Dividend (in rupees) per share * 
Normal rate of return ^ ^ 


As 100 divided by Normal rate of return is termed as P.E. Ratio 
(Price-camings ratio) the formula may also be modified as. 

Dividend (in rupees) per share x P.E. Ratio 


Price-earnings ratio is very popular in U.K, and U.S.A. and it is a 
convenient way of expressing tbe expectation of the investors. This ratio 
indicates the relationship of the earnings per share to the price of the share 
prevalent on the stock exchange. So this ratio in practice is obtained by 
dividing the price of the share by the earnings per share. From this it 
follows that earnings per share multiplied by P.E. Ratio will result in 
market value of share. The relationship stated above can be expressed 
conveniently in the form of the following formula : 


P E value of sha re 

“ Earnings per share 

.. Market value ofshare= P.E. Ratio xEamings per share 

At this stage it may be profitable to discuss once again the relation- 
ship between the P.E. Ratio and normal rate of return. In the above dis- 
cussion two different formulae arc given to calculate P.E. Ratio. They are: 

(1) P.E. Ratio-- 

xNormal rate of return 


(2) PP value of share 

Earnings per share 

These two formulae are really one and the same. For a tvoical com 
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Nom.l ».r of frtnn.-P'I'^^V" yiop. 

Aiir&ct price 

X«t Ds take the example of a share of a company whose market price 
is Ra. 150 and which deeJares a dividend of 30% on its paid up stJueof 
Rs. 100. Then its normal rale of mum 


Rf. 30 

"’RTTSO 


X100«20%* 


Applying the first formula. 


P.E. Ratio< 


100 

2u 


.5 


This can also be calculated directly by the second formula. 


P.E. Ratio. 


150 
*Rs. 30' 


<S 


Thus, it is clear that both the formulae are based on the same rela* 
tionship, although they are diQerently stated. 

P.E. Ratio changes from industry to industry because of the tnses« 
tor's expectations. I'or industries with high risk, investors expect a high 
BOtmal rate of return and, therefore, the P E. Ratio will below for locb 
industnes. On the other hand, for industries with tow risk, normal rate of 
I rttura will be low and r.E< Ratio will be high. 


continue to operate the business. This approach of valuation of share is 
optimistic and therefore better than the previoos one. Moreos-er, an 
investor who wishes to buy a share is mere concerned wjih the yield 
rather than what be can obtain in the event of company's liquidation.. So 
this, apart from being optimistic, is also realistic in its approach. It is alv> 
realistic for another reason. To calculate the intrinsic s’aloe, one needs 
the market values of assets and liabilities which are not easy to procure, 
l^creas all the data that ere needed to calculate the yield value can be 
had from published sources. 

How'cver, this method also sulTcn from certam disidnntiges Under 


are two compinics having the sime cap'ial structure, the sxm: prcfiis. but 
one compan> p3>ing a higher div.dcnd than the otlifi, the shares cf the 


*Jl it baicd on thi< rjfmuU. «c ti3.^ C v:r th: mirVe true fornu'j ■» 
DiWiJwd (in rup«i^ I 
Komul rate cl rri'jrn 
la the etimpk titm those 

Rt.30 

~S~ 


Mtrket Trice— 


JOO-Ri. rc 
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first company will be valued higher than those of the second company. In 
other s\ords, shares of companies which observe financial prudrace by 
building up good reserves will be valued less, whereas the shares of com- 
panics which distribute large profits will be valued more. No doubt a 
buyer who wishes to hold the share for a short term takes into account 
the rate of dividend declared by the company in valuing the share, but 
this method gives too much weightage to this factor. Therefore, earning 
capacity method discussed below appears to be a better one, particularly 
for those who want to acquire shares with a view to acquire controlling 
ii.terest in the investee company. 


Another difficulty is the calculation of normal rate of return. The 
normal rate of return applicable to the industry is to be adjusted in the 
light of the following considerations : 

(/) Restrictions on the transfer of shares — the more the restriction, 
the more is the disability attached to the share and in order to compensate 
the disadvantage the normally expected rate in the industry is to be 
increased a little for that particular company, (say) by ^%. 


(//) Other disability like partly called up share will further increase 
the normal rate of dividend (say) by ^%. 

(Hi) Sound finance decisions like policy of transferring a part of 
profit to general reserve every year ; sound assets backing, i.e., high in- 
trinsic value of assets ; regularity in paying dividend ; and maintaining a 
constant rate of dividend all go to increase the confidence of shareholders 
and a little lower normal rate of dividend becomes acceptable to them. 


Although the concept of calculating and adjusting the normal 
rate of return appears to be clear, in practice, only persons who are very 
ihrewd and are conversant with the industry in general and the unit in 
larticular will be capable of determining this. 

Earning capacity method. As stated earlier for valuing minority 
oldings, the average rate of dividends declared in the previous years is a 
jflicicnt guide to calculate the market value of shares But when some 
le is interested in acquiring a majority holding with a view to have the 
mtrol, he is not so much interested in the declared rate of dividend as 
uch for the rate of earning of the company. As a majority shareholder 
is more interested in the disposable profits which comprise after tax 
ofits, less the usual amounts set aside towards reserves. He calculates 
! rate of earning and applies the following formula to calculate the value 
share : 


Rate of earning „ . , 
i ^malratc of retu rn ^ 

The rate of earning is usually calculated by taking into account the 
1 capital employed including long-term borrowings. There are several 

0“ account of the total 

tal employed and not merely the paid-up equity capital • (6) There is 

capitalisation of reserves; 
S uhv c debentures which are later converted 

u to be^on^idefirf^ total wpital is taken into account, naturally, 
ts to be considered arc before debenture interest and preference divi- 
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dend but aHer lax. Once thew mo baiJc figures are ascertained 


Rate of earning 


^ Profit earned 
Capita! effipio>ea^ 


Because of the diRicullie* in calculating the capital ernpIo>ed, in 
practice the rate of earnings is calculated by taking into account the profits 
available for equity shareholders and (he equity share capital onl). In 
.u, r .... - , iharelioldcrs, taxes and pre* 

■ ■ • Other amounts to be deducted 

.• afcr.orraal items »hich are ret 

likely to recur. 

There is an alternative method of calculating the market salue of 
share based on earning capacity o( the company. Under this method, 
profits available to equity shareholders as calculated above are capitalircd 
on the basis of normal rate of return. Then the value of one equit) share 
is obtained by dividing the capitalired value by number of equity shares. 


Fair Ttloe of a share. Fail value of a share is the simple average of 
iotriasic value and yield value (market value) of such a share. 


Fair Value 


Intrinsic valuc+YicId value 

' a 


Valuatioa of shares for wealib.tax. For the purpose of deterxnmifig 
the svealth of a person shares held by such a person will have to be valued 
lo the case of quoted shares, there is no problem whatsoever, because 
luch sham can be valued on the basis of the closing price quoted 
on the stock esebange on the valuation date. If quotation is not available 
on the valuation date, the price on the date nearest to the valuation dste 
can be adopted. As regards unquoted shares, in the absence of any 
specific rules there can be disputes between (be authorities and the asscssec 
on this question of valuation. To avoid such disputes rules l>C and i-D of 
the wealth-tax rules clearly lay down the procedure for valuing unquoted 
shares. 

Vsloalion of uoqaoted prefcreoce shares In the case of preference 
shares a return of 8% is taken as normal ard therefore, they are divided 
into two categories (I) Preference shares carry mg less than 8% dhidecd; 
and (2) Preference shares with dividend and more, inttecirec' 
first category, the paid-up value 1 $ adjusted on the basis of the foIfo»r? 
formula : 


Paid-up Valuex 


Rate at which dividend is payable 
« per cent 


Thus preference shares carrying 6*' dividend will be tikroxr^.^ 
paid-up value for valuation purpose. In the case of second terr/ T- — 
value IS equal to the paid-up value of such shares. 

Valuation of unquoted eqoify shares. In the case efsr^s^- ^2 
shares companies other than invcstnect companies ard cassF^ 
ccmpaiiies, the value is taken at 5% of ifce break-c? ^ 

licai-up value is based on the balance sheet as draaerri*^*^ 
csv» 
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Valuation after bonus Issue. After the bourn issuethcre will lx ^ 
increase in the number of 

available net assets to the equity shareholder, fhcrefore, the intnn 
value of an equity share will be less after the bonus issue. 

Valuation ofshares for estate duty. For ‘^®..P“jFOSC of v^^on 
under Estate Duty Act, companies have been divided into three cate 
gories. They are : 


(I) Public companies with freely transferable shares (2) Private com- 
panies with restrictions on transfers and, (3) Controlled companies. 

Quoted shares of public companies are valued on ^e basis, of stwk 
exchange quotations as on the date of the deceased’s death. In 
of other companies the value is determined by a qualified broker o 
secretary of a company on the basis of transaction^ taking place on 
about the date of death. If there are no such transactions, the valire i 
determined on yield basis with reference to the dividends declareo 


recent years. 

In the case of private companies the valuation must be, as far as 

possible, on the basis of the net assets of the company. If that is n 

practicable then the value is to be taken at what they would fetch ft ^ 
could be sold in the open market on the terms of the purchaser oeing 
entitled to be registered as holder subject to articles. 


In the case of a controlled company valuation must be only oa the 
net assets basis. A controlled company is a company which at any time, 
before the death of a shareholder, was under the control of not more than 
five persons and which is not a subsidiary company or a company m which 
ihe public are substantially interested. 


Illustration 112. (Net assets method) 

From the following balance sheet you are required to value the 
equity share : 


2.000 6% ptefcrence shares of 
Rs. JOO each 

30.000 equity shares of 
Rs Jo each 

Liabilities 

Rs. 


Ks 

Assets at book value 

2.00. 000 I 

1 

3.(0, Ov/O I 

1 . 00 . 000 


6,C0,000 


Rs. 

6,00,000 


Rs. 6,00,000 


The market value of i of the assets is consideicd at 10% more than 
the book value and that of rematning i- at 5% less than the book value. 
Tbere was a liability of Rs. 5,000 which remained unrecorded. Assume 
preference shares have no priority as to repayment of capital or dividend. 

Solution. 


Rs. 


Assets at book value (first half) 
A il! 10% increase 


Rs, 

3,00,000 

30,000 


3,30,000 
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Assets at book value (next half) 

Lfsj 5/^ decrease 

3,00,000 

15,000 

2 85000 




Market value of assets 

Letj Liabilities as per books 

Liabilities uoder^recorded 

1,00.000 

5,000 

6,13,000 

J OSjOOO 




Net Assets available for equity and 
preference shares 


5.10,000 


The amount is first to be divided in the ratio of their paid*up capita]^ 
/ e.« 2 : 3. Thus the amount available to prerereoce shareholders is 
2/SxRs. 5,10,000, /e., Rs. 2,04,000; and amount available to equity 
shareholders is 3/5xRs. 5,10,000, /e., 3,06.0CO. 

Therefore value per share is : 

O 04 OOft 

(a) Preference share «Rs. 102 ; and 


(6) Equity share J0 20 

Illostrattoa 113. (Net assets method) 

Tlie following IS the batacce sheet of...Comp3oy Ltd. as on 31t1 
March, 1970 : 


Shire apiul . . , 

6% Piefereoee share eaput of 

Ra 10 each full/ paia 


Equity shares of Rs. 10 each 
lulty paid 
Oeoeral Reserve 
Debeuture redemption fund 
Investment fluctuation fund 
3% Debentures 
Depreciation fund 
Sundry creditors 


rhed aiKis 
Current usets 

2.<W,000 I’reJImmary rtpenses 
Unwritieo oTdiicount 
3,00,000 Profit and loss account 


Current assets included investments Rs. 50,000 marict price of which 
is Rs. 48,000. Debtors included in current assets are doubtful to 
extent of Rs. 5,000 for which no provision has been made so far. Stock 

at the end did not include a return of Rj. 1,000, though iraniaclioa was 

properly recorded and posted. 


Debenture mtcrcsi is owing for one year end preference dividreds are 
in arrear for two years. Assuming other assets are worth bool value, 
you art required to % alue the sham if ; 


(a) Preferenw shares have priorrty both as to the 


and arrean of dividend in the event llquidatioa takes place ; 

shares have no priority as capital and arrear of dividend ; leu^ 
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shares have priority as to the payment of capital only ; (<f) Preference 
shares have priority as to the payment of arrear of dividend only. 


Solution. , 

1. Calculation of net assets 

Assets : 

Fixed assets as per book values 
Less Depreciation 

Current assets 


Less Fall in value of investments 
Provision for doubtful debts 


Rs. Rs. 

4,00,000 

10,000 

3,90,000 

2,48,000 


6,38.000 

2.000 

5,000 

7,000 


Add Increase in the value cf slock at the end 


6,31,000 

1,000 


Total assets 
Less Liabilities : 

5% Debentures 
Sundry creditors 

Interest on debentures for one >ear 


b-’ct assets 


6,32,000 

50.000 

90.000 
2,500 

1,42,500 


4,89,500 


2. Calculation of value of shares : 

(o) When preference shares have priority as 
as well as dividend : 

Net assets as per (1) above 
Less Preference capital 

Preference dividend for 2 vears 

In trinsic value of equity shares 


to repayment of capital 


4,89,500 

2,00,000 

24,000 

2,24,000 


R?. 2,65,500 


Value per share=?i^i^=8-RS 
30,000 ® 

( ken preference shares have no priority at all • 

Sare fapS’' 

Value per sharcc 4,89,500 


4,89,50 


20,000+30.000 


r^-=9-79 
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Ic) JiTten preference sharet have priority as to the perment cfecsHoI 
only : 

Net assets es per (I) abo\e •I.89.5CO 

Less PrcfcrcDce capital. 2,’coicOO 

Amount available for equity share capital Rs. 2,i9,500 


Value per equily ihaie-^~=--lq-4M 

(d) If'henpre/erencesfiarrshaiepriorityaj to the pa}ment of din- 
dend only : 

Net assets as per (1) above 4.fcy.500 

Less Preference dividends for 2 years 24.0C<0 


Balance available for equity and preference capital Rs. 4,65iX0 

R’- 

Illastratfon 114. (Yield nethod) 

X Ud. declares dividend at 20% on its Rs. 50 fully paid>up share 
If normal expected rate in the tnatiet IS 10%, « hat ibill « the value cf 
a abare on yield basis. 

Sointloo. 

V.lut of op per ihire 

The dividend the company has been declaring >n the previous >ear\ 
shall be expected in the future also. Thus expected rate of dividend 
in this case may be assumed to be 20^,. 

Valueorshare-a^xRs, 50— Rs lOO 
Illestratioa 115. (Yield method) 

X Ltd. has 10,000 equity shares of Rs in each, Rs S paid and 
t.DO.OOO 6% preference shares ofRv lOeach fulls paid Thccomparj 
has a practice of transferriny 20% of ilic profit to percral reserve every 
sear. Jf the evKclcd prefii {based on past sear's rerformance) before 
tax is Rs. 2,00.0WanJ the rale ofiax i> 50%. sou arc required to cal- 
culate the value of equity share. It miv be assun.ed that normal nlc 
of dividend is 20%. 

SolstioB. 

(o) Caladalion #/ profit ru7ilable for equity shareholders : 


Expected profit 

lejrTax at 50% »'■**' 

Profit after tax ’'-■ 

Less Transfer to genera! reserve at 20^. __ 3 


80,000 

60,000 

20,000 
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Expected Rate=-_Profita^al,jg 

fc) rni 1 ^8 o;ooo^^^= 25% 

(; ^^^culaiion of value: 

VaJue per shares %E££ted^e 

^NoPSSr^gX Paid-up per star,.- 25 
EiDsfrafion ii'6 ^0 per share 20^^- 

10.000 85/ nref^ ^ each. 

Note • t;, ^ P*^ef«^nce shares of u < 

^e above figures. ^ you to value his t, «>“Pany 

fre» CaS’tt'Jf “Por 

“• CHonV): 


Annual net profit nc „• 

Transfer r" ®'''ea 

to reserve (say 105.) 

eference dividend at 8y on P ®^^ance 
available to ’ 

""'’'e to equity (joJders 

of earnings tO^q^D 

'''‘■™«i or 
oreac, 

oraial rate o/TSHHi ^PaW-up value 
25 


Rs, 

i 2,000 
1,200 

10,800 

800 

10,000 


per share 



* Chapter 7/Coapuf Acceista— Valoatlf ■ of Goodwill tod Shares 4 30 


Hence, the valoe of Mr, Sharewallah's bolding 

•.12.000XRS. lS=Rs. 20,000. 

lUestratioR 117: (Valoatloa of mlooritf and majorit; boldlogs) 

From the data given below pertaining to Success Ltd., calculate the 
value of shares if (a) only a few sham are to be sold and if (b) majority 
shares are to be sold. 

(1) Shan capital : 1.00,000 shares of Rs. 10 each fully paid. 

(2) Profits after tax and dividends : 


Year 

Profits 

Dividend 

1976 

2,00,000 

13% 

1977 

3,OO.OCO 

15% 

1978 

3,10,000 

17% 


(3) Normal rate of return 12%. 

Solation. (o) Only a few shares are to be sold : 

13+15+17 

Average dividend rates* •**154 

Yield value of each Rate of dividend value of share 

equity share Normal rate of return 

-{jXlO-Rs. 1250 

(b) Codtrolllog shares are to be sold: 

Average profits of 2,0O.0OO+3,0Q.000+3,10.Q00 ^p^ t jn^nno 

the three years “ 3 


2,70.000 

Rate of eaming=j0;^-^- 


Value 


of each equity sbarec'TsXRs. 10— Rs. 22-50 


Illostrafion US. (CapltaliraHoD of maintainable profits) 

Two companies A Ltd. and B Lfd. are Mpfwl sinii 

as to assets, reserves and liabilities « 1 1 00 OOO dwided id 

tures are different. The share capital of A Ltf • c 

10.000 6% Preference shares of Rs. ^ j^\®'^00,obo but divide 

Rs. 10 each. The share capital of R . q^qq equity share 

into 1,000 6% preference shares of Rs 100 each and 1 

nr n. ,A en.- <*.2. nf Vl^lH 


, ttrcference shares of Rs 100 cacji wo t- • sbar« <- 

of Rs. 10 each. The fair rate of yield compwy’« 

ipanyis ascertained at^. iSOoAjm^^ 


this type of company IS ascertained 

1968 uud 1969 nVe found to be Rs. l.tO.OOO end Rs. / . 

Calculste the value of the equity shares of eec 

panics on the basis of this information only. J 
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Profit after general reserve 
Less Preference dividend 

Profit available to equity shareholders 


«d,ooo 
. 60,000 


. 20,000 


{b) Calculation of expected rate : 

^ ^ . Profit available „ 

Expected Rate pgjjj yp 

20,000 i0o=25y 

" 80 , 000 ^^^^ 

(c) Calculation of value : 

Value per Paid-up per share=§XRs.8 


=Rs, 10 per share. 

Illustration II6. (Earning capacity method) 

Mr. Sharewallah holds 12,000 equity shares in Bharat Ltd the 
nominal and paid-up; capital of which consists of : 

(/) 40,000 equity shares of Re. 1 each. 

(//) 10,000 8% preference shares of Re. I each. 

Note : The preference shares do not participate further in profits. 

It !C ascertained. 

{ai the normal annual net profit of such a company is Rs. 12,000 ; 
and 

(6) the normal return by way of dividend on the paid-up value of 
equity share capital for the type of business carried out by the company 
is 15 per cent. 

Mr. Sharewallah requires you to value his share-holding based upon 
the above figures. [Adapted from Calcutta B. Com, (Hons.)] 

Solution. 


Annual net profit as given 12,000 

Less Transfer to reserve (say 10^1 1,200 


Balance 10,800 

Less Preference dividend at 8% on Rs. 10,000 800 


Profits available to equity holders Rs. 10,000 


Rate of earning 100=25% 

Normal rate of return as given=15% 

Value of each equity *harf— 

Normal rate of return 
25 

^jjXRe. l=Re. 1| 


X paid-up value 
per share 
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Hence, tbe valae of Mr. Sharewsllah's bolding 

-t2.000xR5. IJsRs. 20.000. 


OIsstratfoM 117. (Valuation of minority and majority boldloga) 

From the data given below pertaining to Success Ltd., calcolste tbe 
value of shares if (a) only a few shares are to be sold and if (&) majority 
shares are to be-sold. 

(1) Share capital : 1,00,000 shares of Rs. 10 each fully paid. 

(2) Profits after tax and dividends : 


Year 

Profits 

Dividend 

1976 

2,00,000 

13% 

1977 

3,00,OCO 

15% 

1978 

3,10,000 

17% 


(3) Normal rale of return 12%. 

Solution, (a) Only a few shares are to be sold : 
Average dividend fate«» — ^7 => 15% 


Yield value of each 
equity share ' 


Rate of dividend 
'Normal rate of return 


Xpaid'Up value of share 


=||xl0-Rs. 12-50 


(b) CoDtroUiog shares are to be sold : 

Average profits of 2,00,000+3.00,000+3,10.000 
the three years 3 ‘ 


-Rs. 2,70,000 


T, . r 2,70,000 

Rate of 'M'OE= 

27 

Value of each equity sharc^-j^xRs. 10=Rs. 22*50 

HlustrsfioD 118. (Capltslizalion of niaiotslaable profits) 

Two companies A Ltd. and R Ltd. are found to be exactly similar 
as to assets, reserves and liabilities except that their share capital struc- 
tures are diiferent. The share capital of A Ltd. is 11,00,000 divided into 
10, on« p--'’--— lon ^n,000 equity shares of 
Rs. ■ I r , . • ! 11,00,000 but divided 

into*. ■' -• ; ■ ' ■ ' . 1.00,000 equity shares 

of P . ■ ; • ■ ■ of the equity shares of 

this type of company is ascertained at 8%. The company’s profits for 
1968 and 1969 are found to be Rs. 1,10.000 and Rs. 1,50,000 respectively. 

Calculate the value of the equity shares of each of these two com- 
panies on tbe basis of this information only. 
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Solution In a problem of this type giving only minimum of information, 
it is easier to calculate the valuation of share on the basis of capitalization 
of maintainable profits. Under this method the available profits for equity 
shareholders are capitalized on the basis of the normal rate of return. 
Such capitalized value is divided with the number of equity shares to 
obtain tbe market value of each share. The workings below will illustrate 
the method. 


(a) 


Calculation of maintainable profits : 

1968 1,10,000 

1969 1,50,000 


Average profits= 


1,10,000^1,50,000 

2 


=Rs. 1,30,000 


These profits are taken to be after tax and customary transfers to 
reserves. 


(a) Statement of profits available for equity sliarehoiders : 



A Ltd. 

B Ltd. 


Rs. 

Rs. 

Average profits as per (A) 

1,30,000 

1,30,000 

Less ; Dividend for preference shares at 6% 

60,000 

6,000 

Profit for equity shares 

70,000 

1,24,000 

(r) Statement of capilalkation : 




A Ltd. 

B Ltd. . 


Rs. 

Rs. 

Profit available for equity shares 

70,000 

o 

o 

o 

Normal rate of return 

8% 

8% 

Capitalized value of maintainable profits 70, 

,C00X^° l,24,000x~ 


=8,75,000 = 

= 15,50,000 

(0 Statement of valuation of shares : 




A Ltd. 

BLtd. 

Capitalized value of proSts 

Number of equity shares 

Rs. 

Rs. 

8,75,000 

10,000 

15,50,000 

1,00,000 

Value of each share 

8,75.000 

15,50,000 


10,000 

1,00,000 


=Rs. 87-50 «Rs. 15-50 
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lUnstratioQ 119. (Fur Talue of shares) 

^ The following particulars are available in relation to a company : 

(a) Capital : 450. 6% preference shares of Rs. 100 each fully pait*. 

4,500 equity shares of Rs. 10 each fully paid. 

(b) External liabilities Rs. 7,500. 

(c) P.eserves and surplus Rs. S.'OO. 

(d) The average normal profit (after taxation) earned every year by 
the company Rs. 8,505 

(e) The normal profit earned on the market value of equity shares, 
fully paid, of the same type of companies is 9%. 

Calculate the fair value of share assuming that out of the total, 
assets north Rs. 3S0 are fictitious. 

[Adopted from B. Com. (Hons ) Calcutta 1977] 

Solution. 

A. fnfrinsfc vafoe of shares : 

Gross assets will be equal to capital reserves and surplus end 
liabilities. 


Capital : 

Preference share capita) 

Equity share capital 

Rs. 

45,000 

45,000 

Rs. 

90.000 

3.500 

7.500 

Reserves and surplus 

Liabilities 


Gross assets 


1. 01 .000 

Gross assets as per above 

Less Fictitious assets 
,. Liabilities 

350 

7.500 

1,01,000 

7.850 

Assets available to shareholders 

Less amount due to preference shareholders 

93.150 

45,000 

Net assets available to equity shareholderN 


Rs. 48,150 


Intrinsic value of I0‘70 

Market value by capitalization of profits . 
Average profits (after tax) 

Less preference dividend 


Less transfer to reserves, say. 

Profits available to equity shareholders 


Rs. 

8,505 

2,700 

5,805 

945 

4 , 860 ..^ 
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Capitalized value ofRs. 4,860 at 9%*=* Xl00-»iU. 54,000 

^ 54,000 

Value of one equity share = ^^^=12 

^ . . , , t070+12*00_„. 

Fair value of share= ^ =Rs> 11 43 

Illustration 120. River Limited and Lake Limited having agreed on a 
closer trading association decided that each company should acquire (as oii 
31st December, 1963) a minority interest in the other by* an exchange of 
new shares to he issued for the purpose. 

The shares of River Limited (which had a subsidiary, Stream Ltd.) 
were quoted on a stock exchange. The shares of Lake Ltd. were un- 
quoted. 

As an initial step towards reaching final agreement on the values of 
the shares for the purpose of exchange, values of the underlying assets in 
each of the companies were agreed and it was decided to make two 
calculations : 

(1) to calculate the value of existing shares in River Ltd. and Lake 
Ltd. on the basis of the agreed values of the underlying net assets, and 

(2) to calculate an estimated market value of Lake Ltd, shares on 
the assumption that such value would be arrived at on the basis that : 

(/) the maintainable annual profit would be Rs. 17,500, of 
which Rs. 14,000 would be distributed as dividend, and 

(//) an investor would require a dividend yield of 7i% if the 
dividend were covered 1 J times by earnings and the issued 
capital covered as to 75% by net tangible assets (to be 
taken at the agreed values). To adjust for variation of the 
actual cover from that stipulated, it was agreed that the 
basic required dividend yield of 7i% should be increased 
ci reduced according to the following scale at the rate of 
1% fnr 100% earnings cover of dividend and at the rate of 
J% for 75% of assets cover of issued capital. 

The balance sheets of the companies as on 31st December, 1963, 
and the agreed values of the assets may be summarised as follows : 



River Ltd. 

Stream Ltd. 

Lake Ltd. 

Ccpital and liab.'liiics : 
Authorised capit.il 

Balance 

sheet 

Rs. 

1,50.000 

Agreed 

Value 

Rs. 

Balance 

Sheet 

Rs. 

50,000 

Agreed 

Value 

Rs. 

Balance 

Sheet 

Rs. 

1.00,000 

Agreed 

Value 

Rs. 

Issued capita! in share; of 
Rc 1 each ftillv paid 
Rc-.-enue reterve.' 

Current liabilities 

Prop itcJ d:vnfi.-ml 

?.0,000 

57.000 

61.000 
10,000 

— 

40.000 
21.CC0 

12.000 
8,000 

— 

60,0C0 

27.000 

30.000 

— 

Rs 

2,01,000 


BI.OOO 


1.17,000 
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Assets : 


Freeholds 

33,000 

57.0CO 



20.000 

30.000 

Other fixed assets 

45,000 

37.000 

14.000 

21,000 

26,000 

18.000 

Goodwill 

13,000 

22.000 

15.000 

6.000 

12,000 

47,000 

Corrent assets 

77,000 

79^00 

52.000 

49.000 

59,000 

72,000 

30,000 shares in Stream 
Limited at cost 

35,000 

— 

- 

- 

— 


Rs. 

2.08.000 


81,000 


1,17,000 



No credit has been taken in the accounts of River Ltd for the pro- 
posed dividend receivable from Stream Ltd. 

You are required to prepare: (o) a statement showing the value 
per share of the existing shares of each company on the basis of the agreed 
value of the underlying net assets, and (h) a computation of the estimated 
market value of the existing shares of Lake Ltd. For the purpose of 
your answer you are to ignore any possible effect of the proposed exchange 
on the value of the existing shares. Ignore taxation. (C.A. Roal) 

Solfltlon. 

River Ltd. and Lake Ltd. 

STATEMENNT SHOWING ASSETS VALUE OF SHARES 


Stream Ltd. River Ltd. Lal» Ltd. 
Rj R»- R»- Rs. Rs R» 


Freeholds 

Other Fixed assets 

Current assets 

21,000 

49,000 


57.000 

37.000 

79.000 

30.000 

18.000 
72.000 

Lfz) Current liabilities 

70.000 

12.200 

58.000 

64.000 

1.73.000 

61.000 

1.20i000 

30,000 

1,12,000 

Value of 40,000 Re 1 shares 
in Stream Ltd. 





47,000 


90 000 


Value of 30,000 iharcs in Stream 
Ltd held by River Ltd , 

Value of underlying net assets 
Number of shares issued 

Value per share cum div 
Dividend pronoseJ for 1963 
Value per share cs div 


48,000 

1.52.000 

FO.OW 
Rs P 
1 2^ 

0 13 

TT".*" 


1.37.0CO 
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Capitalized value of Rs. 4,8fi0 at 9%“ 

, . ^ 54,000 

Value of one equity snarc= ^ ^ 0 ^= 12 


^ . 1070+12'00 

Fair value ofshare= 2 =Rs. H 3' 

niDstration 120, River Limited and Lake Limited having agreed on a 
closer trading association decided that each company should acquire (as on 
31st December, 1963) a minority interest in the other by an exchange of 
new shares to issued for the purpose. 

The shares of River Limited (which had a subsidiary, Stream Ltd.) 
were quoted on a stock exchange. The shares of Lake Ltd. were un- 
quoted. 

As an initial step towards reaching final agreement on the values of 
the shares for the purpose of exchange, values of the underlying assets in 
each of the companies were agreed and it was decided to make two 
calculations ; 

(1) to calculate the value of existing shares in River Ltd. and Lake 
Ltd. on the basis of the agreed values of the underlying net assets, and 

(2) to calculate an estimated market value of Lake Ltd. shares on 
the assumption that such value would be arrived at on the basis that : 

(i) the maintainable annual profit would be Rs. 17,500, of 
which Rs. 14,000 would be distributed as dividend, and 

(//) an investor would require a dividend yield of if the 
dividend were covered li times by earnings and the issued 
capital covered as to 75% by net tangible assets (to be 
taken at the agreed values). To adjust for variation of the 
actual cover from that stipulated, it was agreed that the 
basic required dividend yield of 7J% should be increased 
ci reduced according to the follow ing scale at the rate of 
1% for 100% earnings cover of dividend and at the rate of 
J% for 75% of assets cover of issued capital. 

The balance sheets of the companies as on 31st December, 1963, 
and the agreed values of the assets may be summarised as follows ; 



River Ltd. 

Stream Ltd. 

Lake Ltd. 

Capital and liabilities ; 
Authorised capii.i! 

BalarrK Apreed 
r' 

1,50,0., 

Balance 

Sheet 

Rs. 

Agreed 

Value 

Rs. 

Balance 

She^ 

Rs. 

1,00,000 

Issued capital in sharer, of 
Rc 1 each Rillv paid 
Revenue rcscrvcj 

Current liabilities 

Trop.ocd dividend 

80,000 

57.000 

61.000 — 

10,000 _ 



60,000 

27.000 

30.000 - 

Rs 

2,05,000 



.17,000 
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Assets : 


Freeholds 

38,000 

SJJKQ 

— 

— 

20.000 

30,000 

Other fixed issets 

45.000 

37,000 

14.000 

21,000 

26,000 

18,000 

Goodwill 

13,000 

22.000 

15,000 

6,000 

12.000 

47,000 

Correot assets 

77.000 

73.000 

52,000 

49.000 

59.000 

72,000 

30,000 shares in Stream 
Limited at cost 

35.000 

— 

- 

— 

— 


Rs. 

2,08,000 


81,000 


1,17,000 



No credit has beeo taken In the accounts of Hiver Ltd for tbe pro* 
posed dividend receivable from Stream Ltd. 

You are required to prepare : (a) a statement showing the value 
per shore of tbe existing shares of each company on the basis of the agreed 
value of the underlying net assets, and (h) a computation of the estimated 
market value of the existing shares of Lake Ltd. For the purpose of 
your answer you are to ignore any possible effect of the proposed exchange 
on the value of the existing shares. Ignore taxation. (C.A. Final) 

'SolotlOD. 

River Ltd. and Lake Ltd 

STATEMENNT SHOWWtO ASSETS VALUE OF SHARES 


Stream Ltd. Rivet Ltd. Lake Ltd 



Rs. 

Rs. 

Rs 

Rs. Rs. 

Rs. 

Assets at agreed value : 
Goodwill 

Fieehoids 

Other Fixed assets 
Current assets 

21.000 

49,000 

6,000 

57.000 

37.000 

79.000 

22,000 

30.000 

18.000 
72,000 

47.000 

lysj Current liabilities 

70.000 

12400 

58,000 

1.73.000 

61,000 

140.000 

30.000 

90000 






Value of 40.000 Re 1 shares 64/)00 

in Stream Ltd. 


Value of 30,000 shares in Stream 
Ltd. held by River Ltd . 

Value of oaderlyins net assets 


48.000 

1,82.000 l,37.CCO 


Noinber of shares issued 

Value per share cum div. 
Dividend proposed for J9G3 


FO.OOft 60 

Rs P R> P 

2 2t 2 2J 

H IJ 


Value per share ct. du 
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Capitalized value of Rs. 4,860 at 9 %*=* - g— X 100»»R*. .54,000 

, . 54,000 „ 

Value of one equity snare= ^ ^0^=12 

^ . . , , 10 704-12-00 „ 

Fair value of share= j — JRs. 11 35 

niustration 120. River Limited and Lake Limited having agreed on a 
closer trading association decided that each company should acquire (as on 
31 St December, 1963) a minority interest in the other by an exchange of 
new shares to ^ issued for the purpose. 

The shares of River Limited (which had a subsidiary, Stream Ltd.) 
were quoted on a stock exchange. The shares of Lake Ltd. were un- 
quoted. 

As an initial step towards reaching final agreement on the values of 
the shares for the purpose of exchange, values of the underlying assets in 
each of the companies were agreed and it was decided to make two 
calculations : 

(1) to calculate the value of existing shares in River Ltd. and Lake 
Ltd. on the basis of the agreed values of the underlying net assets, and 

(2) to calculate an estimated market value of Lake Ltd. shares on 
the assumption that such value would be arrived at on the basis that : 

(/) the maintainable annual profit would be Rs. 17,500, of 
which Rs. 14,000 would be distributed as dividend, and 

(i7) an investor would require a dividend yield of 7i% if the 
dividend were covered times by earnings and the issued 
capital covered as to 75% by net tangible assets (to be 
taken at the agreed values). To adjust for variation of the 
actual cover from that stipulated, jt was agreed that the 
basic required dividend yield of 7i% should be increased 
ci reduced according to the following scale at the rate of 
1% for 100% earnings cover of dividend and at the rate of 
for 75% of assets cover of issued capital. 

The balance sheets of the companies as on 31st December, 1963, 
and the agreed values of the assets may be summarised as follows : 



River Ltd. 

Stream Ltd. 

Lake Ltd. 

Capital and liabilities ; 
Authorised capital 

Balance 

sheet 

Rs. 

1,50.000 

Agreed 

Value 

Rs. 

Balance 

Sheet 

Rs. 

50,000 

Agreed 

Value 

Rs. 

Balance 

Sheet 

Rs.- 

1,00,000 

Agreed 

Value 

Rs. 

Issued capital in share', of 
Rc. 1 each f-ullv paid 
Revenue re'crvcj 

Current liabilities 

Prop.'Scd dividend 

80,000 

57.000 

61.000 
10,000 

— 

40.000 
21.CC0 

12.000 
8,000 

— 

60,000 

27.000 

30.000 

— 

Rs 

2.05,000 


81,000 


1,17,000 
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Aisets: 


Freeholds 

38,000 

57.0CO 



20.000 

30.000 

Other fixed assets 

43.000 

37.000 

14,000 

21.000 

26,000 

18,000 

Goodwill 

13.000 

22.000 

19,000 

6.000 

12,000 

47,000 

Correst assets 

77,000 

79,000 

92,000 

49,000 

59.000 

72.000 

30,000 shares in Stream 
Limited at cost 

35,000 

— 

- 

- 

— 

— 

Rs. 

2,08,000 


81,000 


1,17,000 



No credit has been taken in the accounts of River Ltd for the pro^ 
posed dividend receivable from Stream Ltd. 

You are required to prepare: (d) a statement showing the value 
per share of tbe existing shares of each company on the basis of the agreed 
value of the underlying net assets, and (b) a computation of the estimated 
market value of the existing shares of Lake Ltd. For the purpose of 
your answer you are to ignore any possible effect of the proposed exchange 
on the value of tbe existing shares. Ignore taxation. {C.A. Final) 

'Solntloo. 

River Ltd. and Lake Ltd. 

STATEMENNT SHOWmO ASSETS VALUE OF SHARES 


StreioLtd. River Ltd Lake Ltd 


Rs. 

Rs. 

Rs. 

Rs. 

Rs. Rs. 

Assets at agreed vatae : 





Goodwill 

6,000 


22,000 

47,000 

Freeholds — 


57.000 


30,000 

Other Fixed assets 21,000 


37,000 


18.000 

Current assets 49,000 


79.000 


72.000 

70.000 


1,73,000 

1,20,000 

Lfss Current liahilities 12,200 

58.000 

61.000 

1,12,000 

30,W» 

^ 90,000 

Valne or 40,000 Re 1 shares 

64,000 




m Stream Ltd. 





Value of 3O,C00 shares is Streim 





Ltd held by River Ltd . 





r 30.000 1 



48,000 





1.82,000 

1.37, OCO 

Value of uodertying net assets 




= K = 




80,000 

eooco 

Number of shares issued 



Rs P 

Rt 1' 

Value per share cum div. 



2 21 
(I n 


Dt’/idend pronose"! for 1963 



t' 



Vafuc per share cT div 
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<b) COMPUTATION OF THE ESTIMATED MARKET VALUE OF THE 
(6) COMPU Sjj^S OF LAKE LTD. 

Rs. 90,000 • . 

Rs. 60,000 

1 50 per cent 

75 ^ 

75 ” ’’reducing required yield by 
i per cent 


Net tangible assets 
Issued share capital 
Assets cover— actual 

required 

surplus 


Maintainable profit 
Dividend 

Earnings cover— actual 

required 

shortage 


Rs. 17,500 
Rs. I4,0t 0 

125 per cent 

25 „ „ increasing required yield by 

I per cent 


Reduction in required yield of 7J per cent J per cent 

The required vield is, therefore, 7 per cent, giving a capitalized value 
of dividend ofRs. 14,000 of Rs. 2,00,000. which is the estimated market 
value of 60,0C0 issued Re. 1 shares of Lake Ltd., equivalent to a price 
of Rs. 3'34 per share. 

Illustration 121 . The following figures relate to a Company which has 
Rs. 10,00,000 in equity shares and Rs. 3,00,000 in 9% preference shares, 
all of Rs. 100 each : 


Average Net Worth Adjusted taxed profits 

{Exaluding investments) 

Rs. KS. 

1975 18,60,000 1,90,000 

1976 21,50,000 2,10 000 

1977 21,90,000 2,50,000 


The Company has investments worth Rs. 2,80,000 (at market value) 
on the valuation date, the yield in respect of which has been excluded in 
arriving at the adjusted taxed profit figures. It is customary for similar 
type of companies to .set aside 25% of the taxed profit for rehabilitation 
and replacement purposes. On the valuation date, the net worth (exclud- 
ing investments) amounts to Rs. 22,50,000. The normal rate of return 
c.xpected is 9%. The company has paid dividends consistently within a- 
range of 8% to 10% on equity shares over the previous seven years and it 
expects to maintain the same. 


You arc required to ascertain the value of each equity share on the 
basis ol productivity, applying suitable weighted averaging. 


Solution. Valuation of sliarc on the basis of 
val-aation based on earning capacity method. 
Rate of Earnings : 


(C.A. Final Nov. 19781 
productivity is the same a= 


Year ' 

Average net worth 

1975 

18.60,000 

1976 

21.50,000 

1977 

2l,90,«.'00 


Adjusted after 
lax profits 

1.90.000 

2 . 10.000 

2,50,000 


Rate of 
earnings 

10- 215 
9-n 

11- 415 
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10-2/3% 


Igbfed average of rate of earnings 

1+2+3 

Profits available to equity sbarebolders 
Maintainable profits at 10-2/3% on Rs. 22,50,000 
Less : Rehabilitation and replacement 

reserve 25% of profits Rs. 60,000 

27,000 


Rt. 2,40.00(1 


Preference dividends 


RT.OOO 


Profits available for equity shareholders 


1,53,0(0 


Capitalized value of profits = 100 


available for equity share- 
holders at 9% e. 17,00,000 

value of investments « 2,80,000 


19,80,000 


Volue of one equity share 


[Hnstratioa 122 
follows : 


19,80,000 
10,000 
» R». 198 

The balance sheet of Son Ltd, as on 3M2»1P78 svas as 


Subscribed & Paid o? 
cspiUl-lOjWJ, t(}% 
OKti. pretcfraae tharei 
otRs to eadi 
ZQ.COQ enuty shares Of 
Rt. IQ each 
Profit & loss accccnt 
Baatoterdntt 
Currfst liaKLnes 


Rf.hLatJi 


2« 

1<0 


GovimOtientxOi'n f-t vn 

Frseield kad #*4 sf 

(at otrj Wi 

P2» at eotS 2 i't 

Isrrcsyss t: (2a--tes 

«Issb^/ <-23 

St9-t*je5C 


fj 


Co) Not 


for tto soon I?76, i30=i 

Rs. 1,10,CCO mpecthely. 

(i) Cbmpary paid dirifeid cc 
equity shara a: 10% in I9T7 ccly 
at the fibres suted c=de?te=f«?' ^ 
ing nzhu. 

(c) P£ZtJL "izlzssisx. cf 


feed 


S: fecc 


Rs.ll2ii:,Pj 

ings ard pl^rr »-7! c-t 


: dcrsaic cy 

lA Vcri'l'Srt st>At- g-— rr 

since 1574 as ii rt, zszcizcss^i t4 

thereof R s. I ^vCCO. . -n, 

'^’h-at vzise ?c*r ' 

24UV-ien T-.-a-i ' 
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Snt 7 ’CooSk on data Eivoo only, 'soore j j, ^ ^ 

(A) st.tan.».taao,laEO.t.asala(«dodiaEEOOdi.i«) «dl.blato 


eqnity shareholders. 

Land 

Buildings 

Investments at market value 

Stock 

Debtors 

Bank balance 

Gross assets (excluding gooddwill) 
Less : Liabilities 
Bank overdraft 
Current liabilities 


2,00,000 

30,000 


Net assets . . , , 

Less : Amount payable to preference shareholdc s 

Net assets available to equity shareholders 


Rs. 

1,00,000 

1 . 00,000 

5,00,000 

50,000 

20,000 

70.000 

30.000 

8,70,000 


2.30.000 

6.40.000 
1,00,000 

5,40,00C 


(B) Valuation on net assets basis. 

Net assets available to equity sharehold ers 
Value of s are— Number of equity shares 

_ 5,40.000 


20,000 


= Rs. 27 


(C) Statement showing capitalised value of maintainable profits. 

Ad]usted profits Profits Add back goodwill Adjusted 

Year as given written off profits 

1976 28,000 10,000 38.000 

1977 65,000 3 0,000 75,000 

1978 1,10,000 10,000 1,20,000 

Weighted average Profit - ^ ^ 4-75.000 x 1+ 1 ,20.000 X 3 

3'i-2-rl 

=Rs. 98,000 

Weighted average profit 
as per above calcu- 
lation 98,000 

Less increase in depre- 
ciation = 53,000 


Future maintainable 
profit 


45.000 
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Capitalized value of future maintainable profit = — 100 

=Rs. 5,40,000 

(D) Valuation on the basis of capitalized value of maintainabU 
profits. 


Value of share 


Capitalized Value 
Number of equity shares 


Rs. 5,40.000 

* 20.000 


lllastratioo 123. The summarised balaose sheet of a private limited com- 
pany, as on 3Ist December 1969, is as follows ; 


Share capital ; 




Authonsed. iuued and fully raid Rs 1 

I Goodwill 



10.000 6% Pref. 


Freehold property 



Shares of Re. 1 each 

10.000 

1 Plant etc. {20.000-10.000> 

10,000 

30,000 ordinary shares of 





R^. 1 each 

30.000 

1 



Profit and loss account 

50.000 

1 Quoted investments 



5% Debentures— 1980 

20.000 

1 Current assets : 



Sundry creditors 

15.930 

' Stoclu 

18.000 




Debtors 

19.930 




1 Bank balance 

23.000 





— 

60.930 

Rs 

1,25.950 


Rs 

1,25.950 


The profits of the three years 1967, 1968 and 1969 were Rs 14,700, 
Rs. 21,500 and Rs. 16,000 respectively, after charging debenture interest 
but before providing for the preference dividends 

The sole shareholder has agreed to sell all the preference shares, 
which are repayable at par in a liquidation, to a purchaser for Rs. 0 75 a 
share. He has also agreed to sell all the ordinary shares to another pur- 
chaser. TTic price of the ordinary shares will be calculated, so that (he 
purchaser will obtain a return of 10% on the net physical assets attribut- 
able to the ordinary shares. as on 31st December 1969 and in addition 
pay an amount for goodwill of three times the average super profits {i.e., 
the profits over the 10%) of the previous three years. 

The purchase consideration is to be based on the figures shOHnic 
the balance sheet as on 31st Dcccrobcr 1969, and on the profits ofti? 
previous three years accounts, subject to relevant adjustment in respect c' 
the following matters : 

(1) The vendor, with the consent of the purchaser, has agreed ^ 
the holder of the debentures that the company will purchase 
cancellation at a discount of 25%- 

(2) It has been ascertained that the current rental vaJee 
hold property is Rs. 3,360 and that it could be sold on the 
return. It is agreed to substitute the relevant value for tie 
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(3) A revenue creditor of Rs. 550 has been omitted from the bal- 
ance sheet as on 31st December 1969. 

(4) The market value of the quoted investments was Rs. 25,000. 

(5) 10% of Ibe profit shown in the accounts for 1968 arose from a 
non-recurring item which, it is agreed, should be eliminated. 

(6) A general provision of 5% had been made in 1969 against the 
debtors, which it is agreed is not now required. 

You are required to compute the purchase price of the ordinary 
si ares. Ignore taxation. (C.A. Final, England, 1970) 


Solution : 

COMPUTATION OF PURCHASE PRICE OF ORDINARY SHARES 


Freehold property, Rs. ( 3,360 x 100/8) 

Plant, etc,. 

Quoted investments (market value) 

Stocks 

Debtors, Rs. (19,950 x 100/95) 

E.;ak, Rs. (23,000-15,000) 

Rs. 42,000 
10,000 

25.000 

18.000 
21,000 

8,000 

Less Creditors, (Rs. 15,950-1-550) 

1,24,000 

16,500 

Less Preference shares at par 

1,07,500 

10,000 

Capitalised value of equity interest (10 percent (Rs. 9,750) 
resonablc return] 

Goodwill : 

97,500 


Profiis Add deben- Creditor Nonrecu- Provision DeduetPre- Adjusted 


1967 

1968 

1969 


Rs. 

14,700 

21,500 

16.000 


ture in- omitted rring 


lerest 


item 

debts 

dends 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

1,000 

1,000 


(2,150) 

— 

(600) 

(6C0) 

1,000 

(500) 

— 

1,030 

(600) 


for bad fcrcncc Divi- profit {for 
ordinary 
share- 
holders) 

Rs. 

15,100 
19,750 
16,900 


3) 51,750 


Less to per cent (above) 
Super profits 

Goodwill (super profitsx3) 


17,250 

9,750 


7,500 

7.500x3=.Rs. 22,5 j0 


Rs. 1,20,000 

WO.O0«*30,0(.0.R,, 4 
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inuslrationI24 Janaia ic. Co Ltd was incorporated on 21st April 1971 
vr.ft. -L,., -»• r-*, 23,Of).0O0 in cquity sharcs of Rs 

I ■ , , . • • lilv shares lor cash at a premiun 

■ ' . There wasnobusiness until 30t^ 

June, 1976. on wl. ch d the ..ompai.y decide, j to purchase iLe £oi*o 
business of Swaf’n’ra and Co Ltd and Loxdal and Co Ltd by its owi 
shares of Rs. 10 each at a prctmimofRs 2-50 per share (As.cts anc 
liabili’ies of both tuo coiupunics **.erc laLcii ut fneir book \aluts anc 
their goodv ill was valued at 2^ years ourchase of super-profits, th( 
normal profits tei: g calculated at 10 % of the capital eniployed m case o 
each). Summarised balance sheets, as on 30-6 1976 were as follosss ; 



Sweiei'ira Lokdal 


Swatantra 

Lokdt 

Equity shares of Rs 

10 each, fully paid 

Rs Rs 

3,10,000 3.35.C0O 

Fixed assets 
(Other than 

Rs 

Rs. 


goodwilU 

4.50,000 

2.90,00 

accoUDi 

Current Liabilities 

1.70.000 tS.OOO 1 
2,00,000 3,50,000 

Current assets 

240,000 

6,10,00 

Rs. 

7.00.000 9,00,000 I 


Rs. 7,00.000 

9.00.00 


Tlie trading profits were reported to be as follows ; 

Su-cfflnfrc Lokdal 


S»-otanlra Lokdal 

Rs. Rs. 

For the vear ending 30-6-1974 70,500 ^5,000 

' „ 30-6-1975 88.000 64,000 

„ 30-6-1976 89.000 68,500 


Find out the respective rales for exchange of shares andgi'tth 
journal entries in the b'.Kiks of the Janata & Co Ltd together with tt 
resulting balance-sheet. (R Com Hons Calcutta 197? 

Solution : 


(q) Statement of capital emplojed 


Loktial 

Swaianira 


Rs. 

Rs. 

Gross assets as per balance sheet 

7.00,000 

9.00.000 

Less current liabilities as per balance sheet 

2,00,000 

5,f0,000 

Net assets or capital employed 



as on 3(>,6-l976 

S.OO.OOO 

3,50,000 




(6) Statement of average trading profits 

Swatantra - 


For the year ending 30-6-1974 

70,5C0 


30-6-1975 

88.000 

64-."'- 

30-6-1970 

89.000 


Total for three years 

2,47.500 


Average profits (total divided by 3) 
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fej statement of goodwill based on super profits 
' ^ Swatantra 

Average profits as per statement (6) «2,500 

Normal profit at 10% on capital 

employed as per statement (a) 5u,uuu 

Lokdal 

62,500 

35,000 

Suoer profits 32,500 

Goodwill at 2| years purchase of super profits 81,250 
(d) StsEtement showing the rate of exchange of shares 

Swatantra 

Rs. 

17,500 

68,750 . 

Lokdal 

Rs. 

Assets acquired ; 

Goodwill [as per statement (c)] 

Fixed assets 

Current assets 

81,250 

4.50.000 

2.50.000 

68,750 

2.90.000 

6.10.000 

Gross assets 
Less current liabilities 

7,81,250 

2,00,000 

9,68,750 

5,50,000 

Net assets being the purchase price 

5,81,250 

4,18,750 

No. of saares to be issued, the issue 
price of Janata & Co Ltd being 

Rs. 12'50 per share 

5,81,250 

4,18,750 

Prescsent number of shares in the company 
Ratio of exchange 

12.50 
46,500 
31,000 ■ 
3 for 2 

12.50 

33,500 

33,500 

1 for 1 


Tutorial Notes : ( 1 ) Normal profits as per the problem are to be calculated 
at 10% on capital employed. Accordingly the solution is worked out 
ignoring average capital for this purpose. 

(2) Entries in the books of Janata & Co Ltd and the resulting 
balance sheet are not given as they are not relevant for this chapter, 
lllnstraticn 125. Your Client, Brown, has begun to develop an interest 
in investment matters. He has looked at investments quoted in the daily 
press, and has made enquiries regarding two companies Adam Ltd and 
Eve Ltd and comes to you with the following information : 


Ordinary shares of 
Re. 1 each 

8% Preference shares 
of Re 1 each 
Reserves 
9% Debentures 
Creditors 
Taxation 
Bank overdraft 

Rs. 


Adam Ltd 

Eve Ltd 

• 

Adam Ltd 

Eve Ltd 

Rs. 

Rs. 

Freehold property at 

Rs. 

Rs. 

10,00,000 

20,00,000 

valuation 

Plant at cost less 

7,00,000 

15,00,000 

4,00,000 

10.00,000 

32,00,000 

depreciation 

Stock and work in 

4,50,000 

32,50,000 

— 

20,00,000 

progress 

3,00,000 

39,00,000 

3,50,000 

12,50,0C0 

Debtors 

3,50,000 

18,00,000 

1,60,000 

4.00. 000 

6.00. 000 

Cash 

LlOiOOO 

19,10.000 1,04,50,000 

CSStaSSB BBCSKaS 

Rs. 19,10,000 1^04,50,000 


SUMNfARlSEO PROFIT AND LOSS ACCOUNT 
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comment on the reaions for this po^illon. 

You are required to write a letter to Tirown flvirg potilble rcasoot for the position, based on the inrormelioo given. 

(C.A. Final Easland 1972) 
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Solution : I have examined the accounts which you sent me relating to 
Adam Ltd and Eve Ltd. You are, no doubt, concerned with the wnspi- 
cuous difference between the yields thflt would be obtained iroin an-invest* 
meiit in these shares at their current market price (which is the same in 
each case-Rs. 2-50 per Re. 1 share). At this price the 10 per cent 
dividend paid by Adam Ltd for 1971 yields only 4 per cent on investment 
whereas the 20 per cent dividend paid by Eve Ltd v.’ould return 8 per cent 
on investment of same amount. 

Such a difference in the yields is by no meai's unusual. The reason 
for this is that an investor in ordinary shares is concerned more with ttie 
fiinre prospects of the company and with the possibility of rising profits, 
dividends and capital gains, than with a higher but constant immediate'return. 

A higher return could always be obtained by investment in giltedged or 
other fi.xed interest securities but these, however well secured they may be, 
offer no protection against continued inflation and consequent erosion of 
the value of money and of fixed interest securities. 

I attach a schedule which summarizes the most important figures, 
ratios and tendencies that are exibited by these accounts and would draw 
your attention jiarticularly to the following : 

Profits and dividends 

I have referred already to the dividend yields of 4 and 8 per cent 
respectively. In the case of Adam Ltd many investors would attach more 
significance to the price/carnings ratio of 12i which arises from a com- 
parison of (the profits available for the ordinary shareholders with 
, the current market value of whole of ordinary share capital. It 

shows that the available profits amounted to ^ 

market value, half of which (4 per cent) has been paid out in dividends 
while an equal amount has been retained by the company to finance the 
expansion of its business, the profits so retained are not loss to the 
shareholders ; they are being used to increase future profits and dividends. 

The 8 per cent dividend paid by Eve Ltd. on the other hand has 
absorbed Rs. 4,00,000 out of the Rs. 5,45,000 profit available after paying 
the prclercnce dividend, The profits retained are by comparison with the 
uividcnds paid insignificant. The profit available was substantially less than 
in the previous year and although the 1971 dividend has been held at the 
^roe rate as for 1970 if the profits continue to decline a reduction in the 
dividend will be inevitable. 


The possibility of a reduction in future dividends payable by Eve 
the capital gearing of that company. Thus, while 

1970 to R. n « Rs. 13,70,000 in 

reduction of Rs. 1,15,000 or 8 per cent) 

S R^s 5^45 om f ordinary shareholders fell from Rs. 6,20,000 

lo ics. 3,45,000 (a reduction of 12 per cent). 

sharcs^^th^^boV^^^Tr debentures or preference 

ordinary sVaSdem.^^ ^ the company ensures for the benefit of the 
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A^se/s and Liabilities 

The book values oT a company's assets are of scwundsrj importacce 
in their effect on the Stock Exchange quotation of its shares but they 
aemard some attention ja that they have sortie elTect on current and 
future profits 

The market vale.- of tbc Adam Ltd ordinary share capital exceeds 
the net book salue of the company’s assets by Rs! 1 1.00,000 However, 
its propertv was las: revalued in J968 a.id m the ensuing three years may 
have appreciated in value by a substantial amount. Furthermore, its 
plant would appear to have a very low book value due to the very high 
rale at which depreciation has been provided (in 1971 Rs. 1,00.000 on 
Rs, 5.50,000 or nearly 20 per cent on the wntten-down v.nlue brought 
forward plus any additions made during the year). In the caseof 
Eve Ltd, on the other hand, the depreciation provion of Rs. 3,00,000 
is less than 10 per cent on the corresponding figure of Rs, 35,50,000. 

In the care of Adam Ltd. thcrcrore, it seems probable that its fixed 
assets are undervalued in the balance sheet. Even if they are not and the 
whole of share market value premium of Rs. 11,00,000 is therefore 
ascribable to goodwill this is by no means unusual or unsound in relation 
to the profit record of the company. Indeed the return of 26 per cent 
which the profits yield oa the book viue of the as>et$ is itselfan jadicaticn 
of 8 very substantial goodwill value. 

The market value of the Eve Ud ordinary shares is R$. 2,00, CCO, 
less than the net assets attributable to those shares after deducting the 
prior claims of the holders of debentures and preference shares. This 
almost certainly indicates that its assets are overvalued. An increased 
depreciation charge to correct this would reduce tbc profits further and 
the 20 per cent ordinary dividend could not be maintained. 

Eve Ltd has Rs. 20 lakhs of 9 per cent debentures redeemable in 
1975. At current levels of interest on such securities it is unlikely that 
they could be replaced bv a new issue offering less then a lOJ per cent 
rate of interest and this will make further inroads into the profits. 

General Considerations : 

Even without the market differences between the figures disclosed 
in the accounts there are two other important factors which affect the 
market value of the shares : 

(а) The future of the heavy engineering industry is not 
at present regarded scry highly whereas the U K radio incustry 
is currently booming. Moreover, light industry is more resilient to ch^ge 
in public demand and thus, if the necessity arose, Adam Ltd would find 
it easier to enter other markets. 

(б) The holding of 25 per cent of the share capital of the Adam Lrd 
by a leading insurance company undoubtedly contributes to the rtlatrrrir 
high market value of its shares. Such investors do not take such a 
stock in one company unless they have confidence in ils roanageggnt 
future prospects. On the other hand the fact that 45 per cent of tin 
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nary capital of Eve Ltd is held by the chairman who is aged 68, raises the 
possibility that on his death or retirement a large block of shares will be 
sold : this prospect tends to depress the market value. 

My overall conclusion is that although an investment in Eve Ltd 
would show a higher return it would be inferior in almost every other 
respect to an investment in Adam Ltd. 

Yours sincerly 


Adam Ltd Eve Ltd 



jRs, '000 per cent 

Rt.'OOO per cent 

Turnover 1971 

3,800 

21,000 

Increase over 1970 

600 =18* 

2,000 =10* 

Profit before corporation tax 1971 

360 

1,025 

Increase/decrease over 1970 

60 =20 

— 125 —decretse 



11 

Profit available for ordinary 



shareholders 

200 

545 

Increase/decrease over 1970 

25 -14 

— 75 = decrease 



12 

Dividend on ordinary shares 1971 

100 =10 

400 =20 

Increase over 1970 

20 =25 

Nil Nil 

Ordinary share capital— nominal 

1,000 

2,000 

Ordinary share— market value 

2,500 

5,000 

Dividend return on market 



value (yield) 

=4 

=8 

P/E Ratio 

-12i 

-9 

Fixed Assets 

1,150 

4,750 

Current Assets 

760 

5,700 


1,910 

10,450 

Current liabilities 

510 

2,250 

Net Assets 

1,400 

8,200 

Debentures 


2,000 



6,200 

Preference shares 


1,000 


1,400 

5,200 

Representing — ordinary shares 

Ra. 1,000 

Rs. 2,000 

Reserves 

400 

3.200 


R*. 1.400 R8. 5,200 


Excess/deficicflcy of market value 

over book value 1^100 

Profit before ifitcrest and corporation tax 370 
Return on net assets 


excesa 

26 % 


200 deficient 
1,255 


15% 
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, ►ujk «Cjj uepiCLidiiuii ; 


Freehold buildings 
Fixture and equipment 
Delivery vans 

Goodwill 

Net current assets : 
Stocks 

Trade debtors 
Balance with bank 


Trade creditors 
Corporation tax 
Proposed dividend (gross) 


Represented by : 

Ordinary share Re. 1 each : 

1.90.000 held by Large 

10.000 held by Small 

Revenue reserve : Brought forward 
Balance for year 


Rs. Rs. 

100,000 

15.000 

5.000 

1 ,20,000 

50,000 

1.50.000 

1 . 30.000 

18,000 

2.98.000 

1,10.000 

28,000 

30.000 1,68,000 

1,30,000 


Rs. 3,00,000 


1,90,000 

10.000 

2,00,000 

88,000 

12,000 

Rs. 3,00,000 


During the 5 years ended 3 1st March, 1969 the trading profit and 
appropriations have been very consistent and are expected to conrinue at 
the present levels. Profits for the year ended 3Ist March, 1969 were : 


Rs. Rs. 

Trading profit 90,COO 

Deduct : Directors’ remuneration : 



Large 

Others 

Depreciation 

15.000 

3.000 

2.000 

20,000 

Corporation tax 



70.000 

28.000 

Dividend — gross 



42.000 

30.000 
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You ascertain that : 

(1) The freehold buildings have been revalued at Rs. 1,60,000 and 
could command a rent of Rs. 16,000 p.a. for use in the company’s trade. 

(2) A company engaged in a similar trade, but of much large size, 
is shown in the issue of the “Financial Times” dated 31st March, 1969 
as having a price/earnings ratio of 8 and a gross dividend yield of 9% p.a. 

(3) Large could be effectively replaced by a man earning Rs. 10,000 
p.a. 

(4) Depreciation and profits shown in the accounts accord closely 
with the comparative figures in the tax compurations, and 


(5) Take-over proposals or public issues are not under discussion. 
You arc required to write a report, supported by figures, giving your 
opinion of the values, as on 31st March, 1969, of the shares in Plank Ltd 
held by fa) Large, and (b) Small. The two holdings are to be offered 
separately to independent buyers. , 

You can make whatever assumptions you consider relevant but you 
should ignore the possible impact on the valuation of income-tax, estate 
duty and tax on capital gains. Assume the rate of corporation tax to be 
40%. (C.A. Final, England, 1969) 

Solution. 

Valuation of shares in Plank Ltd 


Dear Sirs, 


In accordance with your instructions we have prepared the following 
valuations of the shareholdings of Messrs Large and Small respectively in 
the above company. It is understood that the holdings are to be offered 
to independent buyers. 

(a) Shares held by large : 

Calculation of goodwill : 


/-adjusted profits : 

Trading profit 

Less Directors’ remuneration 
Depreciation 
Rent 


Corporation tax at 40 per cent 

Adjusted profits 

Net assets as per balance sheet 

Less Freehold buildings at book 
value 
Goodwill 


Rs. 

Rs. 

13.000 
2.000 

16.000 

Rs. 

90,000 


3,00,000 

31.000 

59.000 
23,600 

35,400 

Rs. 1,00,000 
50,000 


1,50,000 

Rs. 1,50,000 
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Return at, say, 12 per cent 
Super profits 

Goodwill -say, five years’ purchase 

Total value of Plank Ltd : 

Freehold buildings (revalued) 

Goodwill 

Other fixed assets 

Net current assets 


I8,0C0 


17,400 


Rs. 87,000 


1,60,000 

87.000 

20.000 

1,30,000 


Proposed dividend 


3.97.000 or Rs. 1’985 per share 

ex-dividend 

30,000 or Rs. OJ50 per share 

4.27.000 or Rs. 2 135 per share 

cum. div 


Value of shares held by Large : 


(Rs. 35,400). This compares with a price/earniogs ntio ot 8 lor a quoted 
public company engaged m a similar trade, but of much larger size, and 
is reasonable. 

(h) Shares held by Small : 

The value of the shares held by Small may be calculated by com- 
paring the rate of dividend paid (I5 per cent) with a reasonable yield of, 
say, 12 per cent (based upon the 9 per cent yield in respect of the public 
quoted company), bearing in mind the restneted market which exists for 
shares in a private company : 

15/12XR8. 10,000 Rs. 12,500 or Rs. 1*250 per shar ex*div. 

Proposed dividend 1,500 or Rs. 0*150 per share 

Rs. 14,000 or Rs. 1*400 per share cum 
dividend 


Dividend co>er appears to have been adequate over the past five 
yaars, while this will increase slightly when Large is replaced. Moreover, 
the capital of Rs. 2,00,000 is adequately covered by ret tangible assets of 
Rs. 3,10,000. 


Yours faithfully, , 


<■352 Chapter T/Adranced Accomtaocy 


ASSIGNMENT MATCMAL 


Objective Type Questions 

I. Slate whether the following statements are ‘True' or ‘False’ ; 

(1) Super profit is the increase in current year profits over the 
average profits of the preceding three years. 

(2) Normal rate of return is the rate of return which investors m 
general expect on their investments in a particular industry having 

to the prevailing rates of interest and the business and financial nsKS 
associated with the investment. 

(3) In the calculation of goodwill, past profis will have to be adjust- 
ed, in order to determine the future expected profits. 

(41 The value of goodwill is directly proportionate to the amount of 
capital invested in the business. 

(5) P.E. Ratio will be high when the risk is high. Likewise it will 
be low when the risk is low. 

(6) In calculating the instrinsic value of share, there is no difference 
between the equity share and the participating preference share. 

(7) Fair value of a share is the weighted average of intrinsic value 
and yield value, 

(8) Normal rate of return and P.E. ratio arc one and the same, 

(9) For calculating market value of shares one should take into 
account the rate of earning and not the rate of dividend, if the shares are 
being acquired for control purpose. 


U. Fill up the blanks ; 

(1) In order to know value of shares, it is necessary to know 

the of the assets of the company. 

(2) If the actual profits are more than the expected normal profits, 

the difference is termed as... 

(3) In order to compute goodwill of a firm on the basis of,... it 

is necessary to know (i) average capital, (ii) expected normal rate of return 
and (///) 


(4) Intrinsic value of shaie is calculated by dividing the. of the 

company by the number of shares. 

(5) Fair value of a share is the simple average of. ... 

value and value of a share, ~- 


(6) The market value of equity shares is calculated by dividing the 
..of maintainable profits by the number of equity shares, 
in. Indicate the correct answer. 


0) A business is having adjusted net profits of Rs. 1,00.000 and 
capital employed Rs. 6,00.000. If goodwill is taken at 3 years’ purchase 
w5ll wStf expected rate of return is 10%, the value of good- 


(a) Rs. 3,00,000 
■(h) Rs. 5,00,000 
(c) Rs. 1,20,000 
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(2) A comply is laving 40.000 equity shares of Rs. 12 paid. If 
the dmdMd per share is Re. 1 and the ejpecled rate of retnm is 12% the 
market value of share will be 

(o) Rs. 12 

(b) Rs. 8-33 

(c) Rs. 10 

(3) Which of the followiag Is not concerned with the valuation of 
goodwill ? 

(а) Earning capacity method 

(б) Super profits method 
(e) Average profits method 

(4) For calculating market value using P.E. ratio, it is necessary to 

know 

(a) Earning per share 
(fi) Rate of dividend 
(c) Average profits 

(5) When the risk of investment in a particular unit is high, P.E. 
ratio of that unit 

(o) villbehigb 

(b) will be low 

(e) will not be affected 

(6) The relationship between normal rate of return and PJE. ratio is 

(а) Inverse 

(б) direct 

(c) irregular 
Problems 

VALUATION OF COODtVlLL 

1 Examine the factors that affect the valuation of goodwill. Ramesh 
runs a iienemuSre' - Hts net assets on 3'« a‘ vel, aTC o 

Rs. 20.00,000. After paying a rent H?slSh!rf 

Rs 10 OCO to the manascr, he earns aprofit of Rs I,50,t<Uv- LJisianaiora 
KS. iUpUtu to inc mar & , . is considered to be a rcasonab e 

^trriPr^loynS'ea'il-ameshexp 
• (S., per pr.fi. As, lOfiOO ; (say) 

2. The net profits of ~ 

Md R? 47W 'The e.-.rital enipiojed in ^ 

rhfc5^p'aT;“,Vh/'abl';o''rnSyi^ pros.^ fof .he next 5ve 

r- r-** the basis of an 
< . ' ’ r ■ • . ■ ■ nty of rupee 
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(h-\ How would your answer differ if the goodwill is calculated by 

v/iieina fhe pxcess of thc annual average distributable profits over the 
SaCS fe^fn Sv capLT cmpIoyed^on the basis of the same return 

of 10%. 

(c) Calculate goodwill on 5 years’ purchase of super profit. 

‘ (Adopted from C. A. inrer.) 31'1 

[Super profit Rs. 4,000 ; Caodwill by annuity method Rf. 15,120 ; Good-^ 

will by copUaliiaiion method Rs. 40,000 -: 

purchase basts Rs. 20,000] 

3. Thc result at tuc end of each accounting year of a business is 


given below; 

1973 Profits Rs. 1 5,000 1975 Profits Rs. 25,000 

1974 -do- 18,000 1976 -do- Rs. 30,000 


Thc total assets of thc business as per last balance sheet arc of Rs. 

2 50,000 which include : Land and buildings Rs. 50,000 (market value 
lis 60,000) ; Plant and machinery Rs. 98,000 ; Investments (5% 

;oan held since thc starting of business) Rs. 20,000 ; Current assets Rs. 
80,000 ; Establishnaent expenses Rs. 2,000. 

Thc liabilities include, depreciation fund (for land and buildings 
Rs, 5,000 and for plant and machinery Rs. 8,000) Rs. 13,000 ; other 
liabilities (excluding owner’s funds) Rs. 50,000. 

Thc average of return expected from such business is 10%. 


Compute the value of goodwill at three years’ purchase of super 
profits of thc business. (B. Com., Gojarat 1977) 

[Goodwill Rs. 9.000) 

4. The following is the balance sheet of Mr. Chandy as on Sept , 
30, 1969 : 


Liabilities 

Rs. 1 

/Issefs 

Rs. 

Capital 

1.64,000 

Land and buildings 

36,000 

General reserve 

40.000 1 

Plant 

54,000 

Creditors 

38. 040 

1 

Rs. 2.42,040 

cacssesaMP 

lavestmcnts 

Stock 

Bank 

Debtors 

30,000 

26,850 

75,990 

19,200 

Rs. 2.42,040 


The following were thc ret profits for the year ended September 30 
1967, Rs. 32,280, September 30, 1968, Rs. 36.870 and September 30, 1969, 
l^s. 43,350. 

The above amounts include income from investments Rs 1 800 each 
year. ’ 


You arc required to 'aluc the goodw-ill of thc above business at 2 
years purchase of thc average super profit for 3 years mkinP intn 
account the fact the standard rate of return on capital eraployid in such 
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®®? **1001108 (boteachycftr'tpn^fltUiramr* 
d/atety withdrawn in full by Mr. Chaody. (C.A. [ntw.. Nor. IW«) 31*3 
[GooAvitl on simple average basis Its. SS,000, Surer p^«/?i Rs. lS,i{Xi ; 

when weights are used (or eoJevlatl/rg avtragt profilx Goodwill 
Rs. 40,290 5 Super prefitt^Average f refit Rs Sfjil 
~Mv/ro//ftj/il Hs. S7,4t^\ 


jWoti: (I) Capital employed UR*. 1.74,000 ai emplofeJ ounlJa 

the busiaets ate aot tretted ai raplul amployrd 
(Z) locomo OB laeeitTBcats U deducted ftwti profit of etch yftr 
before faleulailof avcrafc profli, 

(3) Average profit hai been «lc«Utfdaii/|nIflgwcUhti, \V»l*htt/i>r 

i9$7, 1968 and 1969 are 1. 2 and 3 mpeof fvely,| 

5. Wise, Clever and Dull wn trading In partncrihlp iltafmg proflii 
and losses 4,3:3 respectively. The aocound of the firm are made on lo 
3Ist December every year. 

The pBttnersbip provided, tn(er-stlla, that : 


On the 'death of a partner goodnil/ war to be vali/ed at three ycara' 
purchase of average profitr of the three yean up to the dale of death after 
deducting interest at 8 per cent on capital employed and a fair remunert* 
tiOD cf each parlcer. The profit! are awumed to Ik earned evenly tlirouih* 
out the year. 


On 30tb June, 1970 Wise d/ed and It wat agreed to sd/uit goodwill 
in the capital accounts sdthout showing any amount of goodwill In (he 
balance sheet. It was agreed for the purpose of valuatba of goodwill 
that the fair remuneration of work done by each piristr would I )0 Ri 
15,000 per annum and that the capital employed would be lU 1,56,000. 

Clever and Dull were to continue >n parlnenhip, sharing profifs and 
losses equally after the death of Wise. 

The following were the amouots of prohtt ol eerller ynn fjefore 
charging infercst oa capital employed 

1967 Ri. 67.200 ; 1969 Ri. 72/>C0 

J968 Rs 75 WO ; 1970 R» C2,400. 


You are required to compute the value of goodwill and »b//w the 
adjustment thereof m the hooka of the firm. fC A (fntrr j.May fWf 
{Average profits Ri 70£M Super prefitt fj 13J20.Good«lHl0- }9,W,0\ 
6. Under H/fJ Ltd desiro&softelbjcg its bjtir.eit 0 , art, tier <on> 
pany has earred m the past an XferBgt profit cfR* 20///J fti tf/n.m. 

It is considered ihar such average prc£: fairly repreterf. rh^ fyr>f.t f itly 

to b‘ earned m the future, except that (a) Ptrecicrf fteipt 2//0 <h sryfd 
against such profits «ii: -o: pz/^f/e by the pur.ti‘.ir.z c/srr.pe.'.y 

existing board can easily cepe w.'th fhr additional »^.m.;nutu>tur^i»r 

bad b«o paid v.-. U 

jmcc rbt purchilic? coOTyf 
accoinoibd.rios EK£,I2T^ •ft*' *"•* bT**.*— 


PMT, 


25(45— I30/l'JbJ) 
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Tbe v.>«j of .bo 
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invested, for the type of vyoaid for on the basis that 

company and. goodwill existed and was t e 13a Calculate the value of 

fte vendor company was a continuing enterprise. c.ai 

7. The assets and liabilities of Jameson Company Ltd. as on 

December, 1977 were as follows : 

Liabilities 

10,000 shares of Rs. 10 each 
fully paid 

Profit and loss account 
Debentures 
Trade creditors 
Provision for taxation 
Proposed dividend 


RS.1 

1,00,000 I 
20,000 1 
15,000 
20.000 
9,000 
15,000 


Assets 

Land and buildings 
Plant and machinery 
Furnituie and fittings 
5% (Tax free) Government 
bonds 
Stock 

Book debts - 
Cash 


Rs. i,n9,m ^ 


Rs. 

84.000 

60.000 
5,000 

20.000 
2,000 
6.000 
2,000 

Rs. 1,79.0W 


The net profits of the company after charging depreciation and taxes 
were as follows : 

1973 Rs 17 000 1976 Rs. 20,000 

1974 £. 19:000 1977 Rs. 19,000 

1975 Rs. 18,000 , 

On 31st December. 1977 Land and buildings were revalued at Rs 
95,000 ; Plant and machinery at Rs 71.000, and Furniture and fitting.' 
at Rs. 4,000. 10% represents a fair commercial rate of return on invest- 

ment in the company. 

Find out the v.ilue of goodwill basing it at five years’ purchase^ 
average super-profits for tbe last live years. iM. Com., \aranasi 1978) 

{Goodwill Hs. 32.000) 

8. The balance sheet of Balak Khel Ramakda Manufacturing Co. 
Ltd. discloses the following financial position as on March 31, 1970 : 


'LiobUitu's 
Paid-up cap tal ; 

30,000 liquiiy iharcs of 
Rs 10 ca .h fully p“ ' 
Capiial rc'cr' c 
Sudr>’ creditor - 
ProM-. on for taxation 
P.c£' .and loss account 


Rs. I 


1 

I 


3,00,000 i 
60,000 


71.000 ; 

55.000 1 

26.000 j 

I 

I 


Issen 

Rs. 

Goodwill at cost 

30.000 

Land and buildiny ; 


At cost less depreciation 

1,75,000 

Plant and machinery ; 

At cost less depreciation 

90,000 

Stock at cost 

1.15.000 

Book debts 98,000 


Less Provision for 

doubtful debts 3,000 

- 

05,000 

Cash at bank 

7.000 


Rs^ 5,12.000 


Rs. 5,I2,CC0 
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You are asked to Vilue the goodwill of the company for which pur. 
pose the following inforraatio i is supplied : (a) The reasonable relurn on 
capital invested jn the class of business done by the company is 12V. 
{b) Adequate provision has been made in accounts for income tax and 
depreciation, (c) The rale of tax may be taken at 50%. (J) The average 
rate of dividend declared by the company for the past five jears was 15%. 

(C A. (Infer) Nov. 1967 ; Accouotaacy (H-ms.), Dibrngarh, 1971] 31‘5 
(Super profi, Rs 18,880 j Goodw'Jl a! Iwj } ears' purc/nte of super 

profit Rs. 37,760) 

o Ti.. g™- r- .-c K. .V. ..u.., w. „ ^ oelta Co. 

■ ' ■ ■ . f. • • • ■ . • , It is neces. 

' ' t ■ \ ^ ‘ ‘ ■ the business 

. ■: .* !■’ I ■ • • basis of the 

i ' ' ' ! ' ■ ! ■ ‘ * . .• * • f the average 

annual super profits, the net profits being averaged over fi»-e years and 
subject to whatever adjustments you, as the accountant making the valua- 
(ion, consider necessary. 

The profits of the Gamma Co. (P) Ltd. for the last fi /e years (before 
charging income tax @ 55% on m«>me) arc as follows . 1965, Rs 50,000 • 
1966, Rs. 65,000; 1967, Rs. 45,000; 1968 Rs 55,000 ; and 1969, Rs 
75.000. 

The directors of Gamma Co (P) Ltd, (three m number) will be 
appointed to the Board of Delta Co Ltd. on absorption and it is consi. 
Jered that tbeir services have been (and will be m the future) worth Rs, 
5,000 each per annum. There has never been made any charge against 
the profits of Gamma Co. (P) Ltd. for such services. The average capital 
invested in net tangible assets over the period is Rs. 1, 80, 000, And it is 
considered that the normal return to be expected from the particular ty-pe 
of business carried on by Gamma Co. (P) Ltd. is 10% Calculate the 
goodwill ofGamma Co, (P) Ltd. based on the above information 

(Diploma la Coat nad Works Accoontaocy. Rajasthan. 197<) 31 6 
(Super profit Hs ijSO , Goodmtl Rs 4fiS0) 
VALUATION OF SHARES 

10. R. Diwakar holds 5,000 equity shares in Hindustan Ltd the 
paid-up capital of which is 30,000 shares (equity) of Rc leach It jv 
ascertained that : (a) the normal annual net profit of such company is 
Rs. 5,^00 ; and (6) the normal return for the type of buMness earned out 

the company is 8 “per cent”. Shri Diwakar requires you to value hrs 
shareholdings based upca the above figures (I C W A .luh, I96S) 31 7 

(Rs.203) 

11. If the fair value of a compary’s share is Rs 2l', paid-up 

is Rs. 10, expected rate of relurn is 10% (6% less than the actual rate r' 
the earning) then whul will be the intrinsic value of the share 7 
total number of shares of the company is I, COO what will --- 
of the net assets of the company ? One all ht calculations £s c 
your answer. (B, Com- -- 

(Intrinsic talue Rs. 22 ■; Net cssrr '• — ^ 

Htat ; Fair value {s the simple average of tnlriosic wd ^ --- 

mation is given to calculate the yield value and thererofeisr^'^ ' 
ascertained - 
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12. On December 31, 1965, the balance sheet of a limited company 
disclosed the following position : 


Llobilllles 

Issued capital in Rs. 10 shares 
Reserves 

Profit and loss account 

5 per cent debentures 

Current liabilities 

Rs. 

4.00. 000 

90.000 

20.000 

1.00. 000 
1,30,000 

Assets 

Fixed assets 

Current assets 
Goodwill 

Rs. 

5.00. 000 

2.00. 000 
40,000 


Rs. 7.40,000 


Rs. 7,40.000 


On December 31, 1965 the fixed assets were independently valued at 
Tls 3 50 000 and the goodwill at Rs. 50,0(50. The.net profits for the three 
rears’were ; 1963, Rs. 51,600 ; 1964, Rs. 52,000 ; and 1965, Rs. 51,650 
of which 20 per cent was placed to reserve, this propbrtion being consi- 
dered reasonable in the industry in which the company is engaged and 
where a fair investment return may be taken at 10 per cent, Compute 
the value of the company’s shares by (o) the asset method, and (b) the 
yield method. 

^ (C.A. Inter., 1966 ; B. Com., Shlvajl 1971) 31-8 

{Intrinsic value of shares Rs. 9 25 ; Yield value Rs. 10'35) 

13. The authorised and paid-up capital of a company consists of 
1,000 5% preference shares of Rs. 100 each and 20,000 equity shares of 
Rs. 15 each, all fully called up and paid-up. A person holds 300 pre- 
lerence and 2,000 equi^ shares. Find out the value of equity shares held 
by the person assuming that the normal annual profit of the co.npany is 
its. 40,000 and the normal return of similar equity shares is at the rate of 
!l% per annum. Assume company transfers 25% of the profit to general 
eserve and the profit given above is profit after tax. 

(B. Com., North Bengal, 1972, Modified) 

(Rs. 15-63) 

• 14. The share capital of XY Ltd. consists of 10,000 Equity shares 
of Rs. 100 each, Rs. 50 paid-up and 2,500 8% cumulative preference shares 
of Rs, 100 each fully paid. 

The balance sheet of XY Ltd. shows assets (exclusive of goodwill) at 
Rs. 15,00,000 ; Liabilities Rs. 4,00,000 ; Reserves Rs. 3,50,000 and paid-up 
capital Rs. 7,50,000. The profits of XY Ltd. for the previous four years 
were Rs. 1,00,000, Rs. 2,00,000, Rs. 3,00,000 and Rs, 4,00,000. 

The assets and liabilities are accepted at Balance Sheet figures and 
there arc no arrears of dividends on preference shares which in similar 
business yield a return of 6% under current market conditions. The 
normal yield on capital employed in similar business is 10% and good- 
will is valued at five times the purchase price of the super profit. 

You are asked to value the Preference shares and the Equity shares 
in XY Ltd. ^ 

[B. Com. (Hons.) Calcutta University, 1979 Modifed] 
[Preference Share Rs. 133-33, Equity Share Rs. 105] 

[Hint. Use Weighted Average method for calculating Goodwill] 
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15. The following is the extract from the Balance Sheet of Exceh- 
siors Limited. 

Share Caoital : 3,000 5% preference shares of Rs. 10 each ’ 30,000 

6.000 Equity shares of Rs. 10 each fully paid 60^000 

4.000 Equity shares of Rs. 7*50 each fully paid 30.000 

Reserves 30.000 


Profit and Loss A/c ]2 qqq 

6% Debentures 20 000 

Sundry creditors IS 000 

Find out the value of each type of equity share after taking into 
consideration the following information : 

Average annual profit (before taxation) Rs. 50,000. Rate of income 
tax 50 paise in the rupee. Rs. 5,000 is transferred to General Reserve 
every year. Normal return 8% on capital employed. Goodwill to ^ 
valued at 4 years* purchase of super profit. Dividend declared by the 
companies doing similar business 9% market value of share being Rs. 102 
{nominal Rs. JOO). All assets are worth book value subject to tbefcUowiag 
changes ; 


(a) Investment in 5% Securities- Rs. (*) Land & Building- Rs. 
Cost price J2,000 Book value 30,000 

Nominal value 10,000 Market value 35,000 

Market value 14.400 (B. Cm. M.J«. Oe,. IfTJ) 

16. The following is the balattce sheet of JfLtd., as at 3!st Decem- 
ber 1968 : 



MS. 

Afiris 

Rs. 



Land and buildings 

41.250 


75.000 

Plant and machinery (at cost 

48.750 


IS.OQO 

less depreciation) 


72,500 

Trade marks 


Workmen saving account 

n.250 

Stock 



12,000 

Debtors 


Sundry aeditors 

36,750 

Cash at bank 

Preliminary expenses 

4,500 

Rs. 

1.72,500 

Rs 

1,72.500 


The plant and machinery is worth Rs. 45,000 and land and building 
have been valued at Rs. 90,000 by an independent valuer. Rs. 3,000 of 
the debtors are bad. The profits of the company have teen as follows: 
19£6,Rs:30,OCO. 1967, Rs. 33,750. and 1968, Rs 39,750.^ It is "m- 
paoy’s praciic 

find out the _ • 

assets basis. ' ' 

of their shares. 


Goodwill may fcc <aleu to be worth Rs. 60,000. ...jiOfal 

(B. Com. Madras, 1970 ; B. Com. Pooea, 1970, ;71 JIodlM 
' (fmr/nsic icfaeRs. 29-60 ; r,vHro7«eRs. 367^ 

(Hints; 1. Preliminary expenses have not been dedBcJedfr profit *•> 


bad debts have been deducted. 
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17 The following was the balance sheet of Wines and Tobacco 
Limited on 31st Dec., 1969 and you are required to find out the fair value 
of its shares : 


Liabilities 

1.000 8% preference shares of 
Rs. too each, fully paid up 

4.000 Equity shares of Rs. 100 
each, fully paid up 

Reserve fund 

Profit and loss account : 

Balance 1st Jan., 1969 80,000 

Profit for 1969 4,30,000 

Provision acainst : 

Buildings 10,000 

Investments 45,000 

Creditors 


Rs. 1 

1,00,000 

4,00,000 

1.50.000 

5.10.000 I 


Asseis Rs. 

Building at cost 

Furniture at cost 3 COT 

Stock at market value 4,50,000 

4% Government securities at cost 

(face value Rs. 4,00,000) 3,80,000 

Book debts 3,00,000 

Less Provision 20,000 


Cash 

Preliminary expenses 


2,80,000 

60,000 

10,000 


55.000 

48.000 


Rs. 12,63,000 


Rs. 12,63.000 


The following information is given ; (i) The company’s prospects 
for 1970 arc .qually good ; (i7) The buildings are now worth Rs. 3,50,000 ; 
(Hi) Public cempanies doing similar business show a profit earning capacity 
of 15 per cere on market value of their shares ; (iV) Profits for the past three 
years have snown an increase of Rs. 50,000 annually. 

(M. Cora., Rajasthan, 1971) 
(Intrinsic value Rs. 335 ; Yield value Rs. 587) 

l?iints t. While calculating intrinsic value provision for investments has been' 
deducted from the total of assets to get net assets. 

2. It has been assumed that company transfers 25% of profits to general 
reserve. 

3. Since profits show continuous increase of Rs. 50,000 for the last three 
years and prospects in 1970 arc equally good, the profit for determining the yield 
value has been taken as Rs. 4,80,000, i.e., Rs. 4,30,000+ Rs. 50,000 expected increase. 

18. Following is the Balance Sheet of A' Ltd, as on 31st March, 
1975 ; 


Liabilities 

Rs. i 

Issued capital : 

10,000. 6% preference shares 

of Ks. JO each 

1,00.000 1 

20,000 Equity shares of 

Rs. 10 each 

2,00.000 

Capital Reserve 

40.000 

General Reserve 

1,20,000 

Rrofit and loss account 

1,20.000 

Creditors 

1,50,000- 

Proposed Dividend 

60,000 

Taxation Reserve 

40,000 

Rs. 

8,30,000 


Assets Ks, 

Freehold property at cost 1,20,000 

Machinery at cost less Rs. 

30,000 for depreciation 50,000 

Investments (6% debentures 

for Rs. 10,000) 10,000 

Stock 2 25.000 

Debtors ■ 2.50,000 

Cash at Bank 1,35,000 

Goodwill 40,000 


• Rs. 8,30.000 


follow's^*^ turnover, net profit and dividends paid in the past were as 
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V«r ended 3I.3.I97I 
Year ended 31.3-1972 
Year ended 31.3-1973 
Year ended 31.3-1974 
Year coded 31.3-1973 


Tumertrr 

Rs. 

16.00. 0CO 

17.50.000 

22.00. 000 
25,00,000 

25.50.000 


Ra. 

1.23.000 

1.65.000 

1.50.000 
2,00,000 

2.04.000 


Dhfdtnd 


10% 

10% 

15% 

20% 


You are required to calculate the value of a share h the company. 


(M. Com , AprU 1975. Ctllcof) 



Ex^dlr. 

Cum-dir. 

[Intrinsic ratue 

26 50 

29 20 

Market ralue 



( 1 ) Based on capitalisation of profits 

30'CO 

32-70 

(2) Based on expected rate of diriiend 

1500 

J7 70] 


Asstnsptlons : 

(1) Normal rate of reium at 10%. 

(2J Goodwill IS taken at 3 }ear* of super profits. The figure «orkt 
out to Rs. 93,300 but rounded off to Rs. 90,000 

(3) Rs. 18.400 is transferred to reserve for the calculation of market 
price based on ctpitaltsatioo of prchts. 

(4) Expe-ted rate of dividend Is taken at 15%, being the average of 
the three preceding ] ears. 

(5) Corporate taxes taken at 50%. 

19. It is provided in the articles of axiociaiien that at the death of 
a shareholder his shares wDl be purchased by the remaining sha'^ebolders 
at a price to be settled on tbe basts of tbe last balance sheet It is fcrTher 
provided that goodwill shall be valued on the basis of three 3ears’ pur- 
cha^ of the average annual profits foribe last five^ears. The Itst balance 
sheet is as follows : 


Uattllila 

20,000 EaotT shires ofRi. 10 
■ cvA 

GtBfn' reserve 
Worxojea'e savlax (lai 
Employees’ provident fund 
Creditors 

Profit ted lost sccotmt 


Rs. 


Rs. 1 

1 Averi 

Rs. 

I 

1 Goodwill 

ZOO 000 

zoo.om 1 

IsvestiaeM at cett (oarlet 


2.00.0CO 1 

vabsRs 2,90.000> 

3.00 coo 

2.00,000 1 

Stock at cost 


1/30.000 , 

Debtors 

4.00.000 

6.00.000 1 
l.TOjtOO 

Biak btUsee 


14.70.000 j 

Rs 

14.70.000 


The profits for the last five years were Rs. 15,000, Ri. 20,000, Rs. 
25,000, Rs 30,000 and Rs. 35,000. Yoo are required to calcoJite the 
price to be paid for each share. 

(I.C.WJI. January , 1966 ; B. Cota. Maialbwada 1970, Modified) 31-9 
(Intrinsic ralue of skart Rr. 19733 
28. The following is the susiasnsei balance sheet of M/< Victory 
Machines Ltd. as on September 30, 1965 ; • 
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USSUiileT 

Share capital ; 

30,000 Equity shares of Rs. 10 
each 

iRcserve and surplus : 

General 1,20,000 

Capital 40,000 

Profit and loss 1,20,000 


R8. 


3,00,000 


Current liabilities and 
provisions ; 

Creditors 93,700 

I. T. payable 11,500 

Proposed dividend 34,500 

Provision for taxation 82,000 


2,80,000 


2,21.700 


Rs. 8,01,700 


Assets 

freehold property 

Elant 

Stock ' 

Debtors 

Bank 

Cash 


FiT 

1,20,000 

10.000 

3 , 10,000 

2.03.000 

1.17.000 
1,700 


Rs 8,01,700 


Net profit (before taxation) for the lest three 3 ears ended ; ^Oth 
September, 1963, Rs. 1,38,000 ; 30th September, 196 J, l,83,0C0 ; and 30th 
September, 1965, 1,97,000. Freehold properly was valued early m 1965 
at Rs. 1,60,000. Average yield in this type of business is 15 per cent on 
capital employed. You are required to find out the value of each equity 
share on the basis of above mentioned facts. (I.C.W.A. July, 1966) 31-10 

[Intrinsic value Rs. 20-67 : Yield value Rs. 30-40] 
IHinis ; 1. Calculate average profit after assigning weights as 1, 2, and 3 for 
1963, 1964 and 1965 respectively. 

Transfer 20% of profits to reserve. Tax deducted is Rs. 11,500.) 


2 . 


21 


INDO-AMERICAN STEEL CO, 
SUMMARISED BALANCE SHEET 
as on 31st December, 1966 


Liabilities 

Share capital : 

Non-participating cumulative ' 
preference share.s of Rs. 100 
each (6j% free of income-tax) 
Equity shares of Rs. 10 each 
Reserves 

Profit and loss account before 
declaring dividend on equity 
shares 

5% Debentures 
Secured loan 
Sundry creditors 


Ri. I 
{Crores) 


0-5 

2-0 

10 


1'5 

05 

10 

10 

7-5 


Auets Rs. 

{Crores) 

Block account (after providing all 
depreciation accordmg to 
Income-Tax Act except initial 
depreciation) 2 0 

Raw materials at cost, finished ) 

goods at cost, work in-progress 1 2 5 
at estimated cost J 

Book debts 0 5 

Investments at cost 0-5 

Cash in hand and at bank I’O 


7-5 


(c) Sale value of assets in block account, if customers available, is 
Rs. 5 0 crores, replacement value of assets in block account is SO®-' more 

(6) Market valu^ of in- 
S oAb f ores, (c) Book debts are bad to the extent of about 

Market value of raw materials, finished 

s w! ■Tbo dividends on equity 

snares declared for the past five years arc as follows : 
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1961, 13% : 1962. 15% ; 196320% ; 1964 17J% ; 1965, 22J%. 

In a similar company the market value of equity shares of the same 
denomination is' Rs.' 25 per share and in that company the average divH 
dend declared for the previous five years h 20% without any major fluctua- 
tions from year to year and witboot any marked upward or downward 
tendency. It is also found that the intrinsic value of shares in that other 
company is lower than the alleged intrinsic value of shares of Indo- 
American Steel Co. Ltd. 

You have been called upon to value the shares of Indo^Americao 
Co. Ltd. State the different methods by which such valuation can be done 
illustrating the same by calculations based on the figures and information 
supplied above. Which method of valuation would you recommeod and 
why ? (C. A. Fioalj 31 11 

[Intrinsic value of share Rs. 40 00 ; Yield Value of share 
Rs. 20 [approx.)] 

[Hint Itormal rai. of return works out at 9% and expecied return on weigbled 
average bans is 19%. This expected rate is lowered to 16% on ihe bans that yield 
is fluctuating.] 

22. R Ltd. build boats, all of the same class. The summarised 
accounts for the year 1968 arc as follows ; 


IRADING AND PROFIT AND 
LOSS ACCOUNT 
For the year ended Deetrnber 31, 196S 


Sties (20 boats) 
Costofules : 


80,000 

Materials 

48.000 


/ Labour 

8,000 

36,000 





24.000 

Fixed overheads 

11,600 


Office aalirict 

2.000 


Dlrtctort* reouaeration 

4,000 

17,600 

Net profit 


6.400 

Losses brought forward 


4.900 

Profit carried forward 

Rs. 1.S00 


BALANCE SHEET 
At CH Deetmbtf 3!, J9&S 
Share capital: Ri. 

lOOabaresoflU. lOeacb 1,000 

Uodistnbuted profia JJOO 

Rt. 2.SOO 


Plant, etc. 


2^ 

Vehicles 


1,300 

Corrent assets : 



Stock 


11,000 

Debtors and bank 

9,300 

1 Lear Current babilities : 

20,500 

Creditors 

17,000 


Directon* 

1 account 

5,000 



22 ,eoo 


Jl». ZXO 


C/Ltd. is offered all the issued shares at their net ar"V«r 

December 31. 1938 subject to the addition of goodwill nZad 

times the projected earnings before taxation for 1969 and 
at Rs. 1,503. For the purpose of computing the 1969 

certain that : (1) based on firm’s orders, 25 boats n3=s 

at the 1968 price, (2) the percentage costs ofprodoct»c« 
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should remain steady, apart from an anticipated increase in the la^ur 
rate to I2i%, (3) fixed overheads will increase by Rs. 1,700 and office 
salaries by 10%, and (4) a fair managerial remuneration for the directors 
is Rs. 3,000 per annum. 

You arc required to compute the price at which the shares arc being 
offered to {/ Ltd. (Adapted from C. A. Final, England, 1969) 3112 

{Price per share Rs. 400) 

23. Mr. and Mrs. Lamb held equity shares in Lamb Ltd. a comp- 
any which had been engaged in a retaU trade with one shop for many 
years. 

Early in 1 971 the Lambs decided to retire and employed an estate 
agent to sell the family business for them. The estate agent found a buyer, 
Mr. Fox, and the sale was agreed on the following terms ; 


Fixtures, fittings and equipment, shares in Group 
Buyers Ltd. benefit of lease and goodwill. Rs. 8,000 

Stock At valuation 


On informing his accountant of this, Mr. Lamb was advised that he 
should sell the shares in the company rather than the company jfell its 
business and leave Mr. Lamb to liquidate it. 

Mr. Fox agreed to buy the shares, the basis of the sale price to be 
as agreed prev.ously. The valuation of the shares was to be made by the 
accountant after the accounts of the company for the year ended June 30, 
1971 had been prepared. On June 30, 1971 the value of the stock waa 
^ced at Rs, 5,250. On July 1, 1971 Fox took control of the business. 
The balance sheet of Lamb Ltd. on June 30, 1971 was : 


LiobllUles 


Current liabilities 


Creditors 

Taxation 

Directors’ undrawn 

2,350 

50 

remuneration 

1.800 

Equity shares of Re. 1 


each fully paid 

Profit and loss 

1,000 

account 

150 


Loan by a director 


1,130 

5,000 

6,150 


Rs. 10,550 


Assets 


RS. 

Fixed assets : 

Fixtures, fittings and 

cqDipmenC, at cost 

3,300 


Less Depreciation to 

date 

1,700 




1.600 

Trodfe investments t 

Sh&Tcs in Group 

Buyers Ltd 

200 


Loan Co Group 

Buyers Ltd. 

500 

. 700 

Cunent assets : 

Stock 

5,250 


Debtors 

1,600 


Balance al bank 

1,400 



— 

8.250 


Rs. 

10,550 


has pTovcH^brbJd®' prepared a debt of Rs. 20 

share being sold V A^ont compute the value of each 

oemg soia. (Adapted from C.A. Final, England. 1971) 3113 

yA XI, {Value per share Bs. 7 B3) 

on December 3 rSer/s'as fellow's ^ company as 
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UabihUti 

lued capitil : 

0 07% Preference shares 
of Re. t each 

1.000 Equity shares of 

Re. 1 each 

ebenture redemption fund 

— EsTj 
6,000 ' 

A iett 

Goodwill 

Leasehold property 
Less Depreciation 

16,000 

7.000 

Ri. 

17,500 

10,000 

1,000 

nant, etc. 

Ltts Depreciation 

94cn 

2.250 


il&Dceoo M-1967 13.850 

stance for year 8 175 


Investments, at cost : 
Debenture redemption 

fund 

LOCO 

{ Debentures, redeemable 
as on December 31, 1971 
jrrent liabilities : 
reditors 

2,000 

4,975 

Debtors 

Bank balance 


4J)50 

1,950 

Ra 

■46,000 


R*. 

46,000 


A holder of atl the prefereoce chare capital and 6.000 of the equity 
ares has agreed to sell these chares, the former at par and the latter at a 
lue based on the above balance sheet, but subject to adjustments for the 
ifpose of the vdiuafioa for the Mlowirg • 

(1) The leasehold property was acquired o.) January ], 195S and at 
e balance sheet date the lease has a further six s ears to run The cost 
ould be written off over the'ferm of the lease by equal annual charges. 
> date Rs. 700 per annum has been written off. (2) Rs. 250 p.a. has 
en appropriated to the debenture redemption fund (3) In 1965, goods 
sting Rs 600 were purchased and have been included since that date at 
ist m the stc'lr — j* ~ .w. .t... 

He. (4) Af • r ■ 
dance sheet 

ovision for • • • . 

counts. (6) Goodwill Is to be valued at two years’ purchase of the 
'crige prohts, after the above adjustments, of the three }ears 196S, 1966 
id 1967. such profits being those available for dividend for oidinary 
lareholders. The profits of the company as shown by the accounts for 
;ose years, before appropriations aud before providing for debenture 
terest and preference dividends, were Rs. 8,040, Rs. 9,290 and Rs. 8,955 
spcctively. 

You are required to compute the total consideration due to the 
;nding shareholders. (C.A. Final, Eogltad, 1968) 31' 4 

IVoJm of tqolty short Rs. 2 70 ; The amoms void to rending 
shareholaert Rs. 22^00) 


SUGGESTED READING 

1. ^ccowi/tn^/orCooA’j//— Accounting Standards 

2. Advanced tb Aceauniirg—Richotd Leva & Olben 

3. Acconntancy^Y/illiim Pickles 



Amalgamation, Absorption and 
External Reconstruction 


Sec. 494 of the Companies Act, 1956. permits the liquidator of a 
company to accept shares, policies or other like interests in the transferee 
company for the distribution among the members of the transferor 
pany. This means a company going into liquidation can be purchased by 
som e other company, new or old, and the purchase price may be dischar- 
ged fully or partly by issuing shares or debentures in the purchasing com- 
pany. The phenomenon of purchase of a business of a corporate body by 
another corporate body is described as ‘amalgamation’, absorption’, or 
‘external reconstruction’. These three terms should be very carefully 
used as their technical meanings are very ihuch different from each other. 
The term Amalgamation is used when two or more existing companies go 
into liquidation and a new company is formed to take over this business. 
Absorption is used when one or more existing companies go into liquida- 
tion and some existing company (usually a big one) buys the business. 
External Reconstruction is used when one existing company goes into 
liquidation and a new company, formed for the purpose, buys its business. 
Thus salient features of the three terms may be summarised as follows in 
the form of a table : 


TABLE SHOWING SALIENT FEATURES 


Phenomenon 

Bow many companies must 
go into liquidation ? 

Is formation of a new company 
• necessary ? 

Amalgamation 

J Two or more fi.e., mini- 

Yes. A new company must be 


1 mum two companies 
must go into liguid- 
' ation) 

formed. 

Absorption 

One or more {i.e. absorp- 
tion can take place 

1 when any number of 
companies are ligui- 
daied) 

No. Only existing company 
should buy the business. 

External Reconstruction 

One and only one 

Yes. A new company must be 
formed. If it is taken over 
by an existing company, it 
will be called absorption. 


•; ■■ WHICH IS oiscusseo in xne next 

busmess bv nnnth!. of company and no taking over of the 

ScSiatL But in the case of 

amalgamation, absorption, or external reconstruction, ths liquidation of the 
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ooffipany must takt place, e<htthef ofpnccotnpanvofmotecompaftki 
and in all above cases tbc hujtiuss unut bt firftiwwf by tome oti* 
company whether that other company U a tew one or an old one Thn 
in all the above three cases the acconnting problems arc common. Tbe 
are : 

(а) In all the cases accounting entries are to be passed in the bool 
of company/compaoies going into hqnidation to close the account books 
and 

(б) In alt the cases accounting entries ate to be passed in the bool 
of the purchasing company, new or old, to record transacnons relating t 
the acquisition of business. 

Since there is ‘a common accounting procedure for all the three case; 
these have been grouped under this chapter and discussed at one plac* 
From accounting compHcations point of view the problems relating t 


ing ioter«company investments in ownership. This chapter has beei 
divided into three xnajor sections to discuss these types of problemi 

separately. _ 

A-SIMPLE PROBLEMS 


Before proceeding to discuss the accounting entries a student mast 
have a clear knowledge of the foliowing ; 

(a) Ability to distinguish a liability and provision from an item 
which is in the nature of accumulated profit or loss. 

(h) DiSerent methods of calculating the purchase consideraiioo. 

(c) Different ways of t/eatiog the liquidation expenses. 

Trade llabllllics and liabUltles. The term trade liabilities stands (or 
those liabilities which are incurred on account of goody of the httsiccss-. 
Trade creditors and bills payable arc normally included in the term iffoe 
I'abilities. Bank ovedraft, debentures, salary outstanding. tMStwn 
liability, workmen savings, saving binfc account, workmen profit 
fund, pension fund, provident fuoU, etc., arc all liabilities hut not tteo 
liabilities. It may, however, be appreciated, the term liabililics i* a bnMe 
term and it includes trade liabilities also. 

“All Asstts" and “Business”. The terms “all assets” ind«<Jf^ 
also and term “business” stands for assets less all liabilities 
Accoinuiated profits (A] In the preparation of real 
Items in the nature of habilit « nnd provisioos will 
be seen subsequently items in the nature of accumulateo 
will be transferred to shareholders' account. Soa^;rj 
these terms makes it convenient to solve the problems 

, Insurance fund. Every company insures for 

It has to pay premium. But some companies ^ 

* These problemt ate aonailly asked in post'iT* 

Howew, linsple problms on these top’ 

*tu«8U pttjaiiai foj koaoun course 1» » 
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sremiaffl to an exter»al ageacy, credit wb amoont to an 
fnnn oat of which any risks are met. Insurance, thus, 
arrangemeaL At the lime of liquidation, any balance m the tu^ 

Bents ^accumulated profits, as no more risks are to be met from crut of 


such fund. 

General reserre, dividend equalisation reserve. Th^ are the exam- 
ples of accumulated profits. They are created out of profits cAmca by the 
business. General reserve is created for stren^hening the general bnanaai 
position of the company. Dividend equalisation reserve is created lor 
maintaining the rate of dividend during bad years. When in a particular 
year profits of the company are less then directors use this resource lor 
declaring dividend. When profits ate higher, they make a transfer from 
profits to this reserve. 

Accident fund and Workmen Compensation fund. These are also the 
examples of internal insurance. These are created to ineet any liability on 
these accounts at some future time. When the liquidation of thcicompany 
takes place, there is no furiher possibility of any Lability arising on these 
accounts and hence they represent accumulated profits. However, at the 
tirne of liquidation, if there is some liability on these accounts, they must 
first be met out of these funds and only the balance, if any, left should be 
treated as profit. The journal entry for recording the fresh liability arising 
on any of these accounts will be : 


1 . Entry for recording the liability : 

Debit Workmen compensation fund or accident fund account 
Credit Outstanding liability account 

2. Entry of discharging the liability ; 

Debit Outstanding liability account 

Credit Cash /Bank account 

Accumulated losses. Quite often a student is not able to treat pro- 
perly the accumulated losses or accounts representing accumulated losses. 
When a balance sheet shows accumulated losses like (f) Debit balance of 
profit and loss account, (ii) Preliminary expenses, (///) Discount on shares 
and debentures ; (iv) Commission on issue of shares or debentures then 
these losses are transferred to equity shareholders account (not to realisa- 
tion account). The journal entry is ; 

Debit Equity shareholders’ account 

Credit Accumulated losses account 


Provisions. The balance sheets ofien show provisions like (/) Provision 
for dobtful debts ; (ii) Provision for depreciation ; (Hi) Provision for invest- 
ments (for meeting out the loss on account of fluctuation in the price of 
investments). These provisions are sometimes shown on the assets side 

particular assets and sometimes on the 
liability side. Whatever may be the mode of presentation, these provisions 
arc transferred to realisation account only when that particular asset is 
transferred to realisation account. For instance, if a company takes over 
building but does not lake over debtors, then bufiding and the provision 

^ transferred to realisation account and 
debtors its provision both will not be transferred to realisation account. 
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Ia»H '"“Pks ortte uadc liaKiilkj. acturaa- 

lated profti aad accuodated lossea Is given in the folIoivinB table : 

table showing classification of accounts 

rJ^^L j T” J fro^hionTSnS j 

••' ' - — 1_ L iohlhtUt f jlceumolated lasses I Accumulated Pro/its 


2. Trade Crcditon J. Trade Credifcrs 
or simply credi- 


tor* 

2. Bills Payable 


2. Bills payable 

3. Ba&k overdraft 

4. Deb-Efurei 


1. Frovisloa for Dc' ( 1. profit asd Iota 


I preciation 
2. Provjsioa for 
donblfal debts 
3. provitieofer 
tflvestmeat* 


accooot (Cr.) 

2 General reserve 
fund 

3. General reserve 
account 


. , aoa oeoeninre 

0 Workmen saving 6 Profit and lots 
Bank account account (Dr. ) 

7. Workmen profit 
sharing fund 
i. Provident fund 


10. SuperaoiSaiatios 
fund 

11. Tasatleo prorltloo 
U. UtKlataed divi« 

dead 

13. Outstanding 
expenses 


I tflvestment* account 

I 4 Preliminary ex- 4. Debenture sinking 
penses fund 

5. Discount on tbaret 5. Capital reserve 
and debentiites 

6 Profit and loss 6. Capital redemp- 
account (Dr. ) uon reserve 

account 

7. Shares forfeited 
account 

8. Share premlnai 
account 

Workmen com- 



(B) Farebase cccslderstloa 


When shares should be taken at market valuti and (3) Treatment of frac- 
tion share 

I— Methods of calculation 

PUf^t'n-* -J. «-.•., J. ,_/n J.-.-l. 1. — .t. 

amount . . . . r 

vendor c .... . .. , 

{ndirecify uy staling me values ol various assets and Jiauiiities taken uver 

(discussed und“r“?* r'»i** r-r**-'.-*' — ‘ f — — -t 

payments as • • , « •. .i ? 

asset and net ; . • ■ i • ; ■ ■ . : 

cussed and the third method, betoE the combination of the 

methods, has been explained by giving illustrations. 

, „ . J- 

Net payment method. (/) Add all payments whatever > 

In all the questions where act payment method of ^ 

adopted the student has simply to erfd the paymenttio^. 
purchasing company. The payment of purcha: - 
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oscnccei any agreement, is always satisfied in cafA. ^e calculation of 
equivalent amount of cash is based on the market value of the shares. 

Illostration 128. A purchasing company has agreed to issue one share of 
Rs 10 each Rs. 8 called up for every there shares in the vendor company. 
Find the 'amount of purchase consideration if there are 50,000 shares in 
the vendor company. The shares of the purchasing company are quoted at 
Rs. 1-6 in the market. 


Solution 

For 3 shares purchasing company gives 1 share 

For 50,000 shares „ „ „ 1 /3 x 50,000 shares 

= ]6,666§ shares 

Since it has not been agreed that the purchasing company is to issue shares 
at Tn rket value the whole number of shares will be issued at paid-up value 
and fraction will be satisfied in cash calculated on the basis of market 
value. Therefore, purchase consideration is : 

1 6,666 xRs. 8 1,33,328 in shares 

JxRs. 18 12 iii cash 


Total Purchase consideration 


1,33,340 


C. Liquidation Expeuses 

When a company goes into liquidation, some expenses have to be 
incurred. These arc called liquidation expenses. They can be borne by 
the purchasing company or by the vendor company. Its accounting treat- 
ment is different in different cases. This is as follows : 

When liquidation expenses are borne by the vendor company 

When liquidation expenses arc borne by the vendor company they 
are dealt through realisation account. The entry is : 

Debit Realisation account 
Credit Bank account 

(Realisation account is a nominal account in nature and hence de- 
bited for all expenses.) 

When liquidation expenses are borne by the purchasing company 

When purchasing company agrees to bear liquidation expenses, it 
can treat it in two ways. The first alternative is to pay liquidation axpen- 
scs directly. In this case the journal entry is : 

Debit Goodwill account 

Credit Bank account , 

Since liquidation expenses are incurred at the time of purchase of 
a business, they are capitalised and debited to goodwill account. 

The second alternative is to pay the agreed amount to the vendor 
company who, in turn, will pay the expenses. In this case the following 
journsl entries are made in the books of the purchasing company. 

Debit Goodwill account 
Credit Vendor company 

(For the amount due on account of liquidation expenes) 
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Debit Vendor company 
Credit Bank account 

(For the pa) ment of liquidation ex|«rses) 

Alternatively in both the case$, this amount can be addec to pur* 
chase consideration jn which ca«e no separate cnlrj' need be made in the 
books of the purchasinfi company. iStudent viilj realise afterwards that 
the amount ts automaticailv debited to poadaid account.) 

The vendor company in lhi< case can rdopt any of the followinf 
three courses. 

(1) As the expenses are met by the purchasirg company, this item 
can be ignored altogether. 

(2) Include the amount in the purchase consideration and also 
make the following entry. 

Debit Realisation account 
Credit Bdnk account 

Under this, the amount figures on both sides of the realisation 
account and thus does not afiect the profit or loss on realisation. 

(3) Treat the item as reimbursable and make the following entries : 

Debit Purchasing company 

Credit Bank account 

(Being the liquidation expenses paid and doe from the purchasing 
company) 

Debit Bank account 

Credit Purchasing company 

(Being the reimbursement of liquidation expenses by the purchasing 
company. 

D-ACCOUNTING TREATMENT 

7 ' ■ . . ■ ! ■ (0 books of 

. ■ ■ ■ ■ ■ R' I' • • • ■ I. ■ procedure 

Books of purchasing company 

First method. Under this method minjTium two journal entries arr 
made : (0 for puchasing assets and liabilities ; and (ii) for making the 
payment. The journal entries are : 

( 1) For recording the assets and habilities taken over : 

Debit Individual assets taken oier at revised values, if any 
Credit Individual liab.lities raten over at revised values, 
if any 

Credit Liquidatoroftbevendorcompany {with purchase 
consideration) 

Any difference between total debits and total credits (which is often 

is either debited to goodwill account or credited to capital reserve 
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(2) For making ihe payment oj purchase consideration : 

Debit Liquidator of vendor company 
Credit Cash account 
Credit Share capital account 
Credit Premium on the ihsre account 
Credit Debenture etc. 

Second method. Under thk method minimum three journal f^^tea 
are made. A new account ‘‘bmU ett purclvae accovtir is oj^ned and 
purchase of buHccss is recorded through thic account. The journal 
entries are : 

(j) for the purchase 0 / business : .j . 

Debit Bucinets purchase account (v/ith purchase consideration; 

Credil Liquidator of the vendor company 

(2) For recording the purchase of Individual assets and llahiJities ; 

Debit Assets taken over (at revised values, if any) 

Credit Liabilities taken over (at revised valets, if any) 

Credit Business purchases account 

(with purchase consideration) 

The total amount on the debit cide of this journal entry quite often 
is not equal to that oa the credit cide. In this case, the difference is cal- 
culated and is ibown cm the ride the amount is thon. If it is shown on . , 
the debit ride, it is debited to goodwill account, if it is shown on the credit 
tide, it is credited to capital reserve account. It may be noted that busi- 
ness purchase account k cancelled by this journal entry. 

(S) For makirg the payment '. The tame journal entry is done as is 
tbov/n under the first method. The student is advised 10 follow the second 
method as suggested in Chapter 4 on 'acquisition of business’. 


Books of vendor company 

(J ) For transferring assets taken over by the purchasing company 
Debit Kealisaiion account 

Credit individual assets (at book salucs) 

It may be noted that— 

(a) Accumulated ezptnres (like preliminary expenses, discount) and 
accumulated loss (like debit balance of profit and loss account) arc r.ot 
included in the definition of assets and arc not transferred to realisation 
account. They arc directly transferred to equity shareholders’ account, 

(h) ifeash is not taken over by the purchasing company, then it 
should not be transferred to realisation account. 


2 assets like trade marks, 

^ otherwfc if they arc not pur- 


(2) fyl’p^fenlnsmilUlei taktn me, b, ,hc purchaHee ampmy ■. 
Debit Liabilmsc (at book value) 

Credit Kealisation account 
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It fluy be noted that— 

(a) Aecumulaied profits are not to be included in the definition of 
liabilhits (see page 4*i99) 

(() All those liabilities which the purchasing company agrees to pay 
out arc cot transferred to realisation account. 

, (c) All those liabilities which are cot taken over by the purchasing 
company are not transferred to realisation account. 

For example, llie vendor company has three l>pcs of liabilities : 
(0 creditors; (iiV bills pa>able; aodf/ifldcbeiiiures. If the purchasini, 

j.a..#'! *1 . . , .. . • .1*. ([jg 

{ ■ - ■ hesc 

t • • . 

Debenture is not a trade liability and, therefore, it i$ unusual for^ the 
purchasing company to take over that item. This liability is settled either 
in cash or by the allotment of debentures in the purchasing company. 
Therefore, the vendor company transfen the amount to 'debentureholders' 
account* and closes it af<cr the payment is made. 

(J) For purchase consideration : 

Debit Purchasing company 

Credit Realisation account 
{4) Far Itquidatlan expenses : 

Debit Realisation account 
Credit Bank account 

If the liquidation expenses arc borne by the purchasing company, 
the different ways of treating the item have already been discussed. 

(/) For loss or gain on asseisJliabiUiies not taken over : 


open ■ ■ ■ 

arc to ■ ■ ■ . , 

gain on these transactions. This loss or gain is transferred to realisation 
account. The following journal entries arc possible : 

(/) For loss on payment of babiUty or sole of assets : 

Debit Rtaiisation account 

Credit Assets/liability account 

(ft) For gain on payment of Ifdbttity or sale of assets : 

Debit Asset/Iiability account 

Credit Realisa^'on account 

Altemativively these items can also be dealt through realisation 
account 

(6) Premium or discount to debentureholders and preference sharS' 
holders. 

As per the scheme of absorption or amalgamation, dcbenturcholdert 
and preference aharebolders may have to receive premium or sutler ois- 
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count. Such premium or discount must first be adjusted before transferring 
the balance in the realisation account to equity shareholders. 

Debit Realisation account "j 

Credit Debcntureholder’s account/preference 1 for 

shareholders account J premium 

Reverse entry in case of discount. 

(7) For closing realisation account : This is transferred to equity 
shareholders’ account. 

Debit Realisation account 1 

Credit Equity shareholders’ account J (for gain) 
Reverse entry is done if there is loss on realisation account. 

(8) For receiving purchase consideration : 

Debit Cash/shares in purchasing company/debentures in 

purchasing company 

Credit Purchasing company 

(9) For transferring share capital : 

(0 Debit Equity share capital 

Credit -Equity shareholders’ account 
(h) Debit Preference share capital 

Credit Preference shareholders’ account 


( 10 ) 

(H) 

( 12 ) 

(13) 

(14) 

(15) 
0 ) 

im 

(16) 


For transferring aaumulated profits : 

Debit Accumulated profits 

Credit Equity shareholders’ accour.t 

For transferring accumulated losses : 

Debit Equity shareholders’ account 
Credit Accumulited losses 


For transferring debentures : 

Debit Debentures account 

Credit Debentureholders* account 


For paying liabilities not taken over : 

Debit Liabilities not taken over 

Credit hank/debentures/or other 
form of payment 
For selling assets not taken over : 

Debit Cash/bank I 


(actual payment) 


Credit Assets sold away 


(with the actual amount 

realised) 


For paying shareholders : 

Debit Preference shareholders’ account 

Credit Cash/shares in purchasing company 


Debit Equity shareholders’ account 

Credit Bank/sharcs in purchasing company 
For paying debentureholders : 

Debit Debentureholders account 

Cred it Bank/debentures in purchasing company 
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CASE I— ILLUSTRATION BASED ON NET PAYMENT METHOD 


Illastration 129 . fA^orptioo) 

•Y Co. Ltd agreed to acquire the assets excludiag cash as on 31st 
December, 1971 of Y Co. Ltd. The balance sheet of T Ltd as on that 
date was ; 


UabUUies 

Equity capiul Goodmll 

(Shsrrs of Rs. 10 each) 3,00,000 Lud and buildinss 1 

General reserve BO.OOO Plant and fDachinery 2 

Debentures 50,000 Stock 

Creditors 10,000 Debtors 

Profit and 1 iss account 60,000 Cash 


The consideration was as follows ; 

(n) A cash payment of Ra. 4 for every share of Y Ltd. 

(6) The issue of one share of Rs 10 each (Market value Rs. 12’50) 
in the X Co Ltd for every share in Y Co. Ltd. 

fci The issue of 1,100 debentures of Rs. 50 each in X Co. Ltd to 
enable Y Ltd to discharge its debentures at a premium of 10%. 

rhe expenses of liquidation of T JLtd amounting to 4,000 was 
to be met by themselves. 

G've the journal entries lo the books of both the companies and 
importart ledger accounts m the books of YUd, 

IB. Cow. (Special,) Madras, September, 1S75J 

Solatioa 

Calcu'atioQ of purchase consideration : 

Rs. 

Caih - JO.OOOxRs. 4 - 1,20,000 

Shares — 30,O0OxR>. 10 — 3,00,000 

Debentures— I.IOOxRs. 50 — 55,000 

purchase consideration 4,75,000 


JOURNAL OFPLTD 


Realisatioo account 
To Cood*ill 
To Land sad buildiogi 
To PUqi nod ciacbisery 
To Stock 
To Debtors 


ReslivsliOQ account 

Oebenlureboldcrs' account 

Dr. 

Realirattoo account 

Df. 

To Cash account 


(Creditort— 10.000 


• Expenses— 4,000) 
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A' Ltd accoont 

To Realisation account 

Dr. 

4,75,000 

4,75,000 

Shareholders’ account 

Dr. 

24.000 

24,000 

To Realisation account 



Cash account 

Dr. 

1,20,000 


Shares in X Ltd account 

Dr. 

3,00,000 


Debentures in X Ltd account 

Dr. 

55,000 


To X Ltd account 



4,75,000 

Share capital account 

Dr. 

3,00.000 


General reserve account 

Dr. 

80,000 


Profit and loss account 

To Shareholders’ account 

Dr. 

! 60,000 

4,40,000 

Shareholders account 

To Cash account 

To Shares in X Ltd account 

Dr.' 

4,16,000 

1,16,000 

3,00,000 

Debentures account 

To Dcbentureholders' account 

Dr. 

50,000 

50,000 

Debentureholders' account 

To Debentures in XLtd account 

Dr. 

55,000 

55,000 


Ledger of Y Ltd 
REALISATION ACCOUNT 


To Goodwill 

To Land and building 

To Plant and machinery 

To Stocks 

To Debtor £ 

To Debentureholders’ A/c 
. To Cash— Creditors 10,000 
Expenses 4,000 

Rs. 
60,000 
1,20.000 
2.00,000 
80,000 1 

30.000 
5,000 

i 

14.000 

1 By Creditors 

By X Ltd A/c 

By Shareholders’ A/c 

10,000 

4,75.000 

24,000 




Rs. 

5,09,C00 


Rs. 5,09,000 . 


SHAREHOLDERS’ ACCOUNT 


To Realisation A/c 

To Cash 

To Shares in X Ltd 

Rs. 

24,000 

1,16,000 

3,00,000 

By Share capital 

By General reserve 

By Profit and loss A/c 

Rs. 

3,00,000 

80.000 

60,000 


Rs. 4.40,000 

=S=9=;c«s 

U 

Rs. 4,40.000 

escsssa 


debentureholdbrs’ account 


To Debentures in X Ltd 

Rs. 

55,000 

By Debentures A/c 

By Realisation A/c 

Rs, 

50,000 

5,000 


Rs. 55,000 


Rs. 45,000 
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X LTD ACCOUNT 


To Realisation A/c 

Rl. 

4,75.000 

By Cash 

By Shares in JIT Ltd 

By Debentures in X Ltd 

Rs. 

1,20,000 

3,00,000 

55,000 


Rs. 4,75,000 


Rs, 4,75.000 


CASH ACCOUNT 



Rs. 


Rs. 

To Balance b/d 

10.000 

By RealisatioR A/c 

14,000 

To AT Ltd Aje 

1.20.000 

By bhareholilen A/c 

1.16,000 


Rs. 1.30.000 


Rs. 1,30,000 


JOURNAL OF X LTD 


Sosmess purchase account 

To Liquidator of y t ‘d 

Dr 

Rs 

4,73,000 

Rs. 

4.75,000 

Goodwill account 

Land and huildiagi account 

Plant and machinery account 

Stock account 

Deb’ors account 

To Business purchase account 

Di 

Dr. 

Dr 

Dr 

Dr 

45 000 
1.20,000 
2,00.000 
80,000 
30.000 

4.7S.OOO 

Liquidator of PLtd 

To Cash 

To Equity share capital 

To Debentures 

sr 

4,75,000 

1.20,000 

3,00.000 

35.000 


Illostratlon 130. (Absorptioo) 

Arad Co. Ltd went into liquidation on 3 st December, 1965, aod in 
whole undertaking was sold to Balu Co Ltd, the terms agreed to by tie 
. . j-.. I--.— -**.*.• debentures outstanding by tie Bsre 

. in Balu Co Ltd., for eachRs. JPCcf 
. iption by the transferee of all Kir 
liabilities of the transferor ; and (c) the exchange of five Ke. I fuS ypry 
shares in Balu Co. Ltd. at an agreed value of Rs. 1*25 a share, r=7 • 

eight shares in Arad Co. Ltd. 

THE DALANCESHEETOFAZAD CO.LTD. j 

as cn 3Jtt J96S qq 


Lfobfiliir} 

Share Capital — 

9,00,009 shares of Re. 1 each 
fully paid 
9% Debentures 
Creditors 

Employees’ profit-shariog fund 
Fatal accident compensation 
fund 

Profit and loss accouit 


Rs. 


8,00,000 

1.00.000 

15.000 
25,0CO 

5.000 I 

20,000 1 


Atixa 

Freehold properties 
Plant and cachroetr 
loTescaost 03 acad^ 
cogspensaaca ted 
Steel: and debmrs 
Ealancg a: bz=L 


tees 
led. 
. as 
nme- 
aares 
•any** 

iroitfd 

CD*'* 


Rt. 9.6SSCO 
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Balu Co, Ltd. also undertook to pay the liquidator of Azad Co. 
a sum of money, on the basis of Re. 1 per share, to enable him to 
with fractions of shares ; the number of shares represented by the addition 
of the fractions was 940. 

Five days after the day of transfer one of the discounted bills, for 
Rs. 1 , 000 , fell due and was dishonoured. Show Journal entries to close 
the books of Azad Co, Ltd. Ignore the cost of liquidation 

(C. A. Final, 19<o) 


Solution : 

JOURNAL ENTRIES IN THE BOOKS OF AZAD CO, LTD. 


Rs. 


Realisation account Or. 

To Freehold properties account 
To Plant and machinery account 
To Investment on accident compensation fund 
account 

To Stock and debtors account 
To Bank account 

(Being the assets taken over by Balu Co. Ltd. as 

pet agreement dated now transferred to 

realisation account) 


Creditors account Dr. 

Employees’ profit sharing fund account Dr. 

To Realisation account 

(Being the liabilities taken over by Balu Co Ltd 

as per ^reement dated transferred to 

realisation account) 


Balu Co Ltd account Dr. 

To Realisation account 

(Being the purchase consideration as agreed upon) 


I 9°A Debentures in Balu Co Ltd account Dr. 

Shares in Balu Co Ltd account Dr, 

Sank account Dr. 

To Balu Co Ltd account 
(Being the purchase consideration received from 


9% Debenture account Dr. 

To Debentureholdets account 
(Being the transfer of debentures to debentureholdera) 


Debentureholdets account Dr. 

To Realisation account 


9,«5,000 


15.000 

25.000 


7,19,765 

95,000 

6,23,825 

940 

1,00,000 

5,000 


(Being the discount to be suffered by debenture- 
holders) 


Debentureholders account Dr. 

To 9% Debentures in Balu Co Ltd account 
(Being the transfer of debentures received from 
Balu Co Ltd transferred to debentureholders) 


95,000 


Rs. 


6 , 00,000 

2 . 00,000 


5.000 
1,50,000 

10.000 


40,000 


7,19,765 


7,19.765 


1,00,000 

5,000 


95.000 


Share capital account Dr. 

Fatal accident compensation fund account Dr. 

Profit and loss account Dr. 

To Shareholders account 

(Being the transfer of share capital account, fatal 
accident compensation fund account and profit 
and ioss account to the account of shareholders) 1 


8,00.000 

5,000 

20,000 


8,25,000 
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Ehtreholdert* tecouat 
To RtaLuiioo account 
(Bciof toil on realisation 
ooMert* account) 


traoiferred to share* 


Sbireholden' account 
To Shares in Btlu Co Ltd 
To Bank account 

tbe ih.rei in Bnla Co Lid daltibuitd to 
tharebolderil 


TUTORIAL NOTES 

Calculation of purchase Consideration. 


Dr 


2.00.235 

6.24, 765 


9% Dcbenturei slock in Balu Co. Ltd. at Rs. 95 for Ri. 100 
d.99.f60 shares. I ... 5,00,000 less 940 shares for fractions, 
in Balu Co. Ltd. at an' agreed salue of Ri. I '25 per 
share of Re. J each 
Cash to deal v-hh fract.ors of shares 


2.00.235 


6.23.B25 

»40 


Rs. 

95.COO 


6,23,825 

540 


Rs. 7,19,765 


lllustrailoo 131. (Extenal Raconstruclion) 

On Ist July, 1970 the balance sheet of Amrit Limited ^^as as under : 


LlablUiUt 

Authorised and issued capiul : 

3.000 6% Cutnulative prefereoce 
shares ot Rs. 23 ueb 

fuity paid 

8.000 Equity (hara of Rs 50 
each, fully paid 

Debentures 

Creditors 


Rs Ajieis 

Goodwill 
Sundry assets 
Cash 

75.000 Profit and loss aceouar 


4,00.000 

50.000 

23.000 


Ri. 

1.00.000 

2.50.000 
ID.OOO 

1.90.000 


Prcferer.ee dividends were in artears for two >ears A scheme of 
reconstruction agreed upon was as under (I) A new company to be 
formed, called Amrit (1970) Litnilc'd with an authorised capital of R$ 
5,00, (XX) ail in equity shares of Rs 100 each (2) Ore equnj share of Rs. 
100 each fulls paid in the rew company to be issued in exebaDge of 3 
preference shurcs in the old compar). (3) One equity share of Fs. ICO 
each fullv pa-d in the new company to be exchanged for 4 equity 
in the old company. (4) Arrears of preference dividend to be 
(5) Debenturcholders to receive fO equity shares in the new 
fully paid. i6) Creditors to be taken oxer bj the new comps? 

diately paid oft (7) Tnt new company to issue remainirf 

for public subscription. i8) The new company to l^ke *“ 
assets, subject to revaluation of "sundry assets” at Rs. 

Prepare the necessary ledger accou: is m the =. 

and open the books of ths new company by 
assumir g that ihe public subscription was fully 
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Cash account Dr. t 

To Equity share capita] account i 

(Being issue of the remaining 1,500 eqnity shares) 


Creditors account Dr. 

To Cash account 
(Being cash paid to creditors) 

tutorial notes 

(1) Loss on payment to preference shareholders tranferred to equity shareholders 
account. Alternatively, the amount can be debited to realisation account in svbich 
case equity shareholders will have Rs. 10.000 as loss on realisation. 


1,50,000 


1,50.000 


Illustration 132. (External Reconstraction) 

The balance sheet of D limited is as follows : 

BALANCE SHEET 
ar on Dfctmber 3t, 1970 


2,500 €1*4 preference shares of 
Rs. 10 each fully paid 
3,000 equity shares of Rs. 20 each 
fully paid 

.5% Debentures 10,000 

Interest aOOO 

Greditors 


Rs. 

50.000 

60.000 


12.000 I 

8.000 


Patents 

Buildings 

Cash 

Debtors 

Slock 

Profit and loss account 


Rs. 1,30.000 j 


Rs. 

24.000 

60.000 
500 

12,000 

IS.DOO 

15,000 


Rs. 1,30,000 • 


The following scheme was passed and sanctioned :(/) ^ Ltd to ^ 
formed to take over the business ; (/i) One share of Rs. 10 fully paid In 
the new company to be issused for every three equity shares in the old 
company; (HI) Three shares ofRs. 10 folly paid in the new company to 
be issued for every five preference shares in the old company : (Iv) 
Debenfurcholders to be paid in full by A'Lid ; (v) The creditors to receive 

. . , ■ . s account 

■ » • . , - • • • ■ cleared by 

issu’ng one Rs 10 fully paid preference share in AT Ltd for every twenty 
held ; and (v/ii) Any balance available by the scheme to be used in writing 
down buildings. 

Give operiing journal entries and prepare the initial balance ®r 
XL'd. (Institute of Company Secrctarifs, Final, 1971) 

Solution. 


Calculation of purchase consideration : 


Number Amount 


Rs. 

1,000 

1,500 

125 

640 


R». 

10,000 

I5.COO 

1,250 

6,400 


Shares to be issued ; 


SI - 



— — rtunl 


account 


\? C^O \ 

>»® 


\0,000 

a,ooo 

31,650 


vet ftOtlt 

'rrCi'»«““ t 

V^liusU 

°cej\i\ ac':o^ -^^sued 

(actioo ot V , 

' -,^c sHEf^ 





/iiS-**” 

■piscd cost 

C>iv^®'''varco^' 

V* — \ deb'o^^ 

i^d \0 eacVi tuEV ^^^^50 \ 

\.tdetaU0uo.Eet 

,edfotcotv^"l 


"iJabiii^ 

cap'dO’f • 


10.000' 

nietest 


|t,s. 


„3\stMatc^’ 

3 (^Atsotption) . iofCaiivyUi!i^^ 

ationl^^. ^ ivieba\aooesbee^jj-- 

be foUov^^3-^! — -- \ Goodwd^ buUdioBS 

— Ti^biiiiies ' Eaad 

.t-.fnt : 


. • theba\aooe3^^r:::^^ 

. — Rs- \ Goodwi^^ ^^Wdinea 

’icb fa"V to.OOO \ 

'-_i reserve 


-ooooo\P''^"^ 90,000 

10,000 \ 

s'”' s®\ 

\lOTS 


W,ooo\ 

80,000 I 
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. Sony Ltd decided to absorb the busbess of Camy Ltd at book 
v^es except land and buildbg and plant which were valued at Rs. 
1,20 000 and R8. 1,00,000 respecth'ely, the consideration being the 
assumption of trade liabilities, the payment of liquidation expenses Rs. 
30C^ the payment of workmen profit sharing fund at 10% pfcmium, the 
issue of one equity share ofRs. 20eachfof every t.vo preference shares 
in Camy Ltd the issue of one equity share of Rs. 20 for every three equity 
shares in Caray Ltd and the payment of Rs. « per equity share in cash. 
The equity shares of Sony Ltd arc quoted in the market at Rs. 45. 

You are required to ; (a) calculate purchase consideration ; (6) make 
journal entries in the books of vendor company ; and (c) make journal 
entries in the books of purchasing company. 

Sointion. 

Calculation of purchase consideration : 

Since all the forms of payments have been specifically given, the net 
payment method of calculating purchase consideration is adopted. We 
wiU add all the na3mients either in cash or shares or m any other form 
and shall not taie any cognisance of the purpose for which the pajment 
is made. 

Details Amount Form 


Rs. 

Liquidation expenses 300 

Workmen profit sharing fund 28,000 

10% premium 2.800 

30,800 

Shares for preference shareholders 
iXlO,0OOxRs.2O 1,00,000 

Shares for equity shareholders 
■ Jx25,OO0«8,333} shares, /.e., 8,333 
shares of Rs. 20 each ; and 1,66,660 

jrd share is satisfied in cash on 
market value, i.e. Jx45 15 

Payment in cash, 25,000x4 1,00,000 


Cash 

Cash 

Equity shares 

Equity shares 

Cash 

Cash 


Totil purchase consideration 


3,97,775 


JOURNAL OF SONY LTD 


Land and buildios sccount Or. 

Plant account Or. j 

Stock account Dr j 

Sundry debtors account Dr 

Cash ai bank account Or 

TO Provision for doubtful debts account 
To Creditors account 
To Bills payable account 
To Liquidator of I'amy Ltd account 
(purchase consideration) 

To Capital reserve (balancing figure) 

(Being assets and liabilities taken over by Sony Ltd) 

Liquidator of Camy Ltd Dr 

To Bank 

To Equity share capital 


Rs 

1,20.000 

1.00.000 

70.000 
90.0CO 

64.000 


3.97.775 


24 000 
12.000 
3.97.773 
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Tutorial Notes: 1. Land and building and plant have been shown at revised 
'values. 2. Only trade liabilities are taken over by Sony Ltd, 3. Capital 
reserve Is the difFeitnce between total debts and total credits. 4. Good- 
will of Camy Ltd has not been debited in the books of Sony Ltd. If.it 
were recorded the balancing figure for capital reserve would have been 
increased. There is no use of showing capital reserve and goodwill 
accounts simultaneously. 5. Debtors are always shown at full amount 
before deducting any provision for doubtful debts. Its provisioa appears 
separately on the credit side. 6. Since liquidation expenses are added in 
the purchase consideration, no separate entry for it has been made. 

JOURNAL OF CAMY LTD 

Realisation 

To Goodwill account 

To Land and building account 

To Piant account 

To Stock accouBt 

To Sundry debtors account 

To Cash at bank account 
(Transfer of assets taken over) 

Dr 

5,04.000 

Rs. 

80,000 

70,000 

1,30,000 

70.000 

90.000 
64,000 

Creditors account 

Bills payable account 

Provision for doubtful debts account • 

To Realisation account 
(Transfer of liabilities taken over) 

Dr. 

Dr. 

Dr. 

24.000 

12.000 
4,000 

40,000 

Realisation account 

To Bank aewjunt 

' ' (Payment of liquidation expenses) 

Dr. 

300 

30Q 

t 

V Realisation account Dr. 

To.worfcmen profit sharing fund account 
(Being loss on payment of W P.S. fund transferred to 
.realisation account) 

2,800 

2,800 

Sony Ltd account 

To Realisation account 
(Entry for purchase consideration) 

Dr. 

3,97,775 

3,97,775 

Equity shareholders’ account Dr. 

To Realisation account 

(Loss on realisation transferred to equity sharehol- 
ders’ account) 

69,325 

69325 

Equity shareholders account Dr. 

To Preliminary expenses account 
iTrans/br of expenses to equity shareholders’ account) 

8,000 

i 

8,000 

General reserve account 

Insurance fund account 

Workmen compensation fund account 
Profit and toss account 

To Equity shareholders account 
(Being transfer Of accumulated profits 
shareholders’ account) 

Dr. 

Dr. 

Dr. 

Dr. 

to equity 

40.000 

10.000 
8,000 

80,000 

1,38,000 
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Etjoily *itre cjpiUl tccoBDl Dr 

P«rercoce tfatre capiuJ iccouat Dr.' 

To Ei)uiiy sharebolderx* tccoBnt • 

To Preference sharehoMcrs’ iccount 
(Be/oK innsfer of ihare capital to ahareholderi* 
account) 


Provident fund account Dr, 

Workmoi proSt>shariag fund account Dc 

' To Bank account 

(Being payment of liabillliej not taken over by Sony 


Back account Dr. 

Shares in Sony tld Dr! 

To Sony Ltd account 
(Being receipt of purehaie consideration) 


Preference shareholders* account Dr ; 

To Shares in Sony Ltd account t 

(Being discharge of amount due to prefe~Ace share- I 
holders) | 


Bquirv shareholders account Dr. 

Tu Shares in Sony Ltd account 
To Bank account 


2,00,000 

1 . 00.000 


l.OO.COO 


2.60.675 


200 COO 
l.OO.COO 


3S Et.0 


3.97.775 


Toforlal Notes J. Since preference shifcholdcrs ^a^e priority as to repat. 
ment of capital they are paid tbeir dues first of all and they are not 
required to suffer any loss on account of realisation account or on accourt 
of accumulated expenses. 2. Preference shares by definition are nos- 
patticipaltug, therefore, (hey are not entitled to any share in any accumu- 
lated reserves or undistributed ptxifiis. 3. Since liquidation expenses are 
included in purchase consideration, the Ltd after having received 
the amount, is supposed to make the payment It is for this that reali- 
sation account is debited with Rs. 300 


JIIastratiODl34. (Absorption) 

Following is the balance sheet of Zee Ltd • 


Llabllitlej 

Sbatc capital : ^ 

Equity shares of Rs. 10 each 
General reserve 
Capital redemption reserve 
account 

Developmeni rebale reserve 
Debeoiurc redempfion accouol 
Creditors 
Outstandiag bills 


lolaogible assets 
2,0Q.tXI0 { Fixed assets 


1,00,000 

1.00,000 

40.000 

60.000 

1,00,000 

70.000 


Current asseis 
Uowndea-off expenses 


1.30.000 

3.OCO0O 

2.00.000 

40,000 


The purchasing company. Ex Ltd. took 3 '\j\ asse's txcep: dehtfrs 
ofPs 30,000. ThC'C were later oo cojlecied b\ the Zee Ltd and could 
realise only Rs 28,000. Ex Ltd also agreed »o pav trade liabilities. 
The purchase co"Sidera»ic'n is the exc! 2 a."£cor three ■■.►'3re< of "'s. 20ea-ti 
in Ex Ltd for two shares m Zee Lid. fnctiois total 15 iharev winch i-x 
Ltd agreed to pa) id cash Tticcostofliquidation a-nounied to Hs 5CO 


27M5-I30/19S3) 
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which the purchasing company agreed to bear. You arc required to give 
journal entries in the books ' of Zee Ltd and give explanatory notes to 
justify your treatments. Assume shares of Ex Ltd are quoted in the 
market at Rs. 52. 

What entr'es will be made if : (a) Liquidation expenses arc borne by 
Zee Ltd ; (h) Liquidation expenses are borne by Ex Ltd but the 
payment is made through Zee Ltd. 

Solution : 


JOURNAL OF ZEE LTD 


Realisation account 
To Intangible assets account 
To Fixed assets account 
To Current assets account 
(Being transfer of. assets taken over by Ex Ltd. 


Dr, 


Sundry creditors account^ 

To realisation account 

(Being transfer of trade liabilities Uken over bv 
Ex Ltd) ^ 


Dr. 


Ex Ltd account 
To Realisation account 
(Being entry for purchase consideration) 


Dr. 


Realisation account (loss on collection of debtors! Dr 
Bank account (amount collected) D,' 

To Debtors account 

(Being collection of debtors not taken over and trans- 
fer of loss on collection to realisation account) 


Realisation account 
■To Equity shareholders account 
■ ■ profit on realisation transferred to share- 
holders account) 


Dr. 


Equity share capital account 
General reserve account 
Capital redemption reserve account 
Development rebate reserve account 
Debenture redemption reserve account 
To Equity shareholders account 

(Being transfer of accumulated profits and share 

capital to shareholders account) 


Dr. 

Dr. 

Dr. 

Dr. 

Dr. 


Equity shareholders account 
To Unwritten-off expense account 
(Beinc transfer of unwritten ofT expenses to share- 
holders account) 

Shuras in Ex Ltd account ~ 

Bank account ' 

To Ex Ltd OGCount 

; Being receipt of purchase consideration)" 


Dr. 


Dr. 

Dr. 


Rs. 

6,00,000 


1,00,000 


6,00,480 


2,000 

28,000 


98,480 


2,00,000 

1,00,000 

1,00,000 

40.000 

60.000 


40,000 


5,9y,700 

730 


I 


Rs. 

1,30,000 

3,00,000 

l,70,000t 


LOOjOOO 


6,00,480 


30,000 


98,480 


5,00,000 


40,000 


6,00,480 


2. Outstanding bill is not a trade liability. 
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Bank account Df, 

To Shares io Ex Ltd accounts 

To Profit on «ale of sharej account 
(Bdog sale of 793 »hares of Rs, 20 each at maxkel price 
of Rs. 52 each) 

41,D6 

15.860 

25J76 

Profit on sale of shares account 

To Equity sharetelders account 
(Bang transfer of profit on sale of shares) 

Dr. 

25,376 

25.376 

Equity shareholders account 

To Shares in Ex Ltd account 

To Bank account 
(Being payment to shareholders) 

Dr. 

5,83,856 

5.83,840 

16 

Outstandinx Bills account 

To Bank account 

(Being payment of outstandiog bills not taken over 

Of £z Z4d) 

Dr. 

70,000 

1 1 

1 70.000 


tutorial notes 
( 1 ) 


BANK ACCOUNT 


To Debtor* 

To Ex Ltd 

To ibxn In Ex Ltd 
To prodt M tile 


HI, KS. 

28,000 By Equity tbtreholdm 16 

780 By OutstudiDS bills 70,000 

Id, 860 
25,376 


R*. 70.016 


Rs, 70.016 


(2) Jo order to pay the outstandiog bills (oot taken over by Ex. Ltd) 
ft ts accessary to sell some shares. 

(3) Calculation of purchase considerailon : 

purchase coosideratioa is calculated by net payment mcinod. 


Number of shares, 3/2 x 20,000 30,000 

J>jj Fractions 15 

Shares issued 29,985 

Amount to be paid in shares, 29, 985xRs 20 5,99,700 

Amount to be paid in cash for fractions, 1 5 x Rs 52 780 


Total purchase consideration Rs 6,00,480 

(4) Caladallon of shares to be sold irt the mark et 

Amount to be paid to outstanding bills 70,000 

Less Amount available : 

Collection from debtors 28,000 

Received from Ex. Ltd 780 

2 <,780 

Anoimt to be be collected from the sale of jharcs R>- 
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For getting Rs. 52 share required to be sold =1 
For getting Rs. 41,220 share required to be sold 
= l/52xRs. 41,220t=792*7 shares or 793 shares, 

(5) Treatment of liquidation expenses : 

(a) If the liquidation expenses are met by Zee Ltd. 

Realisation account Dr. Rs. 500 

To Bank account Rs. .500 

No entry in the books of Ex. Ltd. 

(6) If expenses are met by Ex. Ltd. 

(i) In the books of Ex. Ltd. 

The amount of Rs. 500 can be included in the purchase conatdera- 
tion. The effect of this will be to debit the Business purchase account 
and through that the goodwill account. Or,^ alternatively, 

Goodwill account Dr, Rs. 500 

To Bank account Rs, 500 

(ii) In the books of Zee Ltd. 

(fl) Include the amount in the purchase consideration and then pass 
the entry. 


Realisation account 

Dr. Rs. 500 

To Bank account 

Rs, 500 

Ex. Ltd. 

Dr. Rs. 500 

To Bank account 

Rs. 500 

Bank account 

Dr, Rs. 500 

To Ex, Ltd. 

Rs. 500 


, ‘iCase 2— Illastnifions based on Net Asset Method 


lilQstration 135. (Absorption) 

Following is the balance sheet of Axel Ltd : 



P.5. 


Rs. 

Paiil-ap share capital of Rs. 10 


Goodwill 

4,000 

each 

20,000 

Fixed assets 

16,500 

Accumulated profits 

7,000 

Current assets 

19,500 

Debentures 

10,000 



Creditors 

3,000 



Rs. 

40,000 

cs = CS 

1 

Rs. 40,000 

ssss = 


The Major Ltd agreed to take over assets (exclusive of goodwill, 
one nxed asset of Rs. 4,000 and cash Rs, 1,000 included in current assets) 
at 10% less than book value, to discharge thereout trade liabilities and 
to pay Rs 6,000 for goodwill. The purchase price was to be discharged 
by tiie is ue of 2,0C0 share.s of Rs. 10 each, Rs. 8 called up at a market 
Value ofRs. 15 per share and the balance in cash. Liquidation expenses 
amounted to Rs. 4C0, 


fnnrn.T PnfrP Calculate purchase consideration ; (b) give 

the boiks of M!ijo?Lt^°^® 
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Solution 

Calculation of purchase consideration : 

Since the question says that the purchase consideration is to be paid 
by issuing shares and by paying the in cash, it is not possible. to 
adopt net payment method of purchase consideration. Net payment 
method could have been adopted only vihen the amount paid in cash is 
also given. The purchase consideration row shall be calculated as per 
asset method, i.e., assets taken oserat revised values less liabilities taken 
over at revised values. In this case it will be as follows : 


Goodwill at revised value 

Fixed assets 

Less Not taken over 

6,000 

16,500 

4,000 

Less 10% 

Current assets 

Less Cash not taken over 

12.500 

1,250 

11,250 

19.500 

1,000 

Less 10% 

18,500 

1,850 

16,650 

Total assets taken over at revised valuvS 

Less Trade liabilities taken o\ er (/ c , creditors) 

Rs- .3,900 
3,C00 

Purchase consideration 

Rs. 30,900 

To be satisfied by ; 

Issuing shares, 2,C00xRs 15 

Paying in cash (balancing figure) 

30.000 

900 

Total purchase consideration 

Rs. 30,900 


JOURNAL OF MAJOR LTD 


Goodwill account 
f n, d assets account 

Current assets account 

To Trade creditors account 

To Liquidator of Axel Ltd account 

Dr. 

Dr. 

Dr. 

Rs 

6.000 

n,z50 

16,530 

Rs. 

3.000 

30,900 

Liquidator of Axel Ltd account Dr 

To Share capital account (2,OOOxRa' 9) 

To Share premfuin account (2,<WxRi. 7J | 

To Cash account 

JOURNAL OF AXEL LID 

30.900 

16.000 

14.0CO 

900 

Realisation account 

pr. 1 

1 Rs. 

35.000 

1 

4.000 

12JSCO 

To Goodwill account 

To Fixed assets account Rs (l6.500-'Ri. 4.000) 

To current assets account (Ri. 19,500— Rs. I,000) 
(Transfer of assets taken over the purchasiBf company) 
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Trade creditors accouut Dr- 

To Realisation account 

(Transfer of trade liabilities taken over by the purchasing 
company) 


Major Ltd account Dr. 

To Realisation account 
(Purchase consideration) 


Realisation account Dr. 

To Bank account 
(Liquidation expenses paid) 


3,000 

30,900 

400 


3000 


30,900 

400 


Shareholders account 

To Realisation account 
(Realisation account transferred 

Rs 

Share capital account Dr. 

Accumulated profit account Dr. 

To Shareholders account 

(Share capital account and accumulated profit transferred) 

Bank account 

To Fixed assets account 
(Fixed assets sold) 

Dr. 

Shares in Major Ltd account 

Bank account 

To Major Ltd account 
(Purchase consideration received) 

Dr. 

Dr. 

Bank account 

To Shares- in Major Ltd accouni 
(Sale of 300 shares at market price of Rs. 15 per share) 

~Dr~ 

, Debenture account 
\ To Bank account 

. (Debentures paid) 

Dr. 

Shareholders account 

To shares in Major Ltd accouni 
(Shareholders paid) 

Dr. 


1.500 

20.0(K) 

7.000 

4.000 

30.000 
900 

4.500 

10.000 

25,500 


1.500 

27,000 

4.000 

30,900 

4.500 

10.000 

25,500 


Tutorial Notes . (o) In the absence of any direction about the liquidation expenses it 
has been assumed that they ore borne by Axe! Ltd. (6) Fixed assets not taken over 
arc sold in the market. It has been assumed that they are sold at book values, 
(c) Debentures not taken over by the purchasing company (trade liabilities include 
only creditors and bills payable) arc paid out by the vendor company, (d) In order 
to pay debentures necessary amount is collected by selling away shares received from 
Major Ltd. It has been assumed that shares arc sold at the market value. Number 
of shares necessary for sale is calculated as under ; 

Cash received from Major Ltd 

Add Cash retained 

Add Cash received from sale of fixed assets 


Rs. 

900 

1.000 

4,000 


Less Paid for liquidation expcn'cs 

Cash DOW available for debentures Rs. 

Cash further required for debentures 
(Rs. 10,000— Rs. 5,500) 


5,500 

400 

Rs. 5,500 


Rb. 4,500 
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niDstratloQ 135. (Absorptioo) 

Tbe following is the balance sheet of Govind Ltd ; 


Isnied and paid-up capita ! : 
50,000 shares of R$. 10 each 
Dcheatures 

Creditors 

Rs. 1 

5.00. 000 1 

1.00. fiO0 1 
50.000 1 

Ifitaegibte assets 
rued assets 

Current assets 

Profit and loss account 

Rs. 

50.000 

4.20.000 

1.10.000 

70.000 


Rs fi,50,000 1 


Rs. 6.50.0CO 


The Ratna Ltd agreed to absorb the above compaoy on the follow i c 
terms : 


(o) The shares in j...-* -- ■ - - 

each and shares m Ram 
Rs. 10 each fully paid) , (4 

in cash and the balance in shares which are issued ct marVet price ; (r) 
Rama Ltd agreed to take over all assets and trade liabilities only ; (d) 
Liquidation expenses amounted to Rs 300 agreed to be paid by Gosind 
Ltd. Vou are required to (i) calculate Purchase ccntideranon ; («» 
show the Ledger accounts m the books of Govind Ltd ; and {m) Give 
the opening entries in the books ofRa’na Ltd 
Solution : 

Caleulailflrt r>f purchase conSlderoUon : 

Since tbe question does not cnenfion any ratio of exchange of shares 
and ihe amount of cash, the net payment ineihod of purchase ce*nMdera* 
tion cannot be adopted. Hence the purchase price will be tfte algebraic 
sum of assets taken over at rev//e<t values and liabilities taken over at 
revised values The market value of assets taken over, though not 
given in tbe question directly, can be calculated in a ditferent way as 


follows : Rs 

Market value of shares of Govind Ltd 50,000xRs. 7 3,50. OTO 

Add Debentures 1 ,C0 OCO 

Creditors 50,t00 

Market value of assets Rs 5,CO,cOO 


Tbe above market value of assets is calculated on the logic that 

when company hTunmnstn low shares in the matUt is 

determined mostly 00 its intrinsic worth. If as per question, a share is 
quoted at Rs. 7. u means, m the event of liquidation, the company ii 
expected to pay Rs. 7 per share, / e., in all Rs. 3,50,C00 to its shareboMers. 
But this amount is available to the shareholders only afier the discharge 
of payment to oil its outside liabilities. / e , Rs. 1.50,000 (Rs. l.W-Cp® 
+Rs. 50,000). Thus the company is expecting to pay Rs. >- 50 . 0 CO to ns 
outside liabilities and Rs. 3,50.000 to Its shareholders, /e. R»- 
in all. This amount can be collected from the sale of asscu.^Thus oa e 
value of assets is assumed to be at Rs. 5,00,000, 
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Now purchase consideration is as follows : 

Market value of assets taken over 

Less Trade liabilities taken over, f.c., creditors only 50.000 

Purchase consideration Rs, 4,50,000 


The purchase consideration is to be discharged as follows : Rs. 

In cash lx Rs. 4,50,000 1.12,500 

In shares fxRs. 4,50,000 3,37,500 

Rs. 4,50,000 


Books of Govind Ltd. 


REALISATION ACCOUNT 


To Iniangible assets account 
To Fixea as.ets 'account 

To Current assets account 
To Bank account (e-xpenscs) 

Rs. 

50.000 

4.20.000 

1.10.000 
300 

Rs. 

By Creditors account 50,000 

By Rama Ltd (purchase price) 4,50,000 

By Shareholders account 

(loss on realisation) 80,300 


Rs. 5,80,300 


Rr. 5,80.300 

SHAREHOLDERS ACCOUNT 


To Realisation account 

To Profit and loss account 
■■ To Bairk account 

To Shares in Rama Ltd 

Rs. 

80,300 

70,000 

12,200 

3,37,500 

By Share capital account 

Rs* 

5,00,000 


Rs. 5,00,000 


Rs. 5.00,000 


RAMA LTD ACCOUNT 


To Realisation account 

Rs. 

4,50,000 

1 

' By Bank account 

1 By Shares in Rama Ltd 

Rs 

1.12.500 

3.37.500 


Rs. 4,50,000 


Rs. 4.50.C00 


BANK ACCOUNT 


To Ram* Ltd 

Rs. 

1.12,500 

By Realisation account 

Rs. 


(expenses) 300 

By Debentures account (payment of 
liability not taken over) 1,00,000 

By Shareholders 12,200 


Rs. 1,12,500^1 


Rs t 17 sno 
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Books of Stms 
JOURNAL OF RAMA LTD 


Soodry assets account (at revised values) 
To Trade creditors 
To Liquidator of Ooviod Ltd 


Tutorial Notes 


m 

(I) 


Rs. 

JO.COO 

4^000 


I.U5CO 

2.8|^ 

56^ 


(0 .Nuoiber of shares has bees calculated as follows : 


For making payment of Ri. ]2. share required^l 
For making paymeot of Rt. 3.37,500 shares rtquiredn3.37.500~12»28.I25 
Now share capital and premiomcao btf calniisted by multiplying number of 
shares by Rs. 10 and Rs. 2 respectively. 

IIlDsfralion 137. Tee following are the balance sheets as on 3l*i2-'"6 of 
A' Co. Ltd. and yCo. Ltd.: 


Llebllltltt 

XLtJ. 

riid. 


X ltd 

>* Ltd 


Ri 



Rs 

Rs 

Equity Share Capital 



Land & buildings 



(Rr too per share) 

LOO.OCO 

60.000 

Fla&t 4 machioery 


JO.OW 






8.000 


20.000 

__ 



9.000 

Re<erve Fund 

la.ooo 

— 

Cash 


1.000 

Dividend Equalisatien 








— 




Emplotees* Prosideot 







3.000 





Trade Creditors 

10.000 

8.000 




Fro6i and Loss a/c 


— 





1,73,000 

68.000 


1.73.000 

6J.OCO 


The two companies agree to ainalgaroate and form a new company 
called Z Ltd. which takes over the assets and liabilities of both the fom- 
oacies. The aLtborised capital of Z Ltd is Rs 10,00,000 consist/nr cf 
1 .00,000 equity shares of Rs. lO each 

The assets of A’ Ltd are taken over at a redweed 
with the exception of Land and Buildings which are-*^^’^' 

value. ^ 

Botn companies are to receive 3% of the 
respective business as goodwill The entire C _:.i. 

by Z Ltd in its fully paid shares In relura ^ - 

debentures of the same amount and dcoonjiBateS’^ ' 

Ltd. ^ V .tn.. *■ . y 

Give journal entries to close the boob "V 
show the opening balance sheet of ZlXd^ — 


(B Com 
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SclatiOB. 


Calculation of purchase consideration ; 



XLtd. 

YLtd. 


Rs. 

Rs, 

Value of assets taken over 

Less : 10% reduction in the value of 

1,73,000 

68,000 

assets (Except Land and Buildings 
and cash) 

14,0011 



1,59,000 


Less : Liabilities taken over 



Employees Provident Fund 3,000 
Trade creditors 10,000 

13,000 

8,003 


1,40,000 

60,000 

Add : Goodwin (5% of the net value) 

7,300 

3,000 

Purchase Consideration 

1,53,300 

63,000 


JOURNAL OF XCO. LTD. 


Realisation Ale 

To Land and bnftdings 

To Plant ttnd raachinery 

To Stock 

To Debtors 

To Cash 

Dr. 

1,73,000 

i 

1 

30.000 
1.10,009 

16.000 
14.000 

3,000 

• Employees Provident Fund account 

Dr. 

3,000 

Trade creditors account 

Dr. 

10,000 

1 


To Realisation A/c 


13,00n 

1,53,300 

Z Co. Ltd. A/c 

To Realisation A/c 

Dr. 

; 1,53,300 

Shareholders’^ A/c 

Dr, 

6,700 

To Realisation A/c 


' 6,700 

Shares in Z Co. Ltd. 

br. 

1,33,300 
! 20,000 

1 

Debentures in Z Co. Ltd. 

To Z Co. Ltd. A/c 

Dr. j 


Share Capitfii A/c 

Dr. j 

1150,000 

34,000 

4.000 

2.000 


Reserve Fund A/c 

Dr, 


Dividend Equalisation Fund A/c 

Dr. 


Profit and Loss A/c 

Dr. 


To Shareholders’ A/c 

1,40,000 

Shareholders’ A/c 

Dr 

1,33,300 

1 

To Shares in Z Co. Ltd. 


1,33,300 

6% Debentures A/c 

Dr. 

20,000 

To DebcntureboJdera’ A/c 

20,000 

20,000 

■ Debenture holders’ A/c 

To Debentures in Z Co. Ltc 

Dr. 

20,000 ' 


Quptcr S/Amlgtsatloa, AttofpHM tod Extmul Recoostmiloa 4 427 


JOURNAL OF r CO. LTD. 



Dr. 

es.oooj 

50,000 

8.000 

1 9.0C0 

1 1.000 

Trade Cieuitors a/c 

To Reali»xion A/c 

Or. 1 

8.000 

8,000 

Z'So~ Ltd. A/c 

To Realisation A/c 

Dr. 

63,000 1 

63,000 


Or. 1 

3.0C0 ' 

3.000 

E ii 

Dr. 

63.000 

63,000 

Share Capital A/c 

To Shareholders' A/e 

Dr ‘ 

60.000 1 

60.000 

Shareholders* A/c 

To Shares In Z Ltd. 

Dr ■ 

63.000 1 

1 

63,000 


BALANCE SHEET OF Z LTD. 
M oa 3M:*76 


Liabilitltt 
Share Capital • 

Authorised— 1 .00.000 equity 
shares of Rs 10 etch 
Istued. subscribed aod paid* 
UP— l9.dJ0 equity shares 
ofRs 10 each 
Reserves aod Surplus : 
Employees Provident Fuad 
Secured Loans 
Dtteatvres 
Unsecu'cd Loans • 

Current Liabilities and 
Frovi*ions : 

(a\ Cutrcnt Liabilities 
(6) Fronsions 


Rs \ Ajsetr 

: Filed Assets ; 

! Goodwill 

10,<|0,C0O ' Land and buildicss 
**»«**■ J Plant and majhinwy 
I Investments 

1 96^00 I Current Assets— Loans tod 
Advances * 

3,000 (o) Current assets . 

Debtors 

20.000 Stoefc 
Cash 

(h) Loaos and advances 
Miscellaneous Eapenditure 

18.000 


10.300 

30.000 

1.49,000 


31.600 

52.4t»0 

4,000 


Case 3-ILI.TJ5TRATIONS BASED ON NET PAYMENT METHOD 
AND NET ASSET METHOD 

AUbo..Eb tie purchase consMcration is based either ou the eel 
aaseta method or net pajmeuts method, it is rot ■"’^7."’'"’ 
both. In auch cases the purchase pr.ee f J,” 

he equal. Where they are no. equal, one has ro male the “ 

issue pice of rte shares aTkme price wll be at 

^r^rrdt^blm'nrs: S .^ce^uiU b. el l^-unr. /u ; 

tllusiration to explain the 8^'*“ t-r iq 71 of 

.liustrationus The summarised Balaute Ibeeu as on M-IW97I 
Bharat Ltd and Arjun Ltd are as under . ^ 
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BHARAT LTD 


Rs. 

Authorised and Issued Capital — 

ISM 0 shares of Rs. ICO 15,00,000 

General Reserve 2,00,000 

P. & L. Account 1,20,000 

Current Liabilities 2,40,000 


Rs. 20,60,000 


Buildings 

Plant & Machinery 

Furniture 

Stock 

Debtors 

Cash and Bank balances 


Rs 

6,00,000 

6.50.000 

10,000 

3.80.000 
2,30,000 
1 . 00,000 

Rs. 20, 60^000 


ARJUN LTD 


Rs. 

Authorised and Issued Capital 
5.000 ordinary shares of Rs. 


100 5,00,000 

Capital Reserve 50,000 

Revenue Reserve 60,000 

6% Debentures 3,00,000 

Creditors 95,000 


Rs. 10.05,000 1 


Goodwill 1,00,000 

Plant & fdacbinery 4,20,000 

Furniture 5,000 

Stock 2,10,000 

Debtors 1,80,000 

Expenses on new project ‘ 75,000 
Cash and Bank Balances 15,000 


Rs. 10,05,000 


Arjun Ltd was absorbed by Bharat Ltd on 1st Januaiy 1974 on 
the terms given below : 


(a) Fixed assets other than Goodwill to be valued at Rs, 5,00,000 
including Rs. 6,000 for Furniture. 

(b) Stock to be reduced by Rs. 20,000 and Debtors by 5%. 

(c) Bharat Ltd to assume liabilities and to discharge the 6% 
debentures by the issue of 5% debentures and a cash premium of 6%. 

(d) The new project to be valued at Rs. 95,000. 

shareholders of Aijun Ltd to receive cash payment of Rs. 
30 per share plus four ordinary shares in Bharat Ltd for each five 
shares held. 


Ltd 


(/) Bhwat Ltd to pay the liquidation expenses of Arjun 
amounting to Rs. 6,000. 

entries in the books of Arjun Ltd and show th 
Balance Sheet of Bharat Ltd after the absorption. 

Solution. Calicut April 1978 


Purchase price of Arjun Lid ; 
( 1) Net assets method ; 


Plant and machinery 
Furniture 

Stock (reduced by Rs, 20.C00) 
Debtors (less 5%) 

New project 

Cash and bank balances 

Cross assets 
Less : Liabilities 

Purchase price equal to net assets 


Rs 

4.94.000 

6,000 

1.90.000 

), 7 1,000 

95.000 

15.000 

9.71.000 

95.000 


8,76.000 
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(2) Net Paymeots method : 

Oebeatures Shares Cash Total 

Dcbenturcholders 3.00.000 — 18,000 3,18,000 

Shareholders — 4,00,000 1,50,000 5,50,000 

Liquidation expenses — — 6,000 6,000 

Total 3,00.000 4,00,000 1,74,000 8.74.000 


(3) As there is difference between the prices calculated by the 
— j — I..—. — ^ -gt payments 
. . • • •• the pureba- 

. ... T of shares 

. , ^ .. . •hare. After 

this adiustment the two amounts equal. 

Tutorial Notea The student may work out Ibe rest of the solution himself. 

Sometimes the agreement may provide for the calculation of pur* 
chase consideration by the net assets method basically but also mvolrtag 

certain payments to some of the interests ip the vendor company, in socn 
cases the purchase price is calculated as follows : 

(1) P.ymeot (o be made to the .hareholdets ii determined by ewf 
taieitiVthebiuQCe between the assets taken over at market value and 
itabjlities taken over at market value. 

(2) To the above odd any additional 5!* 

dation expense or for debrntures or for aoy other liability, or p rp 

The illustration Given below males the appJicalioa more clear. 

Illostration 139. (Absorption) 

S Ltd sells .ts bus, ness to P Ltd. Ibe lu»er « 

^k values and to pay tradejisbrnw^^^ at a prtmto of 10% and 
naymeot of purchase price 

,gwd price of Rs 12 per share and 

the balance in cash. 


BAtaNCE SHEET Of ^ ltd. 


ire cipital 

oSt end loss account 

orkmen cooipecsanoa fund 

Us payable 

tditors 

ibenturcs 


"TfT 
30.KX> 
ZfM 
1.000 
4.500 
M.'XX) 
10.000 

Rs. 01.500 


Sundry Asset* 

Workmen coniwaution 

Investoenl 

Debtor* . . 

Left ProwJJoa 


51,000 

1.000 


Give ledger aecounts in tbe books 
hooks of P Ltd. 


n«RSB 
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Solution : 

Calculation of purchase consideration : 

Since the exact amount of cash, which forms part of purchast consi- 
deration, is not known the net paymant method of purchase consideration 
cannot be adopted. The purchase price as per net asset method is 
as follows : 




- Rs. 

Assets taken over at book value : 



Sundry assets 


51,000 

Workmen compensation investments 


1,000 

Debtors 


17,000 



6?,000 

Less Trade liabilities ; Provision 

1,500 


Creditors 

20,000 


Bills payable 

4,500 

26,000 

— 

Purchase consideration as per net assets method 


Rs. 43,000 

The above is to be satisfied by shares, 2,000 xRs. 12 

24,000 

by cash (balancing figure) 

19,000 

Total purchase consideration as per net asset method 

Rs. 43,000 


But in addition to the above, terms of agreement provide that the 
company pays for ; (/) liquidation expenses, and {ii) premium on deben- 
tures. Thus the total purchase price is : 

Rs. 

Price for net assets taken over 43,000 

Add Payment for premium on debentures 1*000 

■ Add Payment for liquidation expenses *400 

Total purchase consideration as per net assets 

and net payments method Rs. 44,400 


Books of S Ltd. 
REALISATION ACCOUNT 


To Assets 

To Workmen compensation fund 
investments 
To Debtors 

To Debentures (premium) 

To Bank (expenses) 


Rs. 70,400 


, By Provision for debtors 
I By Bills payable 
By Creditors 
By P Ltd. (purchase 

consideration) 


Rs. 

1.500 

4.500 
20,000 


Rs..70,400 
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SHAREHOUtERy ACCOUKT 


To Shares to P Ltd 

To Basic 

US 

~ B-t. 

By Share capial JOino 

By PreSt and loss tscoczt iCOO 

By Werkinea eggpessatioa fsid i,rTO 


Rs 33.000 

Rj. 33/XC 


DEBENTURE ACCOUNT 


To Bask 

ks. 

it.ooo 

Rj. 

By Balance b/d 10.000 

By Realisation account (premiuo) ipoo 


Rs. 11.000 

Rs. 11.000 


Toi»Ltd. 

<RS. 19.000+Rs. 1,000-f- 
Rj, 400} 


BANK ACCOUNT 


Ra. 

20,400 


By Realliaiion acconot (expenses) 
By Debenture account (nclodinj 
Oreounm 

By Shareholden* account 


Books of P Ltd 
;OURKAL OF FLTD 




Ra. 

JU 

Sufidry assets aceoont , 

Dr. 

51.000 


lavesitBtfits account 

Dr. 

l.OQO 


Debtors account 

Dr. 

17.000 


Goodwill account (balanciag drim) 

Dr. 

1.400 

Ilii 


o. 

44.400 

20,000 

4.000 

. . .■ 

400) 


20,400 


Case d—IIlDstratfons based oo intrinsic ralnc of shares 
In the net assets method purchase consideration h calculated 1? 
arriving at the oei assets rf the selling company This purchase co=si* 
deration is discharged by the purchasing compan) in the form of sia—i 
debentures and cash. As a slight variation, sometimes a student » 
to calculate the intrinsic value of shares of both the cocp**^/,^ 
determine the ratio of exchange of the shares between the 
selling companies. It may be understood that the purchase 
is still equal to the ret assets of the selling company. 
feature is the valuation of shares of the purchasing comT'S” 
basis fof the purpose of aJIotme-t to the sharefce*.“'‘,.’^~ 
company. In some cases the student is given 
shares of both the companies. la such a case there 
the intrinsic values of shares and all that is 
basis of the exchange Simple problens isvex 
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here and advanced problems arc dealt with later at the appropriate 
places. 

Illustration 140 The following are the balance sheets of A Ltd and B Ltd 
as on 31-3-1978 : 


A LTD 


Liabilities 

Share capital— 20,000 shares of 
Rs 10 each 
General reserve 
Profit and loss account 
Debentures 
Current liabilities 


Rs. 

2,00,000 

2.50.000 

1.50.000 

1.75.000 

1.25.000 


Assets 

Fixed assets 
Investments 
Current assets 


Rs. 9,00,000 

sszaasssd 


Rs. 

3.50.000 

2.50.000 
3,00,000 


Rs. 9.00.000 


B LTD 


Liahilities 

Rs. { 

Assets 

Share capital — 9,000 shares of 

Fixed assets 

Rs. 10 each 

90,000 

Current assets 

General reserve 

50,000 


Profit and loss account 

40,000 


Current Liabilities ; 



Creditors 

50,000 


Bills payable 

20,000 



Rs. 2,50,000 



Pe 

1,30,000 

1,00,000 


Rs. 2,50,000 


A Ltd agrees to take over B Ltd. Find out the ratio of exchange 
of shares on the basis of the intrinsic values. 


Solution : (1) Calculation of intrinsic value of shares ; 


XLtd 

Assets : Rs. 

Fixed Assets 3,50,000 

Investments 2,50,000 

Current Assets 3,00,000 


5 Ltd 
Rs. 

1,50.000 

1,00,000 


Less 

Liabilities ; Rs. 

Debentures 1,75,000 

Current Liabilities : 

Creditors 1,25,000 

Bills payable — 


Net Assets 


9,00,000 2,50,000 

Rs. 


50.000 

20.000 

3.00. 000 70,0C0 

6.00. 000 1,80,000 


_ 6.00,000 
20,0U0 
=Rs. 30 


1.80,000 

9,000 


=Rs. 20 


Intrinsic value of share 
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(2) Caladailon oj Ratio oj Exchanf’e : 

^ ^ fifs* method is to caJcnlate the 

^.C.M. of the intrinsic vaioesof ahaies and the amount w obtained is 
lividcd by the intrinsic values to arrive at the ratio of exchange. 

L.C.M. of Rs. 30 and Rs, 20 is Rs. 60. 

Therefore 2 shares of .4 Ltd. will be equal to Rs. 60. 

3 shares of jB Ltd. will be equal to Ra. 60. 

Consequently, the ratio of exchange is two shares otA Ltd. for every 
three shares of R Ltd. 



Net assets of RLtd, Rs. J, 80,000 

Intrinsic valoe of the shares of A Ltd. Rs. 30 

Number of shares of 4 Ltd to be issued — ■ ■gfi.OOO 

So the ratio of exchange is 6,000 shares of A Ltd. for 9,000 shares of 
B Ltd. i.e, two shares of A Ltd, for every three shares of S Ltd. 
Illustration 141 The balance sheets of Proud Ltd and Humble Lto as on 
30th June, 1978 were: 
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with an addition represented by one year’s profit based on the average of 
the three years to 30th June, 1978. 

(6) The costs of absorption of Rs. 1,000 are met by Proud Ltd. 

You are required 

(a) to calculate the ratio of exchange of shares ; and 


{b) to give 
balance sheet. 


the entries in the books of Proud Ltd. and resulting 
[Adapted from C.A. (Final) England! 


Solution, (a) Average profits 


Ye.tr ended 30th June, 1976 
Year ended 30th June, 1977 
Year ended 30th June, 1978 

Total 

Average profits 

(6) Intrinsic value of shares 


Fixed assets as revalued 

Goodwill 

Current assets 

Gross Assets 

Less ; Liabilities (including 
Debentures in the case of 
Humble Ltd.) 


Number of shares 
Value per share 
Price/Eamings Ratio 


Proud Ltd. 

Rs. 

47,0C0 

48,000 

45,000 

Humble hta. 
Rs. 

18,000 

27.000 

30.000 

1,40,000 

75,0CO 

46,t67 

25,000 

Proud Ltd, 

Re. 

1,25,000 

65,000 

Humble Ltd. 
Rs, 

55.000 

25.000 

60.000 

1,90,000 

1,40,000 

40,000 

50,000 

1,50,000 

’ 90,000 

7,500 

Rs. 20 

6,000 

Rs. 15 


3-2 3-6 


Note. The Price Earnings Ratio of Humble Ltd. will be 2-6 only, if 
goodwill is not taken into account. However, having r'gard to stationary 
profits in the case of Proud Ltd. and increasing profits (v/hich have nearly 
doubled) in the case of Humble Ltd., higher valuation of net assets and 
eventually the shares in the case of the latter company is clearly justified. ' 

(c) Hatio of exchange of shares . 

Since the intrinsic values of Proud Ltd. and Humble Ltd. are Rs. 20 
and Rs. 15 respectively, the ratio of exchange will be three shares in 
Proud Ltd. for every four shares held in Humble Ltd. Since the shares 
5r Proud Ltd. will be issued at Rs. 20, Rs. 10 should be treated as 
premium. 
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JOURNAL OF PROUD LTD. 


Share premium A/ 


Goodwill Ajc I>7 — I 

To BioV A/c 

BALANCE SHEBr OP PROUD LTD. 
at 36^‘7t {fifter absorption} 


Shire Capita) )2.00(/ iharei 
. of Rs, 10 each 
Share Preto um 
Capital Rewr>e 
Rnervea 

Provision for (txatioo 
Trade Creditoti 


' Goodwil) 

1.20,000 I FixtOAisetl 

43.000 Stock 
M.OOO Trade Debtors 
45.009 Bask 

17.000 
JJ.OOO 


DIssenliog Shareholden 

Dissenting shareholders are persons tvho have not given their assent 
to the scherre of amalgamation entered into by the prcscr.bed majority of 
shareholders. Such shareholders refuse to transfer their shares to the 
absorbing company in accordance with the scheme of amalganatson or 
absorption. Under Section 395 of the Companies Act, the shares ofsuch 
dissenting shareholders may be acquired by the amaliamated company ; 

(o) on the same terms on which the willing shareholders passed on 
their shares ; or 

(b) on other terms agreed npoo beiaeen fhe amalgamated company 
and dissenting shareholders ; or 

(c) on terms ordered by the court on an application made either by 
the amalgamated company or the disseoting sharchoiders. 

So in some problems, one mav corne across a diffcrcDt type of 
settlement « ith dii^ntmg shar.'holdcrs. In such cases the paid-up capital 
held by t*ie dissenting shareholders r.ust be transferred to a separate 
shareholders’ account. Any premium they receive or discount they suffer as 
per the agreemint or the order of the court must be adjusted through reali. 
saiion account as in the case of rrcference shareholders and P^oeature- 
holders. The remaining profit or loss on realisation *ill be traasfeiw to 
willing shareholders’ account. All balance sheet items pertaiafflg to 
R. 20.000 from the bank batancr is otitned to pay off debeoturas 
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shareholders will be transfejcred to majority (willing) shareholders account 
i)nly. 

Ulnsfration 142. The All India Company Limited agrees to acquire, as a 
going concern, the business of the Presidency Company Limited on the 
basis of the Vendor’s balance sheet at 31st December 1976, which is as 


follows : 


Liabilities 

Authorised Capital— 25.000 

Rs. 

' Assets 

' Freehold property 

shares of Rs. 50 each 

Issued Capital — ^20,000 shares 

12,50,000 

Plauf and machinery 
Stock 

6% Government paper 

of Rs, 50 each 

10,00,000 

Debtors 2^0,000 

Less : 

Called-up Capital— 20,000 shares 

caUed-UD Rs, 30 each 6,00,000 : 

Reserve 10,000 

Reserve land 

Creditors 

Profit sad loss account 

Rs. 

1.25.000 
75.0C0 I 
60,000 ; 

8.60.000 

Bank 


JPLs. 

240,000 

50.000 
3,00,000 

10.000 


2,20.000 

30,000 


Rs, 8.60.000 


The All India Company Limited took over all the assets and liabi- 
lities of the vendor company, subject to the retention out of such assets of 
Rs. 15,000, to provide for costs of liquidation, income-tax, etc,, and to 
satisfy any dissentient shareholders. 

The consideration for the sale is the allotment to the shareholders in 
the vendor company of one share of Rs. 100 (Rs. 50 paid-up) in the All 
India Company for every two shares in the Presidency Company Limited. 

The market value of the All India Company’s shares, which are 
. Rs. 50 paid-up, at date of sale is Rs. 70 each. The liquidator of the 
t vendor company has^paid out of Rs. 1 5,000 retained i costs of liquida- 
l,vtioa amounting to Rs. 2,500 ; income-tax Rs. 7,500 and dissentient 
^ shareholders of 100 shares at Rs. 32'50 per share, i.e., Rs. 3,250. 

The sale and purchase were carried through in terms of the agree- 
ment. 

Pass the necessary entries in the books of ihe respective companies. 

(B. Com. Madras, Sept. 1977 ; B. Com. Calicut, Oct., 1975) 

Solution. Calculation of purchase consjderation~^?~~xRs. 50. 


=Rs. 4,97,500 

JOURNAL OF PRESIDENCY COMPANY LIMITED 


. Realisation A/c 

To Freehold property 

Plant and machinery 

Stock 

6% Government paper 

Debtors 

Bank 


Dr. 

Rs. 

8,55,000 

1 

Rs. 

‘ 2,50,000 

50.000 
3,00,000 

10.000 
2,30,000 

15,000 

Creditors A/c 

Prov isioa for bad debts A/c 

To Realisation A/c 


Dr. 

Dr. 

i 

75.000 

10.000 

1 

85,000 
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RealUaUon A/c 

To Bank A/c 

(Expenses Rs. 1.500, laceme-tix Ra. 7,500) 

Dr. 

10,000 

loooo 

All lodia Cbispaay Limited A/e 

To Realisation A/c 

Dr. 

457,500 

457500 

Realisation A/c 

To Dissenueat shareholders A/c 

Dr. 

250 

250 

Shareholders A/c 

To Realisation A/c 

Dr. 

2,82.750 

252.730 

Share capita! A/c 

To Dissentient shareholders A/c 

Shareholder's A/c 

Dr. 

6,00,000 

3.000 

357500 

Reserve fund A/e 

Profit and loss A/e 

To Shateholders’ A/c 

Dr. 

Dr. 

'■H-SSS 

60,000 

1.85/100 

Dissentient Shareholders* A/c 

To Bank A/c 

Dr. 

3550 

3,230 

Share in All India Co. Ltd 

To All India Company Umited 

Dr. 

457.500 

457500 

Sharebolderi’ A/c 

To Shares In All India Co. Ltd 

Dr. 

457500 

ASHfCO 

Shareholders' A/c 

To Bank A/e 

Dr. 

1,750 

1 , 7 » 

JOURNAL OF ALL INDIA COMPANY UMITED 


Bsstoess purchase A/c 

To Liquidator of Presidency Company Limited 

Dr. 

Ri. 

457500 

Ra. 

457500 

Freehold property A/c 

Plant and machinery A/c 

Stock A/c 

6% Oovemmeot paper A/c 
£>ebton A/c 

Bank A/c 

To Creditors A/c 

To Provision for bad debts A/c 

To Capital reserve A'c 

To Business purchase A/c 

Dr. 

Dr. 

Df. 

Dr, 

Dr. 

Dr. 

2.50.000 

50.000 
3,00.000 

10.000 

2.30.000 
15,000 

73.000 

IROOO 

2.7t«0 

457500 

Liquidator of Presidency Company limited A/c 

To Share capital A/c 

Dr 

4575» 

457500 


Tutorial Note : Although the matket value ef (he iham of All ledii Canptsr 
LimUcd is Rs 70, lioce they are Issued only »s Ri, 50 purchase price 1» 

calculated on this basis. 

B-INTER COHPANYO>^3Ilii 

At the time of absorption many a time it is seen 
company already stands as a debtor or creditor in the . 1 1 — 

books. This position may be the result of purcbitf " 
taking place between these companies or maybe due r 
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by one company to another company. These transactions call for different 
accounting treatments which can be summarised as follows : 


Cancellation of common debts 

Books of vendor company. So far as the books of vender company 
are concerned there is no effect of these types of transactions on t .c 
accounting entries suggested in the earlier part of this chapter. i nc 
accounts are closed by transferring them to realisation accounts m tne 
usual way. Any owing to or from the purchasing edmpary Js translerrca 
to re.alisation account under the presumption that the purchasing '.cn pan) 
has taken over the accounts. 


Books of purchasing company. In the books of purchasing company 
also, the entries for the purchase of business and that for pavment of pur- 
chase consideration are done in the usual way. But in addition to these 
entries the extra adjustment entries are needed which are as follows : 

(i) Entry for cancelling the debtors accow t in the books of vendor 
company and corref ponding ertditors account in the books oj 
purchasing company : 


Debit Purchasing company’s creditors 
Credit Vendor company’s debtor 

The above entry will have the effect of cancelling the debtor in the 
vendor company (the purchasing company was already standing in the 
books of vendor company as one of the debtors either because of loan 
taken or because of purchase made) and the creditor in the purchasing 
company (because of the above transaction the purchasing company must 
have shown the absorbed company as one of the creditors). 

(//) Entry for cancelling the debtor of the purchas'ng company and 
creditor of the vendor company : 

* Debit Vendor company’s creditor 

Credit Purchasing company’s debtor 


Cancellation of imnalised profits 

The purchase ai d sale trar.sact'on*: ai'o re'ult in prr fits charged by 
one company from another company. Th^ situation is worth cu-.sidering 
only when the unsold stock (sold by purchasing company) stands as stock 
at the end in the books of vendor company. Whe.n the company i.s absor- 
bed by the purchasing compa y the stock of the vendor c.impany (sold by 
the purchasing company) becomes the stock of the purch sing company 
itself and thus it re.su]ts in a sale by the purchasing company lo itself. It 
means that it will result in inflati.ng the profits of the purchasing company 
by increasing' its own stock to sale.s price. Tltis should be corrected by 
making the following entry : 

Debit Profit and loss account 

Credit Stock reserve account 

Alternatively, the stock may be taken at cost price w bile debiting all 
assets purchased from vendor company. This automatically increases the 
^ount of goodwill which can be written off by debiting the profit and 
loss account. 



4C9 


Ctifter «/A«^sj,t:>i.A5*erpaoe»sJ Extern] Rcceestmtos 


«3dt. %hff. 

gooes erg sold by the absorbed ecryant* to the prrehosirs cct^sssy ate 
visoU Kith the pirthasLrf eortpazy. This is c* inr ta the fxt ths: 
ine cs.sotyuon ef the cor-.pmy does fto/ cenzet tne XTar.szcxion Kh::h res:d:ee 
in the fast atdoSso the sharehoISts of the vendor conycm trill r.ot rjrrerJet 
their rrcjVs enfy beesrsse cf ikc etscrft.on ef their by the <er^ye^y 

to 0‘»* they sold goods ctrJ charged grt'f.ts. This is treated as a sisrpU 
F^chase nsde by i*-e pu^chssing co’^ycnr frer^ <rT ether co^rssnr ir. tk« 
market. ’ 


IlIc5intioal43. FoI!o»incart tte baJaDcc»b«tspf 5Ljd. ard /*Lld «: 
on 31st March, 1970 : 


Share capiiit ia Rs, 10 

S P 

Rs. Rs 

j.cooco icoxno 

1 Pard suets 

s 

Rs 

uso.oco 

p 

Rs, 

LJO.W 

Resen>e fund 

^.cco to.ooo 

1 Loan ta P Ltd 

10.000 


Wotteea c,.*aj*as»- 
tioa fusd 

10,000 — 

Debtcn riacludia* S 

1 Lid Rs. S.«0) 


r,cicc 



».tco 


P Ud Rs. 5.000J 

ysfico — 

! Sfcxt 

20.003 

3O310C 

Crtdimrs 

43.000 

1 Casbetbank 


laocD 

Lean froo 5 Ltd 

— 10.000 





I.W.OCO 3.10.CC1. 

1 R* 

i.w.ax) 

3.I0.00D 



1 - 



P Lti ajrttd to absorb S Ltd oa ths foUo»nr:j ttras • ? J.ti shal 
gist 1 share of Rs 35 each for e%ery 3 sbar« la S Ltd. Yoa art iafoftsa 
that sto.*V 015 Lid includes stock tt’orth Rs IS.COO gorctSKd by ibes 
fron P Ltd »hsch s'ere sold to thtraat a pro6t ef rOfi on ctwt. Tb' 
shares of P Ltd are quoted in tbe tnarkei at Rs 45 per share. Opes 
ledger accounts of 5 Ltd and g«\c>'ufaal cntr»es la PLtd Draft ih 
balance sheet of P Ltd after the purchase of business. 


Solatjco. 

Calculstion of gu'chzse Cirro.Jeration 

Number of shares 1x10,003 «■ 3.333 J share 

Value of shares (Ica>irj fraciioo), 3,333 xRs 35 Rs. 1,16.655 
Fraction is to be sat.sficd m cash uhich is based on 
the market salue of the share Thus the amount 
paid in cash }xR» **5 15 

Total purchase considetaiioa l^s 1.16.670 


To Fixed assets 
To Loan to f Ltd 
To Defcioxs 
To Stock 


Books of 5 Ltd 
rtEALISATION ACCOUNT 

rT": ' ’ 

1.21.0CO ; By Oednon 
lOOOOi BfPLti 
30 000 j BySiiartbetden'Lo»» 
ro.o30 j 


xt,c»j 

U6 67C 
3U» 


tu. i,sa.ooo 
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To Realisation account 
I'o Shares in P Ltd 
To Bank 


SHAREHOLDERS’ ACCOUNT 
Rs. • 

33 , 336 ! By Share capital 
1,16,655 ' By Reserve fund 40,000 

15 I By Workmen compensation 10,000 

Rs. 1,50,000 


Rs. 1,50,000 


To Realisation account 


1,16.670 


Rs. 1,16,670 


P Ltd 
Rs. 


By Share in P Ltd 
By Bank 


Books of P Lid 

JOURNAL 


Fixed assets of 5 Ltd 

Dr. 

Rs. 

1,20,000 

Loan 

Dr. 

10.000 

Debtors 

Dr. 

30,000 

Stock 

Dr. 

20,000 j 

To Creditors 




To Liquidator of S Ltd 
To Capital reserve 

(Being purchase of assets and liabilities of S' Ltd) 

Xiquidator of 5 Ltd SF. 

To Share capital 
To Bank 

(Being payment of purchase consideration) 

Loan from i Ltd (Books of P Ltd) ~ Dr. 

To Loan to P Ltd (Books of S Ltd now new balance) 

(Entry for cancellation of common debt) 

Creditors < Books of H Ltd j Dr. 

To Debtors (Books of P Ltd) 

•-(Entry for cancellation of common debt) 


Rs. 

1,16.655 

15 

R*. 1,16,670 


Rs. 


rofit and loss of P Ltd Dr. 

' (or Goodwill account or capital reserve) 

■' To Slock (now purchated from S Ltd) 

(Entry for cancellation of unrealised profit on stock left 
unsold with S Ltd) 

BALANCE SHEET OF P LTD 


1,16,670 

jo,m 

SfiOO 

2,500 


36,000. 

1,16,670 

33,330 


1,16,655 

IS 


10,000 

5,000 

2,S00t 




RS. 

1 


Rs. 

Share capital 



Fixed Assets ; 



Shares of Rs. 35 each 


1,16,655 

PLtd 

2,50,000 


Shares of Rs. 10 each 


2,00,000 

SLtd 

1,20,000 


Reserve fund 


60,000 



3,70,000 

Creditors : P Ltd 

40,000 


Debtors : 



SLtd 

25,000 


PLtd 

15,000 



— 

65,000 

SLtd 

30,000 


Capital reserve 

33,330 




45,000 

Lew Unrealised profit 

2,500 


Stock ; 





30,830 

PLtd 

30,000 





.5 Ltd 

20,000 





Less Provision 

2,500 17,500 








47400 




Cash and bank 


9.985 

Tutorial Notes ^ 

Rs. 

4,72,485 


Rs. 

4,72.485 


(1) 20% on cost = l/6tb on sale. Profit = 1/6 x Rs. 15.000 = Ra. 2,500. 
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C— INTER COMPANY HOLDINGS* 


The problctni of absorption become a little more difficult when the 
companies cave interlocked their moneys in the shares and debentures 
0 . other companies. These problems can be divided into the following 
three types; 

(a) When purchasing company holds shares jn the absorbed 
company, 

(i) When the absorbed company bolds shares in the purchasing 
company, and 

(c) When both the companies hold shares in each other. 

These have been discussed in the following paragraphs. 

Case 1-^Wben purchasing company bolds shares in the vendor compsoy 
In this case the purchasing company being a shareholder of the 
f'* r"*"-'*’'*'"'*** — *? r*" **•“ •Ni'^bcd 

'5 .■ 

. t . • ,, , - J ' S, ’:>• 

ing company issues its own shares and debentures m payment of the 
purchase consideration. This it does only in respect of amount due to 
outsidera. For the amouot due to itself it cannot receive its own shares. 
How the accounting is done in the books of the absorbed company 
(vendor company) and the absorbing company is eaptsined and tht> 
(f/usfrated. 


Books of the vendor company : 

Purchase consideration is calculated for the entire undertaking 
either by the net assets or net payments method as the case may be. The 
purchasing company rr dcbrCcd mtb the fall price, but credited with only 
what is received in respect of outsiders. This leave* a debit balance 
representing the amount still receivable from the purchasing company 
towards purchase price. Likewise in the shareholders’ account, since only 
outside shareholders arc paid, there will be a credit balance representing 
the amount payable to the purchasing company, as a shareholder of 
vendor company. The amount in question is oeiihar paid by the abwrbing 

company as the bujcrof the busiucss norrcceised by it as ® sha^hoider. 

These two accounts w ifi ^ closed by means of the following set-off ’ntry. 


Debit Shareholders’ account 

Credit Purchasing compaoys’ accoont 
Books of the pnrcbaslog company : As usual, business pnrehaw 
account is debited wUb fuU ourebase price crediting the liquidator 
vendor company. ■ ■“ * 

ing the assets anc ■ ‘ ' 

Goodwill orCapit, ' .... , 

question of settling (he amount due to the liquidator arms, v 

shown only in respect of what is due to outside^ and for the balaow ice 
shares in the vendor company are surrendered by crediiirg tft 

The entry will appear as under ; 

. For lUdnn f'.TUin, to pretoriooJ Mi poil<nd«« 
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Debit Liquidator of vendor company (with full purchase price) 

Credit Share capital/debentute/Bank (amounts payable to 

outsiders) 


Credit Shares in the vendor company (amount due to purchas- 

account ing company) 

Any difference in the ‘shares in the vendor company account’ will 
be transferred to ‘Goodwid or capital reserve,’ as the case may be. 


Ulostration 144ii (Net assets method) 

Following are the balance sheets of A Ltd and B Ltd as on 31-3-'7 : 


A LTD 


Liabilities 
Share capital ; 

40,000 Equity shares of 
Rs. 100 each 

General reserve 

Orient liabilities 

Rs. 

40.00. 000 

30.00. 000 
30,00,000 

Assets 

Fixed assets 
Investments 

Current assets 

Rs 

30.00,000 

5.00,000 

65,00,000 


Rs. -1,00,00,000 

i 

Rs. 1,00,00.000 

rzsisrzesatsssss 


B LTD 


Liabilities 

Share capital : 

20,000 Equity shares of 
Rs. 50 each 

General reserve 

Current liabilities 
Provision for tax 
Proposed dividend 

Rs. 1 

1 

10,00,000 

5,00,000 

1,00,000 

1,00,000 

1,00,000 

Assets 

Goodwill 

Fixed assets 

Current assets 

Rs. 

50,000 

3.50.000 

14,00.000 


Rs. 18,00,000 


Rs. 18,00,000 


B Ltd is to be absorbed by A Ltd on the following terras : 

(1) B Ltd declares a dividend of 10% before absorption for the 
payment of which it is to retain sufficient amount of cash. 

(2) The net worth of B Ltd is valued at Rs. 14,50,000. 

(3) The purchase consideration is satisfied by the issue of fully 
paid-up shares of Rs. 100 each in A Ltd. 

Following further information is also to be taken into consideration : 

(a) A Ltd holds 5,000 shares of B Ltd at a cost of Rs. 3,00,000. 

(h) The stocks of B Ltd include items valued at Rs. 1,00,000 
purchased from A Ltd (cost to A Ltd Rs. 75,000). 

(c) The creditors of B Ltd include Rs. 50,000 due to A Ltd. 

Show ledger accounts in the books of B Ltd to give effect to the above 
and balance-sheet of A Ltd after completion of the absorption. 

tC.A. (Inter) November 1977)] 
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Solotton : Ledger of B Ltd : 

REALISATION ACCOUNT 



























SHAREHOLDERS* ACCOUNT 











A LTD ACCOUNT 


To KtalmtiOQ A/c 

K!. 14,30,000 

Rs. 14.50.000 

Hy Share* in A Ltd 
BySbirehdlders A/c 
(let-off) 

Ri. j6.i?jrar 
J.82.5CO 

Rl. 


rriARES IN A LTD ACCOUNT 


To A Lid A/c 

Rs. 10,87.500 1 BySbireboWm A/C 

Ri 10.87.500 

PROPOSED DIVIDEND ACCOUNT 

Rl. 10,t7.JOO 
Rj. 10,87.»0 

To ■Cuttenl asset* 

Rl l.OO.OOOj By Baiaace b/d 

Rs 1.00.000 1 

CURRETa ASSETS ACCOUNT 

Ra.Tcb.000 

io Balance b/d 

RT 14.CO.000 

Rl. 

Kt. J4.00.000 


Allhoogti rot required, 
pany are given to facilitate the unocrstaa«w8 ° 
la the joomal of A Ltd. 


Businraa purchase account 
To The liquidator of B Ltd 
Eized uaeti 
Current aaieta 
To Current tiabihliei 
To Provijton for tas 
To Busioeta purchase account 
Liquidator of B Ltd 
To Share capital account 
To Sbatet in B Ltd account 
Sham la D Ltd account 
To CapiUl T ta enre 
Bank account 

To ProQt and Loci account 
Profit and Lota account 
To Slock>reaerTe account 


Ra. R*- 


Dr. 

14.30.000 

J4JO.OOO 

Dr. 



Dr. 

i3.oo.aco 

1X0.000 

1.00X00 

14».COO 


14.50.000 

;c.t7,' ' 
3.«1 ■ •' 

Dr. 

ojeo 


Dr. 

:3,oo^ 


Dt. 

tsx 
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BALANCE SHEET OF A LTD 
as on 3l-3‘77 {after absorption} 

Liabilities Rs, 

Share capital : 

Issued and paid-up 50,875 equity 
shares of Rs. 100 each (5) 50,87,500 
Reserves and surplus : i 

Capital reserve (4) 62,500 \ 

General reserve 30.00,000 i 

Current liabilities and provisions : 

Current liabilities (3) 30,50,000 i 

Provision for taxation 1,00.000 i 

Assets Rs. 

Fixed assets 30,00,000 

Additions during 
! the year 3,50,000 

33,50,000 

Investment? (1) 2,00,000 

Current assets (2) 77,50,000 

Rs. 1,13,00,000 


Rs. I,I3,00,00t 

Tutorial Notts : 


Rs. 

I. lavestments (total) 

Less Investments in B Ltd. 


5,00,000 

3,OG,OOC 



2,00,000 

2. Current assets : 

Current assets of A Ltd. 

Add : Taken over from B Ltd. 

Dividend received from B Ltd. 

(l/4th of proposed dividend) 

sssscaesa 

65.00. 00C 

13.00. 00{ 
25,0Q( 

Less : Stock reserve. 

Set-off against creditors 

25.000 

50.000 

78,25,00( 

75.00( 

77,50,001 

3. Current liabilities 

Current liabilities of A Ltd. 

Add : Current liabilities taken over from B Ltd. 

30,00,00 

1,00,00 

Less ; Set-off against debtors 


31,00,00 
50, OC 


30,50,00 


Cht^er 8/AaaIts«itl«i, Aliwr^tloa »d Ettcrsti ReComindloi 


4*4« 


4. Share capital - 

Existing capital : 

40,000 jsham of Rs. 100 each 

Add ; Shares IssAcd in paynent of net purchase 

consideration 10,875 shares of Rs. 100 each 
Issued share capita ; 

50,875 shares of Rs. 100 each 


40,00.000 

10,87,500 

50,n,500 


Alternate method 

Under this method purchase coasideraiion is not calculated for the 
eotire undertaking. Under the net payments method purchase coosidera* 
tion is calculated on the basis of what is due to outside shareholders and 
creditors. To the case of net assets method, purchase consideration is 
calculated for the whole undertaking and then reduced proportionately 
on the basts of the porchasiog. company’s interest in the vendor company. 
For example • 


BALANCE SHEET. OF a LTD 





Rs 


4.00.000 

Fixed assets 


Debentures 

l.SO.000 

2.00,000 

Correot sisets 


Creditors 

1,00.000 

Rs. 8,50.000 


Rs. 8JO.OOO 


If Rs. 1,00,000 shares of S Ltd are held by ? Lid and later on P 
Ltd purchases the assets at Rs. I 0 , 50 , 0 C 0 and takes oser creditors at Rs. 
90,000, Iheu purchase consideration will fee as follows ; 


Total assets taken over at revised values 
Less Liabilities taken over at revised values 


Total purchase considcratioa on net asset method Rs, 

Since the company i. liquidated, thi. contidemtion i. to K dhtri- 

buled as follows : 
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Received by Ltd 

Less Debentures to be paid in full 

Available for shareholders' 

Less : Already belonging to P Ltd., I 

For outside shareholders 

Thus purchase consideration is ; 

For debentureholders 
For outside shareholders 


9,60,000 

1,50,000 


8,10,000 

2.02.500 

6.07.500 


1,50,000 

6,07,500 


Total purchase consideration to be paid by F Ltd Rs. 7,57,500 


(b) Cancellation of shares held by the purchasing compa y. Since 
no purchase consideration is to be paid by the purchasing company to the 
vendor company for that part of shares which are already held by the 
purchasing company, the vendor company also does not pay out such 
share capital. The share capital to the extent already held by the pur- 
chasing company is closed by transferring to realisation account. Entry is : 

Debit Share capital account 'l (cancellation of shares already 
Credit Realisation account J held by the purchasing company) 

(c) Cancellation of purchasiog company’s investments. The pur- 
chasing company’s investment in the shares and debentures of the vendoi 
company also becomes useless after the liquidation of the vendor company. 
The investment account (for these investments) is closed by crediting 
the account and debiting goodwill account or capital reserve account as 
the case may be. 

Ilinstration 145. The following is the balance sheet of P Ltd as on 31st 
December, 1972 : 


Rs. 

Share capital in Rs. 10 each fully 


paid 8.00,000 

5% Debenturss 5,00,000 

Interest outstanding 25.000 

Sundry creditors 2,85,000 


Rs. 16.10,000 


Rs. 


Fixed assets 

8.50.00C 

Current assets 


Profit and loss account 

2.50,0C( 


Rs. 16,10,000 


The above company is absorbed by P Ltd who holds J of the share 
capital (purchased by them at Rs. 1,85,000) and all the debentures of 5 
Ltd, 

f he purchase consideration being the taking over of the assets and 
trade liabilities of S Ltd at book value subject to revaluation of fixed 
assets which were reduced by Rs. 1,50,.C00 ; payment to outside share- 
holders Rs. 10 shares issued at par on the basis of such shares, being worth 
Rs. 15 each and the shares in S Ltd being worth Rs. 5 each, 

Yo'J are required to make necessary journal entries in the books of 
both the companies. (Adapted-C.A. Final) 

SolntloB. Since no ratio of exchange is given in the question, the purchase 
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consideration canrot be calculated with fhe belp of cd payment method. 
Purchase consideration as per net assets method is as follows : 

(a) Calculation of marktt \atue ofojsets^ : 

Rt. 

This IS calculated indirectly with the help of market value 

of shares, which is ii0,QC0xRs. 5 4,00,000 

Add : Payment available for 

Debenture 5,00,000 

Interest outstandins 25,000 

Creditors 2,85,000 

8,10,C00 

Total market value of all assets Rs. 12,l0,f00 


{h) Calculation of purchase consideration : 
Assets taken over at market value 
L(ss . Liabilities taken over 

Less : Debenture (including interest)* 

Less : Money belouging to P for Jtb holding 
Purchase coasideration 


12,10,C00 

2.85.000 

9.25.000 
5,25,C00 

4",W,000 

1,00.0C0 

Rs. Tw.OCO 


(c) Purchase consideration Is to be satisfied by issuing the shares 

as follows : 

For Rs. 15, the company issues 1 share 

For Rs. 3,00,000 „ 20,000 shares 

Since each share is to be recorded at par. the 
for book purposes is 20.OOOxlO-.R8 2 . 00.000 (though actual purchas. 
consideration is Rs. 3,00.000). 

JOURNAL OF 5 LTP 


Realisation accoa&t 

To Fixed assets account 
To Curreri assets accouot 

Debenture account^ 

Interest outstaodina account’ 

Creditors a.xount 

To Realisation account . 

lo Realisation account f Furctiase co psi^erauoo) 

TgtOTtol 

I. Sec lllu'Uation 134, Page 4 423 


3,00.000 

25.000 

2.8J.W0 


wjlJi ibejJttndn»'5* 


Debentures are transferred because tber 
FLid. 


2. Since all debentures 
taken over by them 


coppiny 

jeeopoUorib taken oscr by 
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Share capital account^ 

To RcBlisatioD account 

Dr. 1 

2,00,000 

2.00,000 

Shares in F Ltd account 

To F Ltd 

Dr. 

2,00,000 

2,00.000 • 

Shareholders account 

To Realisation account 

Dr. 

1,50,000 

1,50,000 

Shareholders account 

To Profit and loss account 

Dr. 

2,50,000 

2.50,000 

Share capital account 

To Shareholders account 
(Share capital less already held by P Ltd) 

Dr. 

6,00,000 

6,00,000 

Shareholders account 

To Shares in P Ltd. 

Dr. 

2,00,000 

2,00,000 

JOURNAL OF F LTD 




Fixed assets account (at revised values) 

Current Assets account 

To Creditors account 

To Debentures in S ltd account' 

To Accrued interest account^ 

To Liquidator of S Ltd account 

To Capital reserve account 

Dr. 1 
Dr. 1 

1 

i 

K.S 

7,00,000 

5,10,000 

[ KS. 

2,85,000 

5.00. 000 
25,000 

2.00. 000 
2,00,000 

Liquidator of S Ltd account 

To Share capital account 

Dr. 

2,00,000 

2.00.000 

1 

Capital reserve account* 

To Investment in shares of 5 Ltd (at cost price) 
(Cancellation of investment in shares of S' Ltd) 

Dr~ 

1,85,000 

1 

1,85,000 


Tutorial Notes ; 

* capital already with P Ltd is now not to be paid out by 

S Ltd hence a complete gain. ^ 

.1 .* accounts will be posted to the debit standing in 

wUrbi ® Account’ and any balance left after the posting 

bS S doL i b«n closed. In the case of shares it 

nas been done, as the cost price of share is given in the question. 

lossaa?SSScSi\esem 

pany takes over the ■ assets nf the ^ . purchasing- com* 

shares (standing In the books of the venH^ company, it cannot buy its otvn 

to make it simple it may be safd . Thus 

sideration is adopted”* the ^number purchase con* 

Tm from the shares agreed to bf £S ” Thm 

held by the vendor comoanv before ife Juc Thus the shares 

them and are treated as part paymeS of turEse” '^ith 

mvestment of the vendor comoanvin Xeir ^ consideration. The 
taken over by the purchasing Company ^ TfacmfOTe^Th^'*^'"^ company is not 
puKtalrg company ahoniS no-rfinaSm ““ 






Sometimes the Ujm price or the shATcs CO* re^vM ..j .e 

at which the previous investment h« bS ^ 

a ease the investment in the purchasing coaSv ^ 

revalued by adopting the Utcsi pnee ^S^Ly 
revaluation must be transferred to shareholders* areSC* ^ ^ 
lllostrationWe. / Ltd absorbs B Ltd paj-ced Ca*** s’— t r.#- p, ,n 
each at a premium of 10%. for every 4 shares ^ 

sheet cf B Ltd as on the date of absorption is pvea teio* : ^ ^ 

LiabUitiej Rv " ao^ c — 

Share capital (R8. 10 each) 1,00.000 Fixed assets er>^ 

General reserve lO.COO 1.000 shares la 4 Lil ^ ^ 

Creditors 30,000 Carrot usets X JX 


Show the important ledger accounts in the boobs of 3 l»i ^ 
acquisition entries in the books of A Ltd. 

Solution. 

Pwrefiore considiration : 

•Vs. cf S'jrrs 

Shares to be issued by A Ltd lO.OOOx | I15 t. 

Less : Shares already with B Ltd 2/’ 0 

Net shares to be isssued by A Ltd I040t' 


Purshase pficc=10,500xRs. 11 
=-Rs. 1.15.500 

Ledger of B Ltd 
REALISATION ACCOUNT 

- ^ fi 

To Fued assets 90.000 By Sundry crcdllon SJ.CCO 

To CortcDl assets 30,000 By 4 Ltd— purchase price 1,15.533 

To Shareholders’ account— profit 25,500 

Rs. T.45^00 j R*- 

Note : Shares in A Ltd are not transferred to realisation acccunt 
They will be used to settle the amount due to shareholders. 

SHAREHOLDkRS’ ACCOUNT 
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SHARES IN A LTD 


To Balance b/d' 

To Realisation a/c 

To A Ltd. 

Number | 

2,000' j 

10,500 

Amount 

Rs. 

20.000 

2,000 

1,15,500 

1 

By Shareholders 
account 

1 Number 
RS; 

12,500 

Amount 

1,37,500 


12.500 

1,37,500 

! 

1 12,500 

1,37,500 
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Rs. 

Rs. 

Business purchase account 

-To 1 he Liquidator of B Ltd • 

Dr. j 

1 

i 1,15,500 

1 

1,15,500 

Goodwill account 

br. 

25.500 


Fixed assets 

Dr. 

90.000 


Current assets 

Dr, 

30,000 

30,000 

1,15,500 

T o Sundry creditors 

To Business purchase account 

i 

! 

Liq*aidafor of B Ltd 

To Share capital account 

To Share premium account 

Dr. 

1,15,500 

1,05,000 

10,500 


•Shares in A Ltd, in the books of B Ltd cannot be acquired by A Ltd, 
as under the Companies Act a company cannot buy its own shares. 


(b) Net assets method. If net assets method is adopted, do not 
take into consideration the assets in the form of ‘Investment in shares of 
the purchasing company’ for calculating the purchase consideration. 


lUastration 147. Following are the. balance sheets of P Ltd and 5 Ltd ; 



RLtd 

5 Ltd 

RLtd 

STtd 

Share capital in Rs. 

Rs. 

Rs. 

Rs. 

Assets 12,30,000 

Rs. 

4,80,000 

10 each -fully paid 

6.00,000 

3,00,000 

Shares in P Ltd 

Reserve 

2,00,000 

60.000 

(liOOO shares) — 

1,20.000 

Liabilities 

4.50.000 

2,50,000 

Preliminary expenses 20,000 

10,000 

Rs. 

12,50,000 

6,10,000 

1 Rs. 12,50,000 

6,10,000 




. ===== 

= ==<=: 


The market value of- the assets of S Ltd (other than investments in 
P Ltd) was Rs. 5.20,000. P Ltd agrees to absorb S Ltd and pay for 
liquidation expenses Rs. 500. The shares of P Ltd are quoted at Rs. 15 
each. 


You are required (a) to calculate purchase consideration and (b) give 
journal entries in the books of both the companies. 


Solution. 


Calculation of purchase consideration 

Since ratio of exchange of shares is not given, the net assets method of 
p*.irch:ise oonsicleration is adopted. 


Rs. 

•Assess taken over at market value (given) 5,20,000 

Add .Market value of i'lvestmect in P Ltd, 

l.OOOxRs. 15. 15,000 


Total market value of assets 


5,35,000 
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^ss : Liabilities taken over 

method 

'tad . Further payment for expenses 

Total purchase consideration as per net assets 
plus net payment methods 


Rs. 


2.50.000 

2.85.000 
500 

2,85,500 


ihares'«*foIbw^“^^*’^“ consideration is to be satisfied by the issue ol 

FnrtMal.:— ' . - 

. • es 1 share 

q * ■ ■ F Ltd gives 19,000 share? 

} . " ’ ■ 19,000 

■ 1,000 


Net New shares to be issued 1 8.000 share- 

final purchase consideration : Rs 

^3res (18,000 shares xRs. 10 (2) 1,80,000 

Cash (for liquidation expenses (l)t 500 


Rs. 1.80.500 

[Rest of the problem may be worked out by the student) 

{lass on realisation Rs. 50.000 : Capitol reserve Rs. 59.50t 

Tei«rUl Hot* 

(t) Rs. 500 for liquidstiOQ expenses must be paid to each. 

{i) Slooe It bat Qot been agreed toittoe shares at market value, they hav 
beeo considered at paid up value 

3 : — Wbea shares are held by both Ibe companies In etch other 

T^is is a case of cross-holdings. The calculation of purchase coi 
iideration again depends on the method given in Ibe problem The pn 
xdure is explained and illustrated under both the methods. 

(af Net payment method Under Ibis method, purchase price 
calculated as follows : 

(1) Calculate the number of shares to be issued to outside shai 
holders in the absorbed company. 

(2) Calculate the number of shares due to purchasiog company a? 
shareholder in the vendor company. 

(3) Add the shares calculated under (l)and (2) to get the to 
number of shares. 

(4) From the total under (3) deduct the number of shares alrcj 
held by the absorbed company. 

(5) Multiply the number of shares arrived at under (4) » ith 

issue pnee and the resultant figure is purchase considcratioo. 
ntnstntlon 148. .<4 Ltd is to absorb 5 Ltd by ihec 

each at a premium of 10% for every 4 shares held in S ‘-‘O- 

of absorption the balance sheets wre es under ; . 
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Liabilities 

AUd 

B Ltd 

Assets 


B Lid 


Rs. 

Rs. 


Rs. 

Rs. 

Share capital (shares 



Fixed assets : 

4,00.000 

2,00,000 

of Rs. 10 each) 

5.00.000 

3,00.000 

Investments 



General reserve 

' 50.000 

40.000 

6.000 shares in B Ltd 

80,000 


Creditors 

1,00.000 

60,000 

5,000 shares in A Ltd 

1 

60,000 



1 

Current assets 

1,70,000 

1,40,000 

1 

6,50,000 

4,00,000! 


6,50,000 

4,00,000 

I 

=5 cresses 

scs=s«ass5l 


S=5= = =S 

'asit=sscf = 

You are required . to s! 

herw id) the important ledger accounts 

in the 


books of B Ltd, and (b) the acquisition entries in the books of A Ltd. 


Solation : 

Purchase consideration. 

(1) Shares to be issued to outside shareholders 

24.000 ^^ 


(2) Shares due to A Ltd 


(which however will 
not be issued) 

6,000 . 

-^X5 


No. of shares 


=30,000 


= 7,500 


(3) Total of (1) and (2) 37,500 

(4) Deduct shares already held by B Ltd 5 000 

(5) Net number of shares constituting 

purchase consideration 32,500 


(6) Purchase consideration will therefore be 32,500 x Rs. 1 1 

, , , =Rs. 3,57,500 

Journal of B Ltd. 


REALISATION ACCOUNT 


To Fixed assets Rs. 2,00 000 

To Current assets 1,40,000 

To Shareholders’ a/c 

—Profit 77,500 

Rs, 4,17,500 

A LTD Ai 

By Sundry creditors Rs. «,ooo 

By A Ltd— purchase price 3,57,500 

Rs. 4,17,500 

CCOUNT 

To Realisation A/c Rs, 3,57,500 

By Snares in /j Ltd . Rs. 2.75.000 

By Shareholders account 

—set-off 82,500 

Rs. 3.57,500 

LTD ACCOUNT --== 

Rs. 3,57,500 

SHARES IN A 1 

To Balance b/d Rs. 60,000 

To A Ltd— shares 

received now 2,75,000 

j By Shareholders account 

! Dv to'raluation Rs. 5.000 

By Shareholders account 

—distribution 3,30,000 

Rs. 3,35,000 

Rs. 3,35,000 

»&sa» 



ChaplerS/Amilgimtilon, AbiorpHoaiDdExleroiIReeoBsIrodloo . 4 4SJ 


SHAREHOLDERS* ACCOUNT 


To X Ltd— jet off 
To Shares iaA Ltd 

—loss 00 revaluation 
To Shares in A Ltd 
— dislribulioD 


Rs. 82400 
S»000 
3 , 30 . 000 ; 
Rs. 4.17400! 


By Share capital Rt 3,00,Oro 

By General reserve 40,000 

By Realisation account 

—Profit 77400 


Rs 4.17400 
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Business purchase account 




(0 

Dr. 

347.5O0j 

' Rs. 


To the liquidator of B Ltd 


' 3.37.JOO 

t/0 

Goodwill account fbalancine fieurct 

Dr 

77.5CKy 



Fixed assets 

Dr 

2 . 00.000 



Current assets 


1 , 40 . 000 } 



To Sundry creditors 

To Business purchase account 


€0.000 

347400 


(Hi) 

Liquidator of B Ltd 

Dr 

347400 



To Share capiul account 



24 O.OCO 


To Share premium account 



25.000 


To Shares in B Ltd account (1) 


( 

81500 

w 

Shares in B Ltd 

Dr’ 

2.500f 


ToOondwill account (3) 



2.500 


TfrtvrUl Note* 


H) Ltd will issue net 25,000 shares only. Of the 32400 shares, 7,i00sharci 
are due to A Ltd itself tad therefore these will aot be istu^. 

(3) Shares in B Ltd’ stand in ihe books of A Ltd at Rs SO 000 But these ate 
snrrendered to the liquidator at Rt. 82.f00 that bemt the amount due to A Ltd The 
resultlog profit of Rs 2.100 is utilised 10 reduce loodwill ansioi out of absorptioa. 

(b) Kei Assets tnettioa : under this method the net assets of each 
company can be ascertained only by solving sunulianeous equations 

This is so because the value of the share of one company affects the 
value of the share of the other company. Following steps are necessary ; 

(1) Calculate the total value of assets of each company by algebraic 
equation. 

(2) From the total assets of the vendor company (calculated as per 
1 above) deduct the proportionate value of assets because of the claim of 
ihe purchasing company in the vendor company (lee Case 1) 

(3) From the balance thus remaining make one more deduction for 
the shares of the purchasing company held by the vendor companybccacse 
purchasing company cannot purchase back us own shares [see Case 2). 

Illustration 149. Following are the balance sheets of FLtd and 5l2i 


UabiliHes I 

S' Ud i S Lid 
Rs Rs 

A'leis 

Sundry assets 

t ltd ISU 
4 rooriafi 


'.00.000 50000, 

1.000 Shares in S Ltd 


Reserves 

3.12.000 1.60.000' 

1.000 Shares in R Ltd I 

— 


4,l2 000j 2.IO.OOoj 

1 

t. 


It was decided that P Lid will 

absorb 5Ltd. *■ 


calculate purchase consideration 

What shall be the purchase consideration if 
absorbed by a new company PS Dd ’ 
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luuuu • 

Step 1. Calculation of total values of assets of each company . 

Let total assets of P Ltd be p i aad total assets of S Ltd be s 

Therefore, 

p=4,00,000+s X5 -I 

5=»2,00,000+aVxp n 

By substituting the values of s in equation I, v/e have 
■ p=4,00,000+i (2,00,000 -h-A-xp) 

p=Rs. 4,48,979 

4 4S 97^ 

Value of each share of P (approx.) 

By substituting the value of p, in equation II v.e have, 

j =2,00,000 + A X 4,48,979 

=2,00,000 +44,897 

=2, 44,897 

Thus, the total value of assets of the absorbed company is Rs. 
■4,897. 

Step 2. Calculation of purchase consideration : 

Since P Ltd is' already having 1,000 shares in S Ltd, therefore, lo that 
ent assets already belong to it and now it need not pay for it. Thus, 
: purchase consideration is : 

Total assets in .S Ltd lis. 2,44,897 

Less I already belonging to P Ltd (see Case I) 48,979 

Rs. 1,95,918 

The above purchase consideration is to be further reduced, as the 
ires of P Ltd held by S Ltd will continue lo survive and the P Ltd shall 
:m them as payment of purchase consideration. This reduction is to 
done after calculating the number of shares required for satisfying the 


/ment of Rs. 1,95,918. 

For making payment "Rs. 44-90 P Ltd issues I share 

For making payment of Rs. 1 ,95,9 1 8 P Ltd issues 4,363 j^shares 

Shares to be issued by P Ltd 4,363 

■Less already held by S Ltd 1 , 000 

New shares to be issued 3,363 

Purchase consideration is to be paid by : 

(/) Issuing 3,363 shares of Rs. 10 ^ each 33,630 


1. Since it has not been mentioned that shares are to be issued at the new 
ae, they have been considered at paid-up value. However, the fraction is always 
d on the basis of new value of shares. 
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(«) Paying cash for the fraction, / x Rs. 44 S0 


ly-30 


Purchase consideration 


Rs. 33,649-30 


(/70 Purchase consideration in case of amaigamation : 

PLid 

Total value of shares calculated aUcr taking 

- . • • • . • 4,48,979 

■ * 44,898 

Less 

Purchase consideration to be paid to Rs. 4,04,081 

each company by PS Lid 


SUd 

Rs. 

2,44.897 

48,979 

1,95,918 


|<V» J1.. fv J.—. ». « f , . t , < I|jg J,JcvcrdO''Cll 

< !'■ ■ • .• •• • .. • — . estments to be 

^ ■ • ‘v ' .*.-1 i |- •» issue 50 shares 

< I f •' -{••-* • V. , . ,< 2 shares 

! 1. ' * ,• .• rr.larcd before the 

absorption takes place by the Prosperous Co Ltd. 

BALANCE SHEET OF PROSPEROUS CO LTD 
At on $iu Dettmbtr, 1964 
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Solution : 

Purchase consideration : 

No. of shares held in Neverdowell Co Ltd by outsiders : 
Rs. 80,000 less Rs. 20,000 

3oo 


No. of shares to be issued (gross) as purchase consideration (fifty 
shares for every two shares) : 

=3,000 


Shares already held by Neverdowell Co Ltd 2,000 (Rs. 10,000 in 
shares of Rs 5 each). Thus only 1,000 additional shares have to be issued, 
(i.e.. 3,000 — 2,000). Purchase consideration is : 

1,000 shares issued as fully paid Rs. 10,000* 

Additional amount to make partly paid up 

shares fully paid up 10,000 


Total purchase consideration 


Rs. 20,000 


•Investment of Neverdowell Co Ltd in the shares of Prosperous Co Ltd is 
shown at Rs. 10.000 which comes to 2,000 shares of Rs. 10 each, Rs. 5 paid up. 
Since Neverdowell is going into liquidation, these shares’ have been made fully paid 
up by the Prosperous Co Ltd. Additional amount required for making them fully 
paid up is Rs. 10,000, /.e., 2,000 xRs. 5. 

JOURNAL OF PROSPEROUS CO LTD 


~iSF. 


General reserve account 
To Profit and loss account 

(Amount transferred from general reserve to pay 
dividend of Rs. 1,00,000, 20% on Rs. 5,00,000) 


Profit and loss account 
To dividend payable account 
(Declaration of dividend of 20% on share capital) 


Dr. 


Dr. 


Business purchase account 
To liquidator of Neverdowell Co Ltd 
(Amount payable to Neverdowell Co Ltd for their busi- 
ness as per agreement dated ) 

Profit and loss account , Dr. 

To Shares in Neverdowell Co Ltd 
(Reduction in value of shares in Neverdowell Co Ltd — see 
calculation as per note) 


Cash at bank account Dr 

Stock account Dr! 

Snn^y debtors account Dr! 

Dividend payable account (newly created assets on 
account of dividend) 

To Provision for bad debts account 

To Debentures account 

To Sundry creditors account 

To Business purchase account 

To Debentures in Neverdowell Co Ltd account 

To Shares in Neverdowell Co Ltd account 

To Capital reserve account (balancing figure) 

^anous assets and liabilities taken over for Rs. 20,000 
from Neverdowell Co Ltd — investments in that company 
adjusted) „ ■' 


Rs. 

1,00,000 


1,00,000 


20,000 


6,935 


20,000 

2,80,000 

1,50,000 

2,000 


Rs, 

1 , 00,000 

1,00,000 

20,000 

6,93S 


10,000 
l,70,000t 
2,00.000 
■ 20,000 
30,000** 

i3,065tt- 

8,935 





i.Ss;';is"tti'i'g„‘’;'S or 

^0 Lid and making 

compaa/ Mly paidj already held by tjjar 


Sundiy creditors accouoT 

■«ounl 


lO.COO 

20.000 


io.ooo 


30.0CO 


50.000 


‘(Vf'*' R>. 2.<io,rao k,, .i™j, t.u R,, J„ ^ 

t.rt. J =“«“« “hkh ,.cl„J.. R,. ncoo d.!,... 

^I'te : Intrinsic value of shares m Ne.erdonell Co Ltd : 
ltd be^. N’c'crdowell Co Ltd ben and of Prosperous Co 

Then n=Asscts other than tield bj p Ltd and insestncnts in P Ltd. 

Rs. 


Then n-i42.000’ 4—2. 

100 

;’«5.voP,0C0+- n 


Then /r«42.0C0+ 


(5,00.000 ) 

=42.000+10,000+^ n 


Cash 

Sioik 

Debtors folher than 
bad debts) 
DiMdc'J receivable 
(ftew asset*-) 


20.0(0 

2,«i\000 


1,40,000 

2 000 


n = 52,000 + +n 

.tlrO 


Lets Debcnlures ard 
creditors 


200na»i.04.00,006+« 
l99/i«f,04.on.COO 
«= .'2,261 =r\'aluc of 160 shares 
Value of 40 shares held bj Pro>- 
rerou5 Co Ltd 

^^--U,065 

Total value of shares in Prosperous 
Co Ltd 


t Net assets 


4,42,OCO 

4.00,000 

42A'0 

R*r 


= Rs. 5.00,000+i-\5>.?bl 
e share (partly 

^=Rs 5-i? 


= .'.13,065 
Intrinsic salve of o- 
paid) • 

5JX06S 

1,00 OtO 

Intrinsic value of a fu)J\ and *bare: 
Rs. 10J3 


2 Assets oiber iliau 'bares 
n Nc\erdfv ell Co Ltd 
(Rs 9 ,:p,ko-Rs ro.o^it) 

9/o.ncr. 

Lfjs Creditors 3.OI1.OCO 
Dividend pajable 1,00,000 

~ _ 4.60.000 


Net asset' 


Ps 5.tV).0CC 
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Since tb? number of new shares issued is only 1,000, there would be 
no advantage in recording the issue at only 13 paisa above the full value 
Hcace the purchase consideration has been arrived at considering the 
nominal value of shares and not the intrinsic value. 

BALANCE SHEET OF PROSPEROUS CO LTD 
As on 1st January, 19S5 ' 

(AFTER THE ABSORPTION BY PROSPEROUS CO LTD) 


Liabilities 

Share Capital : 

98JOOO Equity shares 
ofRs 10 each Rs. 5 
per share called up 
and paid up 4,90,000 

3,000 Equity shares 
of Rs, 10 each, fully 
paid up for consider 
eatioB other than 
cash to the outside 
shareholders of the 
Neverdowell Co Ltd 
on absorption thereof 30,000 

5,20.000 

Reserves and Surplus : 

Capital reserve 8,935 

Profit & loss account 
(after transfer of Rs. 

1,00,000 from general 
reserve) 1,13,065 

Less Equity dividend 1,00,000 

13,065 

Secured loans : 

Debentures (Rs. 2,00,000— 

Rs. 30.000; 1,70,000 

' Current liabilities & 

^^jProvision .• 

Current liabilities : 

Sundry trade creditors U) 4,50,000 

Equity dividend Payable (2) 98,000 


Assets 

Fixed assets 
Investment (80,000— 
20,m-X.000) 
Stock-in-trade 

Book debts 3,00,000 

Less Provision for bad 

debts 10,000 


Cash at Bank 


Rs. 

4,00,000 

30,000 

4,70,000 


2,90,000 

70.000 


Tntori*! Notes ; Rs. 12,60,000 

sstcsaawaHP | 

Iri Rs, 3.00,000+Rs. 2,00,000-Rf, 5 O.OOO 
(2; Rs. 1.00.000-Rs, 2,000 


Rs. 12,60,000 


IIIastratioB I5I. The following are the abridged balance sheets of P Co 
Co Ltd and S Co Ltd as at 31st December, 1969, 


Liabilities 


Share capital 

P and L acepunt 
Creditors 

PLtd 

Rs 

4,00,000 

75,000 

1,25,000 

5 Ltd 
Rs. 

1.50.000 

1.25.000 : 

Sundry assets 
Goodwill 

P & L account 

PLfd 

Rs. 

5,60,000 

40,000 

5 Ltd 
Rs, 

2,00,000. 

50.000 

25.000 


Rs. 6,00,000 

sssrs-x- = 

2,75.000 

feS9eSS9S9 


Rs. 6,00,000 

2,75,000 


rnn ^ holds 1,000 shares jn 5Ltd at cost Rs. 25,000 and S Ltd holds 
500 shares m P Ltd at cost Rs. 70,000, in each case included in the sundry 


a«pter l/AmiJgioulloi, Abtorptifs ao4 Etftml KcCftBSinictSn ♦A** 

of I? Ltd are Rs W each* Rt. 30 p»td. The two companiei agree to 
sm^araafe and fora a new company i'^Ltd oa the basts fbai : 
(0 The »>>«»•»< k-. i, ..I 

at book ' • • 

goodwj] ■ a ■ • k. I 

The ne;s ■ ■ .■.<■. ,, 

Ra. 25 paid. 

Prepare (/)a balance sheet resulting from merger, and (II) a state* 
xnent sbo*vjng shareholdirgs in the cew company attributable to the 
members of the merged companies 

(lasiitote of Company Seerettries, Final 1970) 

Solotloo. 

BAUNCE SHEET OP PS LTD 
Af at J/«< tytetnAe*. 1969 


UahttUki 

21.600shafe«ofA» SOeicfi. 
Rs 25 paid-up (issued for 
consideration other ibso 
cashj 
Creditors 


Goo 4 *itt; 
'PLtd 
5 Ltd 

Snedry Assets: 
PLtd 
5 Ltd 


1.50.000 

25.000 


5.J5.000 

l4d.CC0 


Rs. 9,40.000 

STATEMENT OF SHAREHOLDING IN NEW COMPANY 


Total value of assets (sec nolebelo*) 
Less ; Perfatnrrg M sh«f« JifW *7 
other company 


PUd 

Rs. 

5,SO,5i3 


5.07.949 

5.07.950 


SLti 

Ra. 

1,02,564 

20.513 

82.051 

82,050 


Say 

Total purchase consideration to he 

fUd Rs, 5,07.950+R!. 82,0:0=R! iSO,O0O 

Numberof shares in the new coopinj 20,318 3,2a2 

at Rs. 25 per share 3^00 4, COO 

Number of shares held by ootstaers j^;203»g 4,0<»: .*.282 

atio in which shares are i»>uf ,i,.t«^*ntioccDpaoy will use fractio.n 
In order to issue shares m th. a 
«rtiScatcs to the rcces-a/y extent 
Note : Book value of shares : 


Goodwill 
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Sundry assets other than shares 
in the other company 


Less : Creditors 


Book value of a sets other than shares 


If p is the total book value of shares of P Ltd and s of S' Ltd, 

then 

p= 5,60,000+ 1/55 
,v=30,0C0+]/8p 
=■30,000+1/8 (5,60,000+1/55) 
c=30,000 +70,000+ ] /405 
= 1,00,000+1/405 
405=40,00,000+5 
395=40,00.000 
5=1,02,564 

p =5,60,000 f 1 /5+ 1,02,564= 5,80,51 3 
Book value of one share in S Ltd 1,02,564 — 5,000 =20 51 
Book value of one share in P Ltd 5,80,513+ 4,000 = 145‘I3 

Iliustration 1S2. The following balance sheets of B Ltd and A Ltd as at 
3Ist March, 1968 are given to you : 

LiabUiUes B Ltd 
Rs. 

Share capital : 

Fully paid up shares of 
K::. 100 each 15.00.00: 

General reserve 2.00,00'. 

Profit* loss account ],60,00(, 

Current liabilities 2,00,000 

6% Debentures ■ — 


A Ltd 

Assits 

B Ltd 

A Ltd 

Rs. 

Sundry fixed assets 
Sundry debtors 

Rs. 

12.60,000 

2,30,000 

Rs. 

20.000 

1,80,000 


Stock 

3,80.000 

2,10,000 


1,0'' -ro in 4 Ltd. 

1.50,000 


• 

= in B Ltd. 

5,00,000 


• ‘V 

40,000 

90.000 


5.35.000 1,30,000 

6.85.000 1,55,000 

1.25.000 1,25,000 

Rs. 5,60,000 30.000 


20 60.000 lo.oo.or 




* #4(1 


"'"-•"Jr., 


general reserve account 

.hdMa.rins,cv^ »^i;»d^ , 

’rofit and loss account ' — ■ ’ 

n— S P*yab!ttcc,^., tffJ f 

Dividend at 8% declared / 

to taking over A's b m.^L) ''' j 

Jusioess purchase acm^T' 

To A Ltd ^ 

Ainoant payable for ' 

business of ^ Ltd L 
dated ) ^■’ 

Joadxy fijced assets acco-^ ' ' — .• 

Sofldiy debton acco-^ *“ //-■. 

Stock aecDUQt «V 

Disideod receivable a~e^ 

Cash at baak aecocai *” ^ 

Gcedifill accoufit ^'• 

To 6/i Deberrcrs aito^r 
To Cirrest luKeii fer-T- 
To Business purciss* ^ 

To Shares is Xlxd ' '' 

Rt-ra assets and 
e^CrxzA lid aid 
tc^cf shares ah-eadT icd - 
AUi) ' 

^ — •,: — 

To Cks ar sc :^ ■ 


/W/4 

/•'/// 

'ytff. 


^e vtodo 


Clivtcr < / AiVaMt4 AecMAttney 

Tutorial Notes 

A. Intrinsic value of shares : 


(i) Assets other than shares 

Dividend receivable from B Ltd 


Less : Liabilities : B Ltd A Ltd 

Rs. Rs. 

Current liabilities 2,00,000 90,000 

Dividend payable 1,20,000 ~ 

6% Debentures — 3,00,000 


3,20,000 3,90,0C0 


B Ltd A Ltd 

Rs. Rs. 

19,10,000 5,00,000 
- 24,000 


19,10,000 5,24,000 


3,20,000 3,90,000 
15,90,000 1,34,000 


(«) Let total intrinsic value of B Ltd. be b and of A Ltd, a 
Then 6-.15,90,000+l/5a 
And a= 1,34,000+1 /5b 

6=15,90,0Q0+-i^l,34,000+y bj 

= 15,90,000+26,800+ ~ b=16,16,800+ * 

25b=4,04,20.000+b 
24b=4,04, 20,000 
b=16,84,167 

a=l,34,000+yx 16,84,167=4,70,833 
Intrinsic value of shares in B Ltd — =Rs. 112-28 

I DjUUv) 

A nn o« 

Intrinsic value of shares in A Ltd - y =Rs. 94‘17 

(2) Purchase consideration : 

Value of 4,000 shares in A Ltd. held by outsiders 
(4,000 x 94-17) 

No. of shares in B Ltd. required Rs. 3,76,680— 

Rs. 112-28 

Shares already with A Ltd. 

Additional shares to be issued 

Purchase consideration 354x 112-28 
Cash 


Rs, 

3,76.680 

3,354* 

3,000 

354 

39,747 

39.840 


•Plus Rs. 93 cash. 
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Since goods are left unsold with the purchasiag conpasy there it so 
Deed for making adjustmeot for onrealited profit. Unrealised profit it 
adjusted when goods are sold by the porebasiog company and left unsold 
with the absorbed company. 

ASSIGNMENT MATERIAL 


Objeclire Type Qaestlons 

I. State whether the folfowfog statements are 'TRUE* or 'FALSE* : 

1. The process of two or more companies combining to form a new 
company is called absorption, 

2. When the purchasing company decides to romperiaie the fell* 
log company on the basis of agreed value of assets and liabilities, the 
method of calculating purchaie ccnsideraiion is called 'Net Payircnts* 
method. 

3. In the case of amalgamation there are two or more liquidations 
and one formation. 

4. When one existing company lakes over the business of another 
company or companies, it is known as absorption. 

5 External rccooslruciion takes place when a new company is 
formed to take over the business of an existing company. 

6. Tbe atm of reconstruction is to write off past losses and to secure 
additional working capital. 

n In calculating the purchase consideration by net assets method, 
all assets iacluding fictitious assets must be taken into account. 

8 Workmen’s Compeosation Fund Is a liability and therefore It 
must bi transferred to tralisation acwuoi. , ^ , 

g Faoioyeei’ Profit Sharing Fund js an accumulated profit and 
thcicro« m«c be .Ktsfcircd lo shareholders- accouel 

10 Tjader the net payments method, purchase coaiidcraiion if irri. 
ved i bv adding «P the pa)mcnts made to feveraJ interciti m lU yndof 
company iucJudml creditors. 

• II. Fill in the blanks : 

■* TT-df, the net payments method porcfcaiecosiai-fatiw it t 
ved at by ad*oe »P P=)'p'"” '"P''' coEpe-t?. , 

2 Whea Here sre one or more liqoajjuoet aer: ro .'cra';K a 

*^™^“wkeaeaesMios company tales mer rie t-.i.-jrrs e'er-* 

'yrioemy should be lrarirerei-.-._ 

,*'\.,|.naidsi:otisuchaircu.ttir;j:i 
more or less ^ . 

< -ivitM the fcrctasiag comp*:? rc.^' 

rompany, the $ I aecouct aij; c - 

company is 1^*^ 
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8. When there is one liquidation and one formation it is known 

as,.. 

<>. When there are two or more liquidations and one formation, it 
is known as... . 

III. Indicate the correct answer : 

1. Ltd. lakes over i? Ltd, with the exception of creditors and 
agrees to pay Rs. 5,00,000 to the shareholders of B Ltd, Creditors stood 
at Rs. 1,00,000, The purchase consideration is to be taken as 

(a) Rs. 5,00,000 

(b) Rs. 6,00,000 

(c) Rs. 4,00,000. 

2. A Ltd. takes over B Ltd. and agrees to discharge debenture- 
holders of B Ltd. at a premium of 5%. The premium should be debited 
in the books of the vendor company to 

(a) Realisation account 

(b) Shareholders’ account 

(c) Profit and loss account. 

3. When two or more companies liquidate to form a new comp- 
any it is called 

(a) Amalgamation 

(b) Absorption 

(c) Reconstruction. 

4. When the purchasing company allots shares at market price the 
calculation of purchase consideration is based on 

(fl) Market price 

(b) Paid-up value 

(c) Average of the above two. 

5. Liquidation expenses paid by the purchasing company are to be 
debited to 

(a) Preliminary expenses account 

(b) Business purchase account 

(c) Liquidation expenses account. 

6. Absorption is said to take place when 

(a) a company is formed to take over another company 

(b) two or more companies are liquidated to form a new company 

(c) two or more companies liquidate to be taken over by an exist- 
ing company. 

7. A Ltd. takes over the net assets of B Ltd. valued at Rs. 8,00,000 
and agrees to pay Rs. 5,00,000 to equity shareholders, Rs. 2,00,000 to 
preference shareholders and the balance to debentureholders. The pur- 
chase, consideration paid by A Ltd. is 

(a) Rs. 5,00,000 

(b) Rs. 7,00,000 

(c) Rs. 8.00.000. 



Q..K., ^ 


8 , X Ltd acquire! the bmlnui of 1* 1 1.« . 

be balance sheet work ouno 1U. J.OO.wJ) ’ .y 1 1 I 

3,50,000 to equity shareholden, U«, 2,1011(1(1 i,/i,„(^!',’ ' V' I',-", ' 
.;,d Rs. 2,00,000 to <l=bonturehol.lea‘ 1 


(o be paid >s 

(a) Rs. 8.00.000 

(b) Rs. 6.00,000 

(c) Rs. 5.00,000 


9 AUdtzUsovcT B Ltd Md npjtrt v, a||„( (,» ,, 

iotrinsic values of sharw oM Ld and li Ud ife |t(} ftn,| 1, 

respectively. The basis of exchange on intriniif i 1 

and R Ltd should be 

(0) One share of v4 Ltd for one thafc of B f.hi 

(1) Tivo shares of A Ltd forthree slia/e* of /; fM 
(c) Three shares of ^ Ltd for i^o tharei of // |,id, 


Problems 

1 . The fb&o»irj is the balance tl>ert of X ^|j| 

Dtcenbef : 


JjcbUiner 

Capdal-aOiOsIr^rai^ 
Rs. WeasiftriTP*^ 


up 

Siiadiy creditors 
Bank ovtrdnf: 


Rs. , Au»ff 

JUed trA bwiM/nyt 
Ma-chiner/ 

Vi'ffi *>.rA^f 

trA. R/tt %rwiit 


¥)ffA 
I ff'/f 


1///: 


R« iT///// 
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THE IRON ORB CO LTD 


Liabilities 

Capital : , „ 

5,000 Ordinary shares of Rs. 100 
each fully paid 
Contingency fund 
Sundry creditors 
Bills payable 


Rs, 


5,00,000 

10,000 

58.000 

42.000 


Rs. 6,10,000 


Assets 

Land and buildings 
Machinery and plant 
Sundry debtors 
Less Reserve for 
doubtful debts 

Slock 

Cash at bank 


55,000 

5,000 


Rs. 

3.00. 000 

2 . 00 . 000 


50.000 

25.000 
' 35,000 

Rs. 6,10,000 


THE PIG IRON CO LTD 


Liabilities 
Nominal capital ; 

2,00,000 Ordinary shares of 

Rs. 10 each 

Rs, 

20.00,000 

Assets 

Land and buildings 
Machinery and plant 
Goodwill 

Stock 

Sundry debtors 

Cash at bank 

' Rs. 

5.00. 000 

3.00. 000 

1.00. 000 
60.000 

1,00,000 Ordinary shares of 

Rs. 10 each fully paid 
Reserve 

Sundry creditors 

10,00.000 

60,000 

1.20,000 

1.20,000 

1.00,000 

Rs. 

11,80,000 


Rs. 11,80,000 


Show the journal entries in (he books of the company that is being 
absorbed and the opening balance sheet of the Pig Iron Co Ltd. 

tB. Com., Delhi, 1961) 

[Purchase consideration without including amount of liquidation expenses 
Ps. 6,00,000 : Profit on realisation Rs. 90,000 ; Balance sheet total 
Rs. 18,80,000 ; Additional amount of goodwill Rs. 1,00,000] 
•' 3, The Moon Co Ltd and the Rising Star Co Ltd have agreed to 

amalgamate. A new company Sunshine Co Ltd has been formed to take 
over the combined concerns as on 31st December, 1965. After negotia- 
tions, the assets of the two companies have been agreed at as shown in 
the following balance sheet ; 

THE MOON CO LTD 


Liabilities 

Rs. 

Issued capital : 


1,00,000 Ordinary shares of 


Rs. 10 each fully paid up 

10,00,000 

Sundry creditors 

80,000 

Profit and loss 


(Undistributed balance) 

50,000 

Rs. 

11,30,000 


/Assets I^s 

Land and buildings 5,00,000 

Machinery and plant 2,00 000 

Ratents 1.10,000 

Stock 1,50,000 

Sundry debtors 1 20,000 

Cash at bank ’5o!o00 


Rs. 11,30,000 


Chapler 8/Am«?*tmafloa. Ab*orp«Ioo asd Exitroil RetosjfmStea 


THE RISING STAR CO LTD 


LiabflUlej 

Issued capits! : 

50,000 Ordinary shares 
^ of Rs. 10 each 

Sundry creditors 

Reserve fund 

Profit and toss 
(Undistributed balance) 

Ri. 

i.OO.OOO 

50.000 

50.000 

50.000 

Aisen 

Land and buitdinss 
Machinery and plant 
Go0d»il( 

Stock 

Suedey debtors 

Cash at bafli: 

Rs. 

J.ro.too 

iSO.ft-O 

50.<TO 

ro.Pco 

To,a« 

lOCCO 

Rs. 

6,50,000 


Rs. 6.50 000 


Show how the amount payable to each company is arrived at and 
prepare the amalgamated balance sheet of the new company. 

(D.A. Pass, Delhi 1966) 


[Shareholders of the ^foon Company Ltd will get 1,03,000 shares and 
those of the Rising Star Company Lid viU gel 60,000 shares ; 

Glance sheet total Rt. /7,50,000j 

A With a view to elTecting economy in worLing, the United Mills 
Limited agrees to take over the business of the Bharat Hosiery Limited, 
from 31st October, 1967. The following is the balance sheet of the Bharat 
Hosiery Limited as on that date : 



Rs 

Assets 


Paid upapltal : 


Land and buildmss 

1.80.000 

17,000 shares of Rs. 50 each 

6.00.000 

Plant and maebioery 

1.25.000 


1.70.000 

Stock 

2.50.000 


10.000 

Debtors 

2,90.000 

Creditors 

75.000 

Cash at bank 

, 25.000 

Profit and loss 

65.000 


Rs. 

8,70.000 


Rs. 8, 70, COO 


The purchasers took over all the assets and liabilities ofiheSTfldor 
company excepting a sum of Rs. 10,000 to provide for cost of liquWition 


Rs. 70 per share, i/r., Rs. 7,000. 

pass the necessary journal entries in the books of thertspci't? 
companies to give effect to the above transactions. (B. Com, DrftI IW) 


[Purchase consideration R* ^ ” 

before considering the lo. ' _ ■ 

shareholders ; total of 

new balance sheet Rs 8,60,000 ; Capitol resene*- 
No/e: It is better to show reserve for douhtfsi 
side of balance sheet by way of 
of debtors. ^ sr- •'* ' 

5. Rahu Ltd decided to absorb Chani 
The summarised Balance Sheet of Chaodn - - - 
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Liabilities 

Share capital : 

Rs. 

Assets 

Fixed assets : 

Rs. 

50,000 Equity shares 


Land and buildings 

3,00,000 

25,000 

of Rs. 10 each 

5,00,000 

Furniture 

General reserve 

2,50,000 

Plant and machinery 

5,55,000 

Profit and loss account 

1,20,000 

Current assets : 

70,000 

5% Debentures 

1,00,000 

Stocks 

Sundry creditors 

30,000 

Sundry debtors 

Cash at bank 

Cash in hand 

35.000 

10.000 
5,000 

Rs. 

10,00,000 


Rs. 10,00,000 


Rahu Ltd agreed to take over all the assets and liabilities of Chandra 
Ltd. The current assets were to be taken over at their book value but the 
fixed assets were revalued as follows : 


Land and Buildings Rs. 3,50,000 
Furniture 15,000 

Plant and Machinery 6,00,000 

Rs. 50,000 was to be paid for goodwill. 

The purchase consideration was paid as Rs. 2,55,000 in cash and the 
balance in fully paid equity shares of Rahu Ltd. 

The absorption was duly carried out on 1st July 1976 and the 
expenses of absorption amounted to Rs. 5,000 paid by Chandra Ltd. 

You are required to show the journal entries to close the books of 
Chandra Ltd. (I.C.W.A. Final, December 1976) 


[PurcJtase consideration Rs. 11,05,000 ; Profit on realisation Rs. 1,30,000] 

6. Deva Ltd and Asura Ltd carrying on similar businesses agreed 
. to amalgamate by transferring their undertakings to a new company 
•, Deveudra Ltd. 


j- The balance sheets of the two companies as on the date of transfer 
were as follows : 


Liabilities 


Deva Ltd 
Rs. 


Share capital : 

Equity shares of 
Rs. 100 each 5,00,000 
6% Preference shares 
of Rs. 100 each 5.00,000 
5% Debentures — 
General reserve 2,00,000 
Profit and Loss A/c 1,15,000 
Sundry creditors 75,000 


Asura Ltd 
Rs. 


3,00,000 


2,50,000 

40.000 

70.000 

55.000 

35.000 


Assets 

Deva Ltd 
Rs. 

Land and buildings 4,65,000 
Plant and 


Asura Ltd 
Rs. 

2,55,000 


Rs. 13,90.000 7,50,000 


machinery 
Furniture and 
fittings 
Stock 
Debtors 
Cash at bank 
Cash in hand 


5,60,000 3,58,000 


79.000 
81,500 

56.000 

87.000 
6,400 


Preliminary expenses 55,100 


34.000 

52.000 
24,600 
22,500 

3,900 


Rs. 13,90,000 7,50,000 


The terms of agreement were as follows : 

(o) The purchase consideration consisted of— 

(/} the assumption of liabilities of both the companies. 


Ch»pt« t / Aaalgaajiioi, Ab,0rpti«3 atS Cxc«fcsl Recooi tractloa 

(ii) ihedjjcbarge ofthe iebcnlorcs in Alura Ltd at a premium 
5/0 by issae of 7% dsbentures ia Dcvasora Ltd 

(/ii) the issue of 10 equity shares of Rs. 10 each at a premium 
of Rs 2 per share for each prtrerence share held to both the 
compaoies, 

(i>) the issue of 10 equity shares of Rs. 10 each at a premium 
of Rs. 2 per share and Rs 22 in cash for each equity share 
in Deva Ltd aod 5 equity shares of R$. 10 each at a 
premium of Rs. 2 per share and Rs. so jn cash for every 
equity share in AturaLtd. 

ib) All the assets and liabilities ofthe two companies were taken 
over at their boolf value except that apronsha st 5^ was to be raised 
on debtors 

(e) In order to raise working capital and to pay the purchase 
considerations Des-asura Ltd decided to issue 30,000 equity shares of Ri. 
10 each at a premium of Rs 2 50 per share 
You are required to- 
fu) Pass journal entries in the bools cf Deva Ltd to close its 
accounts, and 

(b) Show the opening balance sheet of Deviiun Ltd. 

(I.C.W.A. i'laal. DfCembcr 1977) 
[Purchaif eonstderouon • Dera Lhi Xa JSJ0,0C0 ; Jjuro Ud 
R,. 7,62,000 : Loss on reelisaion Dno Lid Rs 49,900 ; 
/tru'U Lid Rs. 5.000 ; Bslance sheet total Rs 25,57,^] 
" I ' ■« •,* ' * amalgamate 


PaiC-up cipiul J.woeqoirr 
shares of Rs. 10 nch 
Profit aod loss accoust 
S% debentures 
Suodrjrcrcdiiors 


AB.<\D UMirCD 
Ki'TCiioowiiJ 
3.00.000 S.ock 
30.«0 I Debtors 


NABAD LIMITED 


4470 




-- ‘•wvvuijiaocy 

LimilM • 

, The "'■" "'"■'.en off 

^bad Limited and Nabld^r°“ divided bpi 

piously earned tta sa.^^ p ^'^rehoMera „ 

booha^fVM-P P"?hasea Ace„ 


should be closed."' Account 

f^'-eKf'%ahad^7lTn°^ ■S0,000 ■ w ^“^®*'®ediafe Mav TO-? 

December 31 agreed to acauir/* 

.he balate“i?o?''^''“^“«< 

iSTT—— 

i.00,000 

•??.PP0 I S •’“'■1‘lings 


Capital fin 

S£'E"*““”"' 


Rs. 


PS 


JO, 00, 000 1 


LOO, 00 
3.00,00 
3.4O,00i 
L68,00( 
36.00C 
36,000 


R=;- W0fo““”“™ P?ya'b7e'by Whi, , '"' 'S 

'plan, a 1?°r* Sf WUle L.d va„„. , . " ‘"P®™” < 


pS?^r« -'Vh.-.e pid : “ ■" 

%d*’’i' “ Tfe “ Sr oH? Of 5?"*' ® «a-!,00 0. 

““»5S=sli^lSS?s 

Madras 1975 . ^ • 

2. of Jls. -JOn 


Th„ t be s 

Tbe business of the inH- rr, 

" Trader, r..„n.. 


copter «/ AnatgUloa. Atnofpiloi aad EtUn»t PtcoattncUoa <47| 

Neo IndoTrtdbg Co Limited. The purchase consideration is lo be dis- 
charged Ai foUowa ; 

. (0 A payment in cash at Rs. 20 for every share in the India Traden 
Limited ; (2) A farther payment in cash at Rs. 60 for every debenture ic 
the India Traders Limited in full discharge of the debentures ; and (3) An 
exchange of 3 aharcainThe Nco Indo Trading Co Limited of Rs. 8 each 
(quoted in the marltet at Rs. 16) for every share in the India Traders 
Limited. 

The balnnce sbeet of the India Traders Limited stood as follows at 
the date of purchase : 

ISDIA TRADERS Lt^f^^ED 

BALANCE SHEET 


«p.=«s of „q„is„i„; ;W”-TO of ,0 pcJ oeS “'“■'S lebe. 
Creditors werf.,,o‘^ '^“Dtot2per cent 

I .™ m ‘°"' "■' Wp»r ac ° co „\ t ” c « L!f 

follows : Januao^ 1971. the balan^ I 

Anthor / sed and ’-“*'^'" p ^ ^ • 

Share ' 

^ flflA . • 


j Goodwill Niseis 
Patents 

, Smio ’ oiw . s »„ 


^ ipirai : — “ pnare 

■ » ftf ;/” R ",'« 7P '? w .. c = 

«5(«»b“P "“'“fMy 

ssSr; 1® 

2,50,000 j - 

company '■econsfruction was a ,4 ' 

’'25.000 all in equit^r wlfa'^a •• A 

« the newlo 10 each ^ ? authorised capita) nf 

■Sls=SS?=S£-r?-- 

«-=^-r~c€.:s:£S 

12 The^h li»72 • R 

» foIlS^s .sheet of ^ Co ’ 1^72 m d-« 

t ^ Company Ltd on 3j.. rC ’ ^“‘^adj 

“ December, 1979 


Rs 
‘ tt’.oca 
, 15,000 
1,64,500 
500 
28.000 
2,000 


Qapf«r9/Acu^g>mar/0B, Afr«nTffMaBiExtmia/R(ctm$(r«ct(oa 4 4TJ 


UabUiUa 

Share capital (Authored asd 
iuu^) 

€23 Equity tham of Ra. 60 

each, fully paid 

Pebeotum and interest aecouct 
Sosdty creditors 
General reserve 
Debeomre redeznptiOD siokiec 
fund 

Profit and loss account 


37^ 

1.10,0(0 

30.0CO 

214C0 

20.000 

11.000 


. . 

Land and boildioft 
Plant and machinery 
Soadry debtors 
- Prelioinary expeoser 
I Sinhina fund fovestmrnti 

(at cost; 

C^h ia hand 


Ra. 
40 0CO 

Ua.cico 

40.0CO 

3.000 


Rl. 


2.30,000 


.4 company Ltd >^ent ioto s'otuaUiy liquidation on 31st December. 
1970, and its business was absorbed by ^ company Ltd on the f^ollowuig 
terms : 


(0 B Company Ltd to take over Land and buildings. Plant and 
nuebinery and investments at book s'alue. sundry debtors at Rs. 35,000 
and goodwill at Rs. 31,000 ; 


(i7) B Corapao) Ltd to take over sundry creditors ; 

(///) Purchase price to be satbfied by the issue of 1,250 fully paid 
equity shares of Rs. 60 each, of which the market value w.\i Rs J^O each : 

(fiij Liability (o debenture* 'tolders, including interest, to be met by 
the issue of R$. 1, 20,000 7% debentures by the D Company Ltd. 

The cash Rs 1,000 just sufSeed for the expenses, which A Company 
Ltd had to meet. The transactions with if Company Lid and the disfn* 
bution to shareholders was completed on 3ist January. 1971. Pass 
entries giving effect to the above scheme to journals of both companies. 

(B Com (Hoas.). Delhi. 1971) 
13. The Books of Sickumt Ltd contained the following baksnees on 
31st December, 1975 ; 



Dr. 

Cr. 

Share capital— 12.000 equity shares of 

10 Rs. each 


1 ,20.000 

Creditors 


1,40,000 

Patents 

1,20.000 


Plant and machinery 

ao.ooo 


Stock 

30,000 


Debtors 

50.000 


Cash 

1,150 


Preliminary expenses 

7,250 


Profit and loss A/c 

1I,5C43 

■ 


"2,60,000 

2.f0.(«> 


The Company being unable to raise further OpifaUrd the 

landing la the books at a figure largely in «*ccs8 of ♦ 

ng scheme was submitted to the Shareholders and C»tdiso« . _ ^ 

(c) The Company to go into voluntary 
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company New United Ltd to be formed authorised capilkl 

Rs* 2^00,000 to take over the assets and liabilities. 

{b) Liability to the creditors to be discharged by the new compai 
as follows ; 

25 paise in the rupee by payment in cash and 50 paise in the nipt 
by the issue of 6% debentures in the new company. 

(c) 12,000 shares of Rs. 10 each, Rs. 5 per share paid, to be issue< 
td the shareholders of old company, the balance of Rs. 5 per share beinj 
payable on allotment. 

{d) The expenses of liquidation amounted to Rs. 1,750 to be paid 
by the new company as part of the purchase consideration. 

Assuming that the scheme has been approved and sanctioned, yoa 
are asked to prepare the following in the books of the old company : 

(i) Realisation A/c 
(i/) Shareholders’ A/c 
(///) Statement of purchase consideration. 

(B. Com., Bombay October 1976) 

14. The following is the Balance Sheet of Small Ltd. as on 
30-6-1976 : 


Liabilities 

Rs, 

Assets 

Ks. 

4,000 Equity shares of 


Buildings 

1,70.000 

Rs. 10 each 

4,00,000 

Plant and machinery 

• 4,00,000 

Oeneral reserve 

50,000 

Investments 

50,600 

Profit and loss A/c 

5,600 

Debtors 

1,40,500 

5% Debentures 

2,50,000 

Stock 

80,700 - 

CrMitors 

1,28.700 

Cash at bank 

16,500 

Dividend equalisation fund 

24,000 




Rs, 8.58,3CO 


Rs. 8,58,300 

as S33 


Small Ltd was absorbed by Big Ltd on the above date on the follow- 
ing terms and conditions : 

Big Ltd to : 

(а) Assume all liabilities and to acquire all assets except Invest- 
ments which were sold by Small Ltd for Rs. 45,500. 

(б) Discharge the debenture debt at a discount of 5 per cent by 
issue of 7% debentures in Big Ltd. 

(c) Issue two shares of Rs. 60 each in Big Ltd at Rs. 65 per share 
md also pay Rs. 2 in cash to the shareholders of Small Ltd in exchange 
or one share in Small Ltd. 

id) Pay the cost of absorption Rs. 1,500. 

With the consent of the Shareholders, the Liquidator of Small Ltd 
)ld off in open market, one-fourih of the shares received from Big Ltd 
; the average rate of Rs, 63 per share. 

’epare ; 

(0 Statement of purchase consideration 
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of the Dclt't Co Ltd on the following basis : (a) The debenture-holders 
in Delta Co Ltd arc to accept ,400 preference shares ; (h) The shareholders 
of Delta Co Ltd arc to receive one equity share in Omega Co Ltd for 
every two shares held by them ; and (c) The cost of liquidation amounting 
to Rs. 600 is paid by the new company. The balance of preference shares 
has been issued and taken up by the public. 

Give important ledger accounts in the books of Delta Co Lid and 
journal entries in the books of Omega Co Ltd. 

(B. Com., Bangalore, 1971, Modified) 32 7 

{Purchase consideration Rs. 90,000 ; Loss on rtalisation Rs. 38,000 ; 

Capital reserve in the books of Omega Co Ltd Rs. 38.000 ; Good- 
will in the books of Omega Co Ltd Rs. 600) 
17. The following is the balance sheet of ARC Co Ltd on Dccembet 
31, 1970 ; 


Liabilities 

Ks 

Assets 

Rs. 

Capital : 


Land and buildings 

1,20,000 

20,000 shares of Rs 10 each 

2,00,000 

Plant and macliincry 

1,50.000 

Debentures 

1,00,000 

Work-in-progress 

30,000 

Sundry creditors 

30,000 

.Stock 

60,000 

Reserve fund 

25.000 

Furnilurc and fittings 

2.5C0 

Workmen's compensation fund 

10,000 

Sundry debtors 

25,000 

Dividend equalisation fund 

10,000 

Cash at bank 

12,500 

P & L appropriation account 
Depreciation provision ; 

1 nnd and buildings 

5.100 

20.000 

Cash in hand 

100 

Rs. 4,00,100 

«=» «SB SSS « 


Rs. 4.00.100 

eat (St an cs) 


The company is absorbed by XYZ Co Ltd on the above date. Th( 
consideration for the absorption is the discharge of the debentures at i 
premium of 5 per cent, taking over the trade liability and a pajment o: 
Rs. 7 in cash and one share of Rs 5 in XYA Co Ltd at the market valU( 
of Rs. 8 per share in exchange for one share in ABC Co Ltd. The cos 
of liquidation Rs. 500 is to be met by the purchasing company. 

Pass journal entries in the books of both the companie.s. Show hov 
the purchase price is arrived at. 

(B Com.. Kanpur, 1970. B. Com.. Andhra 
1972 ; B. Com , Madras, 1972 ; B. Com , Madurai, 1973 ; B. Com, 

Delhi. 1973 ; Modified) 32 : 
{Purchase consideration Rs. 4,05,000 ; Profit on realisation Rs. 49,906 
18. Enterprise Ltd has just recovered from a great financial difli 
cuhy. Its balance sheet as on December 31, 1971 is, as follows ; 


Liabilities 

Equity bliarc capita! 
5% Preference share 
capital 
Liabilities 


Rs 

6 , 00,000 

4,C0,000 

1,50,000 


Assets 

Duildings 

Plant and machinery 
Current assets 
Profit and loss account 


Rs. 11,50.000 I 


Rs 

4.00. 0n( 

2 . 00 . 00 ( 
2 , 00 , 00 ( 
3,50,00( 

Rs. II.SO.COI 




•fcrcDce ili»rca 
" . . . , ■ in the ratio 

-? |-•5t^.^^,uk,c fcuuici. * ' allotment of 

creditors in fall MtUratM*™nsre'iino’oatr°c'* ™ Pci'l to 

and debtors. C^st of wading nTaL”r557or'fi 

cntrref?nThe'& Srp/Uo 

Enterprise (1972) Ltd ^ ^ ’2) Ud. Also draft balance ibcci of 

as on 3IstDa«mL”T92l"''’ “"‘"0 
_ The Balance Sheet of Elora Limited as on that date was as under : 


^ LlabitilUs 

Paid'Up capital . 
l.CM 6% Preference shares of 
Ri. 100 each 

20,000 equity shares of Rs 10 
each 
Reserve 

Profit and loss account 
2/e Debentures 
Sundry creditors 


R>. 1 


AtitH 

I Fixed Assets : 

I Land and buildings 

1.00. 000 I Macbincrifs 

Current Assets : 

2.00. 000 I Stock 
20.000 I Debtors 


2.00,000 

LOO.OCD 


30,000 

1,00,000 

1,50,000 


Rs. 6.00,000 


Cash and bank balance 
Miscellaneousexpendinire 
Preliminary apenses 
Debenture discount 


2.CO.DOO 

30.000 

95.000 


10.000 

5,000 


Ri. 6,00,000 


The consideration payable by Ajanta Limited was agreed as under : 

. (1) The Preference Shareholders of Elora Limited ssere to be 

allotted 8% Preference Shares ofRs. 1,10,000, 

(2) Equity shareholders to be allotted six equity shares of Rs. 10 
each issued at a premium of 10% and Rs, 3 cash against every Cve shares 
held. 

(3) 7% Debenture-holdcfs of Elora Limited to be paid 8% premium 
tjy 9% debentures at 10% discount. 


•imited. The machineries were valued at book salue. 

It was agreed that before aerjaUinon Elora LWled u jd pay dividend 
t lOV, on eqSily shares. Liquidatroa eipenves are Rs 5,CM 
^ Draft joaraal eatries necessary to dare thresh- of Elora Linned 

‘ltd to record aeqaisition in the bools of Aj Jatti. ■ 

[ReaUsation prejit Ri. 

20. The sammarised balance sheets oiu.. i. 
it March 31, were as follows : 
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Thick Ltd TMit Ltd 

Rs. Rs. 

Issued share capital ; 

Shares of Rs 10 „ „ . „„„ 

each folly paid 2,00,000 1.50,000 

Trade liabilities 25,000 60,000 

Profit and loss account 30,000 — 


Thick ua Thin Ltd 


Goodwill 

Fixed assets at cost, 
less depreciation 
Floating assets 


Rs. 


Rs. 
30,000 


Rs. 2.55,000 2,10,000 


esses:: sssss 


Profit and loss account — 


1,60,000 

95,000 


50.000 

80.000 
50,000 


Rs, 2,55,000 2,10,000 


The management of Thick Ltd resolved (o fake over the business of 
Thin Ltd with effect from April 1. The shareholders of the latler company 
agreed to accept shares in the former company on the basis that the shares 
of Thick Ltd were worth Rs. 12'50 each and that the shares of Thin Ltd 
were worth Rs, 5 each. The purchasing company took over the fixed 
assets of Thin Ltd together with the floating assets and not required to pay 
the liabilities. 

Assuming the necessary formalities V ere carried out, make journal 
entries necessary for these transactions in the books of Thick Ltd and 
draw up its balance sheet immediately after the merger. 

(B. Com., Osmania, 19T1) 3212 
(Purchase consideration Bs. 1,35^000 ; Balance sheet total Rs 3,90^000) 
21. B Co Ltd had the following balance sheet as on 31-3-1978 ; 


B CO LTD 


Liabilities 
Share Capital ; 

50,000 shares of Rs. 100 each 
Capital reserve 
General reserve 
Unsecured loans 
Sundry creditors 
Provision for taxation 


Rs. I 

50.00. 000 1 

10 . 00 . 000 ! 

36.00. 000 

22.00. 000 

42.00. 000 

11 . 00 . 000 


Fixed assets 
Current assets 
Investments 
Goodwill 


Assets 


Rs. 

83.00. 000 

69.00. 000 
17,00000 

2,00,000 


Rs, 1,71,00,000 


Rs. 1,71,00,000 

asestsasssj 


B Co Ltd is amalgamated with Beesons Ltd as on 31-3-1978, ot 
which date the balance sheet of Beesons Ltd is as follows : 


BEESONS LIMITED 


Liabilities 

Rs. j 

1 Assets 

Rs. 

Share Capital : 


Fixed assets 

1,60,00,000 

8,00,000 Shares of Rs, 10 each 

80,00,000 I 

Current assets 

1,68,00,000 

General reserves 

Secured loans 

Sundry creditors 

Provision for tax 

Provision for dividend 

1,00 00,000 ' 

40.00. 000 

46.00. 000 

52.00. 000 

10.00. 000 j 


Rs. 

3,28,00,000 


Rs. 3,28,00,000 


For the purposes of the amalgamation the goodwill of B Co Ltd 
considered valueless. There arc also arrears of depreciation in B C 
Ltd amounting to R^. 4,00.000. The shareholders in B Co. Ltd a 
allotted, in full satisfaction of their claims, shares in Beesons Limited 
the same proportion as the respective intrinsic values of the shares of ll 
two companies bear to one another. 


«.p.« 8 , A»., 

.0 th/abovf bch .he ccpanic. m jiv. .^cc 
veto B Cp. l,j 

22 Th. r„ii • • Purrhaic nnildtratlon Ri. 90.00, m\ 

C8lcu..8Chen,ij8™d\„®Ma"b"Mi°5'^^^^^ '""'"'"f' 

undertakings to a new comnanv An**i ’ rropojc to sell tbelr 
L.d,.ob<,Ln.ed for this por^ “''"'‘’'"P Chtmic.l. 

Bomba)/ Cdeuua ““S — T r-: 

Bleaehlngt Chemicals 

Ltd t/A Bleechlnrt Ckern'cele 

Rs R« 

Paid-up capital : • . , R» R». 

(Ri. 100 thares) 80 00 000 ^ 

(Rj. 10 ihara) _ 40mmn c.JS !1,7I«M 
Reserve and lurplul <0.00.000 Imn. elc, 31.21,000 2'dl3«l 

of profit and loss K?„,“ , «,71,OCO 17,012100 

c=r".' 1^^S:SSS S“S-5 - 

D«t>«ifure») 

Caib tod bank 
bataecti 


Rs l.2l,W.OOO 74.20,000 


RmljR BlmMngi Ltd. CcfeviKt Chmhah M. 
Profit for the year coded on : Rs. 

31'3*65 12,10,000 6,30,000 

3!-3-64 11.80,000 7.24.0W 

31*3-63 Jl.08,000 8,18,000 

Assuming that a reloro of 10 per cent it expected on ifcc cipifJl 
employed io the business and valuing goodwill at 5 yean* rurchx'e of 

super profits in the case of Bombay BleacbiTff Ltd and at 3 jcirs* pur- 
chase of super profits in the case of Calcutta Cte.ricaU Ltd work out fbe 
basis on which the amalgamafion sfcould te inadr The market price of 
the 4J per cent Govt. Sccuriites on March 31. 1965 was Rs 90 toad* 
red and of the 6 percent municipal <'ebentcres on lie same day was Ri. 
95 per hundred. 0 C 5V^., Jasrary, |96<5; 32 14 

{Purchasf conjUfrallcm ■ BTrdcj B:eszh!r^t p.j J 1 1//) r//)^ 

CcIca'sChfrdcch Ps S'fJU/'j) 
23. A Limited and B Limited agreed to a.ncaJgaeiaie tief* hcfseitcf 

The scheme envi$.i£cd the formation of C Lir-.^rd w/t.b a iLare eap'aJ 

equal to the combined capital* of A Usrt’rd ard B Ltr-.Mi fsr fl-c p-..*- 
pose of acquiring the assets, liahVitia ard ct.iff!akr:gj cf tic t**y 

companies in exchange for ihafcs in CLisjsed. - _ 

The balance sheets of .4 Limited ti c 
1968 (the date of amalf amsticn) •- *" •• 
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Liabilities 

A Ltd 

B Ltd 

Assets 

AUd BLti 


Rs. 

Rs. 


Rs. Rs. 

Authorised and issued 



Fixed assets (exclu- 


capital 

1,00.000 

1,40,000 

sive of goodwill) 

1,20,000 1,80,001 

Reserves 

1,70,000 

I.OO.OOO 

Stock 

63.000 1,10.001 


Creditors 
Bank o\-crdraft 


40,000 


90.000 

90.000 


Debtors 
Balance with bank 


Rs. 3,10,000 4,20.000 


83 . 0^0 

50,000 


Rs. 3.10,000 4,20,001 


The consideration was to be based on the net assets of companies as 
shown in their books on December 3}, 1968, but subject to an additior 
to compensate A Limited for its super profit record. This addition was 
to be the weighted average of the net profits of A Limited for three >ean 
ended December 31, 1968. The weights for this purpose for the calendai 
years 1966, ! 967 and 1968 were agreed as 1,2 and 3 respectively. Thi 
profits had been : Year ended Deceirber, 31. 1966 Rs. 20,000, Year endec 
December 31, 1967, Rs. 80,000, Year ended December 31, 1968, Rs 
1 , 20 , 0 ( 0 . 

The shares in C Limited were to be issued to A Limited and B Limi- 
ted at a premium and in proportion of the agreed net assets value of thost 
companie.s. 

In order to raise working capital, C Limited increased its authorised 
share capital by Rs, 2,00,00,000 and proceeded to issue 12,000 shares oJ 
Rs. 10 each at a price of Rs. 15 per share. 



(a) You are required to calculate the number of stares issued to A 
Limited and B Limited ; (b) To show journal entries in the books of A 
Limited and B Limited to reflect the takeover ; and (c) To prepare the 
summarised balance sheet of C Limited after the issue of shares. 

(l.C.W.A., 1968, 1970 ; l.C.'W.A., England, 1966, Modified) 32 If 
[Compensation to A for super profit Rs. 90,000 : Purchase consideration 
A Limited Rs. 3,60,000, B Limited Rs. 2,40,000 ; Profit on realisatior, 
for A Limited Rs. 90,000 ; Balance sheet totat ofCLimitec 

Rs. 10,00,000] 

24. Given below are tbe_ balance sheets as at 30th June, 1971 ol 
Aspi Ltd. and Bina Ltd. which are amalgamated to form a new' company 
Kashmira Limited : 



Aspi Bina 1 



Rs. Rs. 1 


Equity shares of Rs. 100 

Goodwill 

each fully paid 

2.00.000 2,50,000 

Building 

Profit and loss 

80,000 _ 

Machinery 

Building fund 

70,000 — 

Patents 

Accident fund 

10,000 — 

Investments 

Creditors 

60,000 90,000 

Dubtors 

Loans 

20,000 70,000 

Stock 



Cash and bank 



j Profit and loss 


Rs. 4,40,000 4,10,000 | 

1 


Aspi 

Rs. 

75.000 
‘ 10.000 

50.000 

15.000 

65.000 

64.000 

55.000 

26.000 


Bina 

Rs. 

2S.0C0 

80.000 

40,000 

5,000 


1.23,000 

70.000 
2 000 

65.000 


Rs. 4.40,000 4,10,0C0 


Chapter 8 / Ataalgamitloo, Abtorptlos asd ExtertiJ Rfconttmtloa 4 4ii 

The scheme of amalgamstioa is as under : 

(0 Kashmira Ltd shall lake O'cr all the a'Sfts and I:ab.Iit?es ex- 
cluding loans of Aspi Ltd at an agreed value ofgooduill of Ks J.CO OCO * 
(»■) Aspi Ltd shall receive from Kashmira Ltd as payment of rurchijs 
consideration, Rs. 14,000 in cash and the balance in fully raid eqmtv 
shares in Kashmira Ltd ;(///) Lveniually Aspi Ltd shall fully ray off its 
loans together with accrued interest of Rs. 1,000 ; (ir) All the liiMiiies 


profit of 25 p:r cent. You arc requested to show Ledger accounts closing 
the books of either Aspi Ltd or Bina Lid. (B Com , Boabsy, I97lt 
[B/naZid: Loss on naUsiticn RS‘ 10.000 •, Final p.'iyrmnt to tqi^ty 
shareholders Rs. IfiO.OOO In and Rs 75.000 in shares ; Aspi UJ ; 
Purchase eonsideraiion Rs 4.05.000 ; Profit on rcaliscihn Rs. 24,fH>0 
Final paiment 10 equity shareholders Rs. 3.84,000] 

Note. Loss on account of accrued interest and profit on sak of 
building have been dealt with through the realisati.>n account. 

25. Two companies, A Co Ltd and ^ Co Ltd, engaged in bustcess 
of a similar nature, agreed to amslgamaie and form a new company called 
the A and B Co Ltd. The new company was registered with an auihe>* 
rised capital ofRs. 40,00,000 in shares of Rs. 10 each, to take overthe 
assets and liabilities of both the companies subject to the folloaing adjust* 
sneots : 



(b) The goodwill of B Co Ltd was to be considered worthless 

(c) The plant and machinery of 4 Co Ltd were to be taken at Rs. 
10,50,000 svhile the buildings of B Co Ltd at Rs 1 1,00,000. 

fi/l The dehenfures of A Co Ltd wxrc to be discharged by the j«ue 
or6% debentutes ofA and B Co Ltd at a premmm of 10%. 

(e) The debton and bills receueaWe of A Co Ltd were to be taken 
over subject to a provision of 10% and 5% rcspee'ivcly, while cash and 
debtors of B Co Ltd were to be reUmed by the liquidator of that compiry 
to be utilized for paying o(T creditors, bills pavable ard outstardl.-g 
liabilities. 

(/) The employees’ savings bank deposits standing in the books of 
A Co Ltd were agreed to by the employees of that company to be fran«- 
ferred lo the A and B Co Ltd. 

On the date of amalgamation, f,e., 31-12*1976, the Balance Sheets of 
the amalgamating companies were as under : ' . ^ 

31(45-!30M9S3) 
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A Co Ltd 

BALANCE SHEET as at 31-12-J976 


Ks. 


Liabilities 
Ihaie Capital : 
ssoed & subscribed : 
iO.OOO share of 
Rs. 10 each 
Icserve fund 
rontingency Reserve 
i% Debentures 

:^itors , . 

Jmployces’ provident fund 2,00,000 
Imployecs’ savings deposits 1,50,000 
Outstanding liabilities 50,000 


5.00. 000 

10,00,000 

1 . 00 . 000 

5.00. 000 

1 . 00 . 000 


Assets 

Land and buildings 

Plant & inachineiy 

Furniture & fittings 

Stock 

Debtors 

Bills receivable 

Bank 

Cash 


Rs. 

7.00. 000 

11,00,000 

2 . 00 . 000 

3.00. 000 
1,50,000 

40,000 

1 . 00 . 000 
. 10,0C0 


Rs. 26,00,000 


MISS 


Rs. 26,00,000 


B Co Ltd 

BALANCE SHEET as at 31-12-1976 


Liabilities 

Share capital : 

Issued and subscribed : 

Rs. 

Assets 

Goodwill 

Land & buildings 

Rs. 

1,00,000 
10,f 0.000 

1,50,000 shares of 

Rs. 10 each 

1 5,00,000 

Plant & machinery 
Furniture & fittings 

1,00,000 

50,000 

Creditors 

1,00,000 

Stock 

1,40,000 

1,00,0)0 

Bills payable 

50.000 

Debtors 

Outstanding 

20,000 

Bank 

80,000 

Liabilities 


Profit and loss account 

1,00,000 

Rs. 

16,70,000 

Rs, 

16,70,000 


The A and B Co Ltd allots 1, -50,000 shares of Rs. 10 each and Rs. 
1,30,000 shares ofRs. 10 each, respectively to each of the amalgamating 
companies and pays the balance due to the A Co Ltd in cash. 

Show the computation of purchase consideration payable to the two 
companies and prepare the balance sheet of the A and B Co Ltd, as on 
1-1-1977 assuming that the cash payment is not made till after a later 
date. (B. Com. Banglore, 1977) 

26, Messrs. A Co Ltd and B Co Ltd agree to amalgamate and a 
new company under the name and style of C Corporation Ltd was formed 
for this purpose with a nominal share capital of Rs. 60,00,000 divided into 

3.00. 000 equity shares of Rs 20 each. Messrs C Corporation Ltd takes 
over all the assets and liabilities of both the companies and in exchange 
pays A Co Ltd Rs. 40,00,0r0 in equity shares of Rs. 20 each at par and 
[o B Co Ltd Rs. 15,0 ,000 in equity shares of Rs. 20 each at par and Rs. 

2.00. 000 in cash. 

Messrs C Corporation Ltd also pays liquidation expenses of 'Messrs 
4 Co Ltd Rs. 18,000 and of Messrs B Co Ltd Rs. * .,000. The oreliminarv 
cxj^nscs of C Corporation Ltd amount to Rs. 36,000. ihese sums arc 
writen off against capital profit of the company. The following arc the 
(summarised) balances extracted from the accounts of the two companies: 


Cfciptw f/AailoB.aM. Ahur>tSM Mf EjfcnU TirimUmWm 


«4D 


(I) SAirertpIrtl 
• d) Goodwill 
(3; Frthold prop<rly 

(4) Pilot tod miehmerr 

(5) Stocks 

(6) Debion 

(7) Cash at bask 
(3) Creditors 

General reserve 
(lOi Seiu ed loaos 
( II) PikSt and loss account 


Jli. 


SfiOfiOO 

19,12X00 

7.OSX0O 

3.73JOO 

WJ,10O 

3ja.ico 


Ka. 


/4i97,4C0 '42.97400 


2X0.000 

9.Q5.6CO 

4jixeo 

233.700 

1.30.500 

£2.900 


, ttl. 
13X0.0C0 


I.13.€a3 

l.CD.OOO 

2 , 00.000 

70.000 


The amaJgatnallonwajdol/ completed Messrs C Corporation Ltd 
paid on the secured loans after amalgamatioo. 

Vou nte required to prepare : (o) Necessary ledger accou-i$ (faj, 
eluding cash acmun) in lh<* books of Me«rt C Corporation Lid ; and 
(b) Balance sheet of Messrs C Corporation Lid after amaJgimBtton 

IC A F»Bfl>JP72J 

[Ceodwill I A Ltd Ra. 3S3.000 \ B Ltd Rs- 2,d2JX)0 \ Baiaw shtil totoi 
Ri. 57J36S)00 ; Purehase cjnsliercttoi A Ltd R-. ^'>,18,000, it Ltd Rs. J7 J2fiC 
Note. Goodwill is the bataociog figure. The values Rs. 5,00 000 
and Rs. 2,00,000 have been ignored. ‘ 

27. M/s Sipiem Ltd was incorporated on 2Ist April 1970, wilb 10 
authorised share capital of Rs. 50,00.000 in ^Quity shares of R$. 10 each. 
The company has issued 20,000 equity shares for cash at a preniium of 
Ri, 2'50 per share and the same were fully paid. There was no bostaess 
until 30th June 1970, on which day the company decided to purchase the 

running bustaess of M/s ludikat Lid and M/s Syndikat Ltd by the iax 
of shares of Rs. 10 each ia Sipiem Ltd at premiora ofRs. 2‘50 per share. 

For the purpose of dctcrmiaiDg the number of shares in SipierLif 
10 be issued the assets and liabilities were to be taken at ihrfr hxe 
values. However, goodwill is to be determined at two and a hs-'f jets’ 
purchase of the average profits of past 3 >can, aHer deducliug zczndrd 
profit 10 per cent on capital enjpIo)vd as shown by the accooets cf rr 
companies concerned as at 30th June. 1970. 

Summarised balance sheets as at 30th June, 1970 ; 




Issued ccuitj' share 
capital of Rs 10 
each fullvpaid 
P and L account 
Oirrest liabiliUrt 


3.10000 

1,90005 

2,OI\(XO 


3J5.CW I 
1500 
157.000 


I Fwed usets 
I Current assets 


Rs 7.05.000 fXCXDO 


Trading proSi fer tte year esUzg ’C-f ST 
» » » 

You are r r^ tr e d : (I/Tc 
issued by Mi^s S-psrz L*- m ths * 
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Syndikat Ltd respectively, stating the ratio in which the shares are allotted 
by M/s Sipiem Ltd ; (2) To prepare the balance sheet of M/s Sipiera Ltd 
after the foregoing purchase is completed ; (3) Workings will be con- 
sidered as a part of \our fair answer. , 

(C.A. Final 1971 ; C.A. Inter., England, 1969, ModiBed) 

[Goodwill : Indikat Ltd Rs. 81,250 Syndikat Ltd Rs. 68,750 : Balance 
sheet total Rs. 20,00,000 ; Purchase consideration ; Indikat Ltd Rs. 
5,81,250, Syndikat Ltd Rs. 4,18,750 ; Total number of shares allotted 
80,000, i.e., Rs. 10, 00, 000 ■^12-5 ; Shares allotted : Indikat Ltd Rs. 
46,500 ; Syndikat Ltd Rs. 33,500 : Ratio of allotment : Indikat Ltd 3 
for 2, i.e., 46,500 for 31,000 ; Syndikat Ltd 1 for 1, 


i.e., 33,500 for 33,500] 

28, Given below is the balance sheet of Hard Luck Ltd as at March 

31, 1969 : 



Liabilities Rs. 

40.000 Shares of Rs. 10 each 

fully paid 4,00,000 

C -editors 3,00,000 

Assets 

Land and buildings 

Plant and machinery 
Stock 

Debtors 

Cash 

1 Prelimiaary expenses 
Profit and loss account 

Ks. 

3.20.000 

1.30.000 
70,000 

1.20.000 
SOO 

5,000 

54,500 

Rs. 7,^, 000 


Rs. 7,00,000 


The following scheme of reconstruction was arranged : (1) The com- 
pany to go into liquidation and a new company with an authorised capital 
of Rs. 8,00,000 to be formed to take over the assets and liabilities ; (2) 
l?ref»*rcntial creditors of Rs. 10,000 included in the above balance sheet 
are to be paid in full ; (3) Unsecured creditors to receive either (a) 50 per 
cent of their claim in cash, or (b) 6 per cent debentures in the new com- 
' pany, equivalent to their claims, at par ; (4) Shareholders in Hard Luck 
Ltd to be allotted one share in the new company of Rs. 10 each, Rs. 5 per 
share paid for every existing share held by them ; (5) Reconstruction cost 
amounting tb Rs. 6,000 to be paid by Hard Luck Ltd from cash made 
available by the new company. 

Half of the unsecured creditors in value opted out for immediate 
cash payment for which purpose necessary cash was made available by 
the new company which made a call of Rs, 5 each on the partly paid 
shares allotted.as aforesaid. The new corapai y valued all assets (except 
land and buildings) taken over from Hard Luck Ltd at par. 

Prepare the balance sheet of the. new company after the above tran- 
sactions are concluded, (C.A. Final, 1970) 

‘[Balance sheet total Rs, 5,45,000 ; Cash in hand Rs. 1,12,000 ; Land 
and building Rs. 1,13,000 ; Purchase consideration Rs. 4,33,500] 

' Note, Value of land and buildings is the balancing figure. 


acquired the undertaking of Takti Limited on 
31st July 1970. Takti Limited went into liquidation. 

The consideration for the acquisition was — 

(1) Shakti Limited to assume all the liabilities of Takti Limited ; 

to issue 4 per cent Debenture stock (redeemable 

Limft'J iH 5 Debenture of Takti 

■Limited, held outside the company ; 


Oaylef g/Am»]c«iut)oo, Ab^rytloa tnd EitwJ RtcP Hi> ct )o t 4mJi 
. (3) Shalti Limiiea !o a»iot fuuy paid Rs. 10 eqojty ioarcj lo TalU 
Limited as an aerced vaJut o/ Rt,I025 pcrslvarc, id tlic ratio of cine 
Shakti Limited for five of Taktj Ltniied ; fraefion* atDonotiBf to 
400 shares of Takti Limited ucre settled in cash provided by Shakti Ltd 
at the agreed value. 

The liquidator of Takti Limited was permitted to riiein Ps 7,500 from 
the assets to meet the cost of liquidation (which amounted to the sum 
exactly) 

The sutntnatiscd assets and liabiiities of Takti Ltd as tt 3ls*. July, 
1970, were es follows : 


LiobiUtles Rs. 

Share capiial—- 

2.00,000, Rs. JO shares, Ps. 7'50 pjd 13.00,000 

General resersc 7»50.000 

Profit and loss account 34)5,000 

Leasehold redemption fund FO,OCO 

Plant riplactment reserve 1,00,000 

5 per cent Debentures 5,00,000 

Creditors 1,95,000 


Asstu 

Freehold premises 
Leasehold premises 

Plant Rs 9,51,900 

Less ; depreciation provision 4,63,600 

Stock 

Debtors 

Trade investments 


Rs. 3 5,20, COO 
91,500 
2,60.000 


4.8K.iOO 

8.73.000 

9.90.000 

90.000 

80.000 


. . . 85,000 

Cash at bank 5,62,400 

Rs. 35.20.000 


Draft journal entries (loclodioj cash items) to close the books of 
Takti Ltd. (C.A. Final May 1974) 

(rurcAore conslderailon Rj. 4/ JO.OOO : Prefa on rtoUsaSicn Ar. P,43/W0J 
jy. Babubbai Ltd. h»d incurred exceptional losses and a sebetne cf 
reconstruction was approved by all the interested parties The Balance 
Sheet as on 3l5t Dectmt?cr 1975 showed. 


Share Capital R». 


6% Cumubttve Preference 
Shares of Rs. 100 each 4,80,000 
Equity Shares of Rs. 100 

each 12,00.000 


Bank Overdraft (Secured) I2.fO,000 
Cicdilors— rrefcrential 60,000 
ricdilors—Otberv 14,40,000 


Fixed Assets at cost 
less depreciation 
Stock at cost 
Trade Debtors 
Profit and Loss 
Account 


18.00,000 

7.20.000 

9,6C.OOO 

9.00.0CO 


43.80.000 
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The scheme of reconstruction provided : 

(i) A new company Kishorc Ltd. will be formed to take over the 
assets and liabilities of Babubhai Ltd, as on 31st December 1975. 

(h) 2.400 Equity Shares of Rs. 100 each in Kishorc Ltd. credited as 
Rs. 50 per share paid up, to be issed to the liquidators of Babu- 
bhai Ltd. for the benefit of that company’s equity shareholders 
who -had agreed to pay up the balance of Rs. 50 per share 
immediately. 


(/») 4,800 Preference Shares in Kishorc Ltd., credited ^s Rs. 75 per 
share paid up, to be issued to liquidators of Babubhai Ltd, for 
the benefit of that company’s preference shareholders, who had 
agreed to pay the balance of Rs. 25 per share immediately. In 
addition, Rs. 57,600 in 6% Unsecured Debentures (redeemable 
after 5 years) to be issued as compensation for arrears of 
preference dividends. 

(iv) Kishore Ltd. to reimburse liquidation expenses of Babubhai Ltd. 
for Rs. 12,000. 


(v) Kishore Ltd. decided to adopt the following values for tangible 
assets acquired, viz., 

Rs. 16,80,000 for Fixed Assets, Rs, 6.00.000 for Stocks. 

Rs. 9,60,000 for Trade Debtors. 

(v/) Kishore Ltd. immediately to discharge preference creditors in 
cash. 


(v/0 Liability to other creditors to be fully satisfied as under : 

Rs, 7,20,000 in cash. 

Rs, 3,60,000 in acceptance of a Bill of Exchange payable after 
120 days. 

Rs. 3,60,900 in issue of 6% Unsecured Debentures (redeemable 
’ after 5 years). 

(v///) The Authorized Capital of Kishore Ltd. will be Rs. 30,00,000 
divided into 15,000 7 per cent Cumulative Preference Shares of 
Rs. 100 each and 15,000 Equity Shares of Rs. 100 each, 

(ix) The Directors of Kishore Ltd. have agreed to subscribe for 8,400 
Equity Shares of Rs. 100 each payable in full with application. 

(x) Kishore Ltd. decided to pay off Bank Overdraft Rs. 2,40,000 and 
the balance to be secured in Fixed Assets, 

(xi) Preliminary expenses of Kishore Ltd, amount to Rs. 24,000. 
Assuming that all the above provisions of the scheme are ful- 
filled, you are required to show ; 

of Babubhai Ltd. (a) Realization Account and 
(h) Sundry Members’ Account, and 

(B) (/) Journal Entries (i ncluding for cash items) in the books of 
K-isnore Ltd., and 

(//) Opening Balance Sheet of Kishore Ltd. 

(C.A. Final November 1976) 

*o Equity holders ; Rs. 1,80.000 ; 
lotai ot the Opening Balance Sheet ; Rs. 32,97,600) 
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31. BaUncc »hetts of Z Ltd and ^ Ltd are given below ajat 3 In 
December, 1977 : 


UabUUta 





ZLii 

AIM 


ZtM 

AU4 

Ra. 

JU. , 




Share capital (Ra. 10) 2.00.000 
Reserves tad surplos 40,000 

T^Oebeamres 

(Ra. 100) 1,00.000 

4/30,0001 
1.00,000 1 

Saadt; atieti 

(BO foodwiU) 
Laaa leX Ltd 

3.W/300 

30,000 

€.00.000 

Loan from Z Ltd 

Other liabilities 50,000 

30.000 

70.000 

5,000 thares la .4 Ltd 50/300 


Ra. 3,90,000 

€.00.000 

1 

Ra. 3.90X03 

C.OOJDQO 


A Ltd takes over Z Lid on the following terms : 

(o) ylLtdwillinuemfficicataumberofshamatlli.lt each tad 
pay 50 paise cash per share held by memben of Z Ltd, 

(6) 7% Debentures of Z Ltd are to be paid at 8/i premium by iss« 
of sufficieot number of 8% debentures of yt Ltd at Rs 90. 

Show journal entries and sigRiftcaot ledger accounts in the books of 
both the companies. Also draft balance sheet of A Ltd after absorption. 

(M. Com., Andhra. June 1978) 
[Purchase ceftslderatlon Rs. 2.6S,000‘. Luts cn ttalisctlon Rs 75,000 ; 

BalflBcr jAfft total c / A Lid Rs 9,7?, OWj 
32 The following are the balance sheets of Messrs Han Ltd and 
Haraa Ltd, as oo 3Ist March, 1975 1 


HARl LTD 


Ki 


JU. 



Ceodwill 



10.00,000 

Filed auets 



2.00.000 

iDvestorais (at cost] ZOtUXO 

liabilities 

3.00.000 

1 Curreat assets 

6,00.000 

Ra 

15.00.000 


Rs. 15X0,000 


KARA) 

4 LTD 



ks. 


AJUtt 



1 CoodutH 




1 Filed aaset* 



3 . 00^000 

1 Insestmeau fat cost) >o:.ar 

De*etopmeot rebate reserve 

LOO.OOO 

Curreat asseta 


LiibUities 




Rt. 

IS.00.000 


rLXJx 


It was agreed that Messrs Han Ltd was to take ^ 

Haran Ltd, on the basis oftheir respective share 
wbereeser necessary, the book value of the assets s:d 
light of further information furnished below ; ^ _ 

(fl) Investments of Haran Lid, include 1 ,COl* ^ —,— 5. 

in Hart Ltd, acquired at a certof Ri, * — sr 

ments are trade investments in wher eompa:^ ^ 
of Ra. 77,000. , - 
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(6) The developmeat rebate reserve was created in 1574. Adn^- 
blc rate was 20% on the new assets acquired at a cost of Rs. 10,00,^. 
The company obtained the relief from the Income Tax Department. The 
company is expected to retain a reserve of at least Rs. 1,50,000. 

(c) The goodwill of Hari Ltd was considered worth Rs. 3,00,000 
and that of Haran Ltd was worth Rs. 1,50.000. 

(d) The market value of invcetmenis of Hari Ltd was Rs. 2,50,000. 

(e) The current assets of Hari Ltd v/ere worth Rs. 2,80,000. 

Suggest a scheme of absorption and make necessary journal entries 
TO the books of Hari Ltd, to record the take-over. Prepare the balance 
sheet of Messrs Hari Ltd, after the take over. 

(C.A. Final, November, 1975) 
[Ratio of exchange 2 ; I {Had : Haran)-, Purchase consideration Rs. 9.27,000] 

33, The following balance sheets are given as on 31st March, 1976 : 

{Rs. in lakhs) 


Best Ltd 

Belter Lid 


Best Ltd 

Better Ltd 

Rs. 

Rs. 


Rs. 

Rs. 

Share capital — 


Fixed assets 

25 

15 

Shares of Rs. liX) 


Investments 

5 


each fully paid 20 

10 

Current assets 

20 

5 

Reiems and .surpluses 10 

8 




liabilities 20 

2 




R*. 50 



Rs. 50 





== 



The following furtbec information is given : 

(al Investments of Best Ltd include Rs. 3 lakhs representing shares 
-'^in Better Ltd, having a face value of Rs. 2 lakhs. 

Better Limited issued Bonus shares on 1st April J976, in the 

I of one share for every tv, o held, out of ‘Reserves and Surpluses’. 

W It was agreed that Best Ltd will take over the business of Better 
lAd on the basis of the latter’s balance sheet, the consideration taking 
the form of allotment of shares in Best Ltd. 

T 5 value of the shares in Best Ltd was considered to be 

Ks, 150 and the shares in Better Ltd were valued at Rs. 100 after the 
issue of the bonus shares. The allotment of shares is to be made on the 
basis of these values. 

(e) Liabilities of Better Ltd included Rs. 1 lakh due to Besf Ltd 
tor pumfaa^ from it, on which Best Ltd made a profit of 25% on the 

‘ ^ of the said purchases, remained in slock on the 

date of the above balance sheet. 

_ Make the closing ledger entries in the books of Better Ltd, and the 
opening journal entries in the books of Best Ltd and prepare the balance 
Sheet, as at 1st April 1976, after the takeover. (C.A, Finals May, 197^ 

(loss on realhaifon Rs. 3.00,000 ; Pu'chase consideration Rs. 15,00,000) 


Clatlc,«,Ao.l».«i.lloii, KtamKlke 




<'«! 
ca tie 


M .. . 

Pild-QD c*pjtaJ r 
2iW^M^ni^ihirei of 

Geacral mcrve 
Suadty creditor* 




10.00.000 

2JO.OOO 

2^fi00 


Ri. 15,00.000 


Fixed ftnets ; 
Ficrorj i»e<j 
Mxchtotry 
Anitore 


Jltxa 


Stock 
l>efr;ort 
t*tk tfVoce 
loTttBBCcO : 

dOOtharei io Ittii 
Otwri 

Debcnturei lo H Lrd 


“RT 


_ Lt^tUtUt 
raid-on ccpiu] : 

5AWec«iiy ihsre of 
Rs. 100 each foUy Nid 5,00.000 
i*/, Deb^tures (fU IfXfi each) 3.0o,ooo 
Sundry erediton 9.00.COO 


RALAVCE SHFCT OF B LT/> 


^ ^lUU 

Carreaiaucti : 

Stock 
Debton 
Saak balance 
lamtocDH 

AaooOihamb^Ltd 

mSi tod icts eecowt 


Hi. ii.w.eco 


5/JO.COO 

3J0.Da 

JO/OJ 


s.cofieo 

i:»xm 


iJX0.ca3 


The fol/owtng j'l the icheoc of nhsorptlon • 

(0 Prior to ibiotrthn A ttd ves to deebre a divided of 25;^. 
(iO For every share in JJLtd 14 fulJy pBJd*wp equity shares in A Ltd 
were to be issued. 

(///) For each debenture in B Ltd 10— preference shsrt? of 
Rs. JOO each oTA Ltd rtere to be issued as fully paid. 

Directors of .d Ltd decided to revalue the shares lo B Ltd accordirg 
to their intrinsic value just before absorption. 

Dran up the balance sheet of A Ltd after aosorriion u completed 
Show necessary workings tC.A. Inter, hfay, 1977) 

iPutchase constderation Bj. tJSfiOO . Balmee thttt iclal As. 2J/0,(X)0) 
35. The share capital of tbe foltoving ro'ion zaills is as follous . 
Jamsbed^ee Spinning end W'eavfog Co Ltd i.00.000 shartt of 
Rs. 100 (Rs 20 paid) 

Bharat Cotton hfill Ltd 10.000 shares of Rs 80 (Rs. 60 paid). 

Indian Cotton Manufactoriog Co Ltd lO.OCO shuts of Rs. ffeliy 

paid). 


The first named company acquires ih* others on the fol'p»*rp le^*- 
(fl) Two of us shares (market value of Rs 25) for the o-e t^sre cf 
the Bharat Mills plus Rs 20.000 in cash ; tb) Rs. 2 , 40,000 ra rx’h 
busircssof the Indian Cotton Manufacturing Co 
following assets only: Building and laachirery R» 
trade Rs. 46,300 , Book debts (25 per cent bad) Ca 

debts doe to the Bharat htlUi and Urf Indian Cotton kf» 
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rcoMPANV UMrr£i) 


Aatborlsod eapheJ • ^ 

*0,(300 sians of Rs. ISO escU 72.00, OW j 

r Sundry ai«tj 

Cash is baad 

Rs. 

t7.l5.000 

M.C0O 

Paid-up capital : 

40,000 ihires, Rs. 150 paid 
on each 

Oeditors 

Reserve fuad 

Ih^t aad leu account 

60,00.000 

1,30.000 

25,70.000 

W.OOO 



Ra t7.7O.0M 1 


RI. n.Tcuxo 


The holim of every ihree shares in X Coaipany Ltd were to recei>t 
five sharee lO th« T Company Ltd plus as much cash as is necessary to 
ad/iisl the rights of shareholders of both the companies jn accordance «ith 
the intrinsic values of the shires as per their rcspcctnc balance sheets. 
Pass the necessary journal entries in tte books ofPCc’mcany Ltdand 
prepare the balance sheet giving effect to the above scheme of absorption. 

(D Com Msdoral. 1^72) 32-24 
[Purchase consUerallcn Rs 22J7,000 ; Balance sheet total 
Rs. t,:i,2o.ooc\ 

33. ' With a view to erpanc business and also cfTect econOBues the 
Bright light Limited and Sun Light Luslied decided to amalgamate and 
for ihu purpose the Bright LtghtLtd «3s absorbed by &un Light Ltd. 
assets and liabilities of the two companies are gricn below * 

Bright Light Ltd— Cash H$ 5.000. Investment Rs. 10,000 Reserves 
Rs. 10, OW, Debentures RJ. 60.000 .Machinery Rs 70, COO, Book debts Ri. 
45,00'), Creditors R$. 30,000, Workmen compcnvatiun resene Ri. lO.OCO, 
Goodwill Ks. 20,000, Stock Rs 10.000 

Sun Light Ltd— Capital Rs 40.000, Investment Rs 10.000. Reserves 
Rs. 25.000, Debentures Rs. 50.000. Machinery Rs. 60,000, Book debts Rs. 
10,000, Creditors Rs 20,000, Workmen coropcftialion fund Rs, 5,000, Stock 
Rs 5,000, Cash Rs 2.000. 

. . • • — 100 

• . ■ • ■ d up 

I • • , • . re (0 

be issued such number of new Re I shares of Sun Light Ltd at tneir intri- 
nsic value as would equal the imnnstc value of the Dnghi Light Ud 
shares. The debtors of San Isght Ltd include Rs 5.000 due by Rnght 
I .’j*-* I R3 5,000 paid uo value of shares 

. i ■ . . I . ■ ' ; ••■VH .• dnghl Light Ltd include Rs 2,000 

Ivskv:,- -I :ht Ltd invoiced at 10% profit on sale 

price by the Son Light Ltd. Give wonial entries m the books of5u"i 
light Ltd and also the balance sheet of Sun Dght Ltd alter 

tion. (C.A. Final Msy, 1964)3215 

[Purchase eanildcrethn Rs. 65,0C0] 
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Aiteratism M Capital aeid 
InterEiai ivoceiristr^cllosn 


This chapter has teen divided into three sections : (/) Alteration of 
shrrr capital ; {//) Internd reconstruction ; and (Hi) Scheme of internal 
ru oiistniction. Strictly spcal.ing, internal reconstruction resulting in 
reduruon of share capital is the part of alteration of share capital but 
hecc-ute of legal formalities and s-ccounting complications if has been dis- 
cussed under a separate section. While section ») gives “cut and dried” 
scheme of infernal reconstruction, section (Hi) discusses the techniques of 
preparing such schemes. 


1-Al.TERATION OF SHARE CAPiTAh 


Under this headmg it i.s propo.sed to deal with only those asps<,1s 
of alteration of share capital which do not require approval of tlH© 
court. These have been discussed under Sections 9*5, 95 and 9 7 of tfes. 
Companies Act. Following are some of the alterations which a company 
can, if authorised by its articles, carry out only by altering the conditions 
of its memorandum ; 


(a) Increase its share capital by making fresli issue. Accounting en- 
tries for the issue of shares have been dealt vith in the first chapter. 

] (£*) CoDBoIidRfc its existing shares of smaller amcunt.s into shares of 

larger amounts. Journal entry for the coasolidation is as. under : 

Debit Share capital (say) Rs, 10 accouut 

Creda Share capital (say) Rs. 100 account 

ij c consolidation, though the amount of share capital remains at the 
old figure, the number of shares is reduced. This is done W'hcn shares ate 
of very small denomination. ^ 

(c) Sub-divide its share capital of larger amovnts into shares of 
smaller amounts. Entry is ; 


Debit Share capital (say) Rs. 100 account 
Credit Share capital .say Rs. 10 account 

consolidation. Sub division is normally 
nation ' ''' cna company ):as a share capital of relatively high denomi- 


of capital (uithout resulting in the reduction 

results in ' ^ need any journal entry. If reduction 

Srt capital then it needs approval of the 

truction” ^ section “Internal Recons- 


Cimpttt 91 AltentlOB of Share &plfd asd Ezleraal ReCoestractJw 4-<yJ 

(e) CoDTert iu fully paid shares tmo stock and reconvert its stock 
into fully paid shares. Journal entry for concerting shares into stock b ; 

Debit Equity share Capital account. 

Credit Equity capita! stock account 
illostratioQ 153. (Alteration of share capital by stib-dhlslon) 

A company with a share capital of 20,000 equity shares ofRs 10 
each fully paid carries out by proper resolution a sub-division into shares 
of Rs. 2 each fully paid. Show jcuroal entry. 

Solotlon. 

JOURNAL 


. ■ .), *rv • .t fully 1 

paid as per rtsolutioa dated ' ' 

Illnstraiion 154. (Alteration by cenrertisg share Into stock) 

A company passed the necessary retolotion of coovertiog its 20,000 
equity shares of Rs. 10 each lolly paid into Rs 2.10,000 stock on the 
basls of Rs, 105 of stock for every 10 folK p^id shares of Rs. 10 each. 
Show journal entry, 

SolotiOQ : 


Equity share apital 
Discount 00 stock 

To Eouity stock . . 

(deias the convenlon of tO.OOO fully paid of 

Rs. 10 each into Rs. 2,10.000 stock 


2-INTERNAL RECONSTRLCrT^ 


Internal reconstruction and capital reduction mean t! 
external reconstruction, the existing company has to be liqcii 
new company has to be formed This nsoUcs many fr= 
therefore is a tedious affair- Mcreser, the accumeUtsi c 
liquidated company cannot be off acainst the profts cd se ' 

pany Aat is formed That deproes rhecew compisy 
laj5fJ3.T advantage Tbrrt/.'r* iO’rx rompanies 
recontruction for uhuh there srr lera! prosSsicas ede** 
1956. ^ 

The company can redcce i*' share ctp'Ul 
laid down in Secs lOOto lf>5 of ihr Compare '' ^ 
of important prosis'ons afi"f.-r:r? the arccmrtVrrm- ^ 

(а) Reduction of car.tu t$ possibis _ 

special resolution i? passed to ztxz eSm ^ -'. X-'*' ' 

(б) Rcduclioaofeap^J cze, teiearyr^r*e - ^ *' 

(1) Redueieg or crtrcmshzrr tie 1 =’ 
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(2) Writing off or cancelling paid-up capital ^vhich is lost or noi 
lepccesented by avilable assets, or 

|;3) Paying off paid-up capital which is in excess .of the needs of thf 
company. 

(c) Reduction ofcapital can be carried out only after the scheme is 

confirmed by the court. 

(d) The court ordinarily confirms the second type of reductioz 
without consulting the creditors. This is for the simple reason that tht 
creditors’ interests are in no way affected by such reduction. 

(c) Creditors’ interests are affected by the first and third typeol 
reductions. Iherefoife the court in these cases will confirm only aflei 
cGQSoltiDg them. If some creditors are unwilling tp give their consent; 
the company will have to. settle their claims. 

(/) The court passes the order of confirmation on such terms and 
conditions as it may think fit only after the consent of the creditors is 
secured or their claims have been settled. The court may dispense with 
the consent of a creditor, where the company secures the whole of the 
debt or the amount fixed by the court. 

(g) The court may order the use of words ‘and - reduced' after the 
name of the company and also publish reasons for i eduction in local 
papers. 

(k) The order of the court has to be filed with the registrar. 

(i) Capital reduction may involve the variation of rights of different 
classes of shares. This can be done only after securing the consent ol 
the holde^rs of at least three-fourths of the shares concerned in separate 
class meetings by means of special resolution. 

(j) Holder of at least one-tenth of the issued share capital affected 
• by variation may apply to the court within 21 days after the consent is 

obtained or resolution is passed, for the cancellation of suen variation. 
The decision of the court is final. 

Accounting Procedure. Under clause (b) above it has already been 
stated that capital reduction can take place when (i) liability of the mem- 
bers on account of' u called capital is either reduced or extinguished, (li) 
when paid-up capital (which is already lost) is written of, or (ji7) vi hen 
excess capital is returned. Accounting treatment under all the three cases 
of capital rcuuction is dealt with as follows ; 

Case 1. Reducing or extioguishiog the liability on account of uncalled 
capital. When uncalled amount of the share capital is reduced or written 
off, shareholders benefit inasmuch as they are not required to pay the 
amount to that extent in future. The security of creditors which extends 
to the uncalled amount is reduced. Journal entry requiring the cancel- 
lation of uncalled liability is as under : 

Debit Share capital account (old)- "} (in both the cases the 
Credit Share capital account (new) J paid-up. amount is the 

same) 

Illustration 15S. 'X Ltd has an issued share capital of 2,00,C00 equity 
shares of Rs. 10 each, Rs. 7 called up. Having complied with the legal 
lormauties under the Companies Act, the company proceeds to extinguish 
the uncalled liability on its shares. Show journal entry. 
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portioa of capital which is already lost. This is being earned out by 
reducing the capital and using it for erasing the losses appearing on the 
assets side. The accounting entries necessary for carrying out the above 
objectives are ; 

Debit Share capital account 

Credit Capital reduction account 

Capital reduction account is a new account opened for transterriog 
that part of capital which, in the opiiion of directors, is not represented 
by assets. Share capita! can be any type of capital'; equity capital, pre- 
ference capital. , 

If it is thought that losses have reached to such an extent that a 
portion of borrowed capital was also lost then following entry is necessary: 

Debit Debenture account and/or creditors account (as the case 
may be) 

Credit ■ Capital reduction account 

This entry can be made only if debentureholders and/or creditors 
are willing to reduce their claims against the company. 

The above entries will have the effect of reducing the share capital 
and/or borrowed capital and creating one new account called capital 
reduction account. Now losses can be written off with the help of this 
new account. The journal entry is : 

Debit Capital reduction account 

Credit Accumulated losses accounts like discount account, 
preliminary expense account, debit balauce of profit 
and loss account 

Credit Excess portion of assets not written off, i.e., goodwill 
account, patent rights, trade mark, plant, etc. 

Credit Any unrecorded liabilities fif any) 

The new balance sheet will show capital and assets at reduced 
amount. It may be seen that the balance of capital reduction account 
must be sufficient to write off all accumulated losses and excess portion 
of assets. This ( is invariably so because the plan for writing off capital 
is always prepared keeping in view the quantum of losses. Sometimes, 
the balance of capital reduction account is more than the total losses to 
be written off. If this is the situation, the surplus is transferred to capital 
reserve account. Journal entry for this is : 

Debit Capital reduction account 
Credit Capital reserve account 

The capital reserve account appears in the balance sheet on the 
liability side under the heading ‘reserves and surplus’. 

Illustration 157. The balance sheet of X Ltd is follows ; 


Liabilities Rs. 

Issued share capital ■: 

10,000 equity shares of Rs 10 , 

each fully paid up 1,00,000 

10,000 7% preference shares of 

Rs. 10 each fully paid md 1,00,000 

Rs. 2,00.000 


Assets Rs 

Goodwill 10,000 

Other fixed assets 90.000 

Stock-in-trade 25,000 

Debtors 30000 

Profit and loss accoun' 45,000 


Rs. 2,00,000 


resolved that equity, shares of Rs. 10 each be reduced to fully 
paid shares of Rs. 6 each and 7% preference shares o f Rs. 10 each be 
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rrtilccd to 7J% fully psH preference shares or J!«, 7 Mch. Number of 
sltMcs re each case remained the same. It was fullter rcioli'cd |h.| 
atnoontso availaWe be nsed fotwritins oft the debit balancei orproW 
and loss accoimt, goodwill account completely and other filed arieli at Nr 
as possible. There were arrears of preference dividend for the Iasi three 
3'cars Md it was decided that they be cancelled. You are required to 
make joumaJ entries and prepare the revised balance sheer. 

Solation. 


JOURNAL OP X LTD 


7^ Tnfertact ifiare capital 

To PreferCDcC share capital 

To Capital reductioa 




Dr. 

1,00, 000 

'.cm 

Vi.m 

Ka lO Equity ahatc capital 

To Rs. 6 Equity abate capital 

To Capital reduction 

Dr. 

1,00,000 

(/>.m 

*Q,HD 

Capital reduction 

To Profit nod Ion 

To OodwlH 

To Fixed «n«ls (balaodBi flf ure) 

Dr. 

70,000 

<5/»0 

J0,OW 


A' LTD (AND BBDUCCDV 
DALANOC SHgfiT 
Afoa............ 



4-498 Cbapter 9 / Atfnoced Accowttticr 


Liabilities 

Sfaare capital 

Authorised, issued and fully i 
Equity shares of Rs. 10 each 
6% Preference shares of 
'Rs. 10 each 


Reserves 

Less Profit and loss account 


7% Debentures 
Creditors 


Rs. 

1 : 

Assets 

Fixed assets 
Current assets : 

81,250 

46,750 

pQ 

46,700 ‘ 

1.00,000 

Stock 

Debtors 


40,000 

1,40,000 

45,350 

1,85,350 

55,650 

1.29,700 

Cash 

2,450 

1,30,450 

20,000 

27,450 




1.77,150 


Rs, 

1,77,150 


The company, after the approval of the court, puts the following 
scheme of reconstruction ; (a) Each Rs. 10 of debenture is to be exchar gid 
for Rs. 5 of new 9% debentures, one new 10 per cent preference share of 
Rs. 2'50 and one new equity share of Rs. 2’50 (b) Each existing pre- 
ference share is to be reduced to Rs. 3 75, of which Rs. 2 will be repre- 
sented by new 10% preference shares and Rs. 1‘75 by new equity shares ; 
(c) Each existing equity share is to be reduced to Rs, 2 50 and then both 
preference and equity shares are to be consolidated into shares of Rs, 10 
each. 


The reduction of capital and reserves are applied for writing off 
dosses and the balance, if any, is used for writing down fixed assets and 
itock pro rata. You are required to : (a) give journal entries ; and {b) 
• ?,ive revised balance sheet. It may be presumed that court has not passed 
i. jrders for using the words ‘and reduced’ and also does not want the 
tompany to show the details of redpetion in the balance sheet. 


Solution : 


JOURNAL. OF H LTD (without narratives) 


7% Deoeoiures 

To 9% Debentures 

To 10% Preference shares 

To Equity shares (new; 

Dr. j 

1 

Rs. 

20,000 , 

Rs. 

10,000 

5.000 

5.000 

»% Preference shares 

To 10% Preference shares 

To Equity shares (new) 

To Capital reduction 

Dr. 

40,000 

1 

8,000 

7,000 

25,000 

tquity shares (Rs. 10) 

To Equity shares (Rs. 2-50) 

To Capital reduction 

Dr. 

1,00,000 j 

23.000 

75.000 

Capital reduction 

Resserves 

To Profit and loss 

To Fixed assets 

To Stock 

Dr. 

Dr. 

1.00,000 

45.350 

55,650 

32,739 

56,961 

10% Preference shares (Rs, 2 50) 

Equity shares (Rs. 2-50) 

To 10% Preference shares (Rs. 10) 

To Equity shares (Rs. 10) 

Dr. 1 
. Dr. 

13.000 

37.000 

13.000 
. 37,000 
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BALANCE SHETT OF //LTD 
4s on 


Share capital 

Auihorhed, issued and fully paid 
10% Preference shares of 

Rs. 10 each 

Equity shares of Rs 10 each 

Ri. 

13,C00 

37.000 

Fixed assets 
Current assets : 
StKk 

Debtors 

Cash 

24,289 

46.750 

2,450 

Rs 13.961 

9% Debentures 

Creditors 

50.000 

IQ.OCO 

27.450 




Rs. 

S7.450 



R» 87.430 


lIlustmtloB 157. Given below is the balance sheet of Bc-Kismat Ltd as at 
December 31. 1966 : 


Share capital : 

4.000 Equity shares of Rs 100 

each fully paid 4.00.000 

1.000 Equit/ 'A' shares o( Rf. 100 

each Ks 90 per share paid dO.COO 

4.50.000 

Developmeat rebate reserve 140.000 

Loans (Uasecured) 6,40.000 

Creditors (mctudiaa Rs. 10.000 
holdios lisft on some asseti) 2,60,000 1 


Rs. 15.00.000 


Asttis 

Laod and buildings 
Machinery 
Motor vans 
Furniture 

Investments (iraiket value 
Rs SO.OOO) 

Stock 

Debtors 

Bank balance 

Profit and lost acteoet 


Rs. 

?. 00,000 

4.00. 000 

40.000 
lO.OCO 

50.000 

1.00. 0CO 
1,90, coo 

10.000 

6.00. 000 


Rs. 15,00,000 


The company having turned the comer, a scheme of reconstruction 
was prepared and approved as under: ^I) To bring in the books the 
present market value of land and buildings which had appreciated by 
130%; (2) Equity shares to be reduced to Rs. 10 per share paid by 
cancelling Rs. 90 per share, the face valve remaining the same at Rs. lC-0 
and the equity shareholders paying a call of Rs 30 per share to provide 
funds for the company's working ; (3) Unsecured loans to be paid 
immediately to the extent of Rs. 1,00,000. (4) Unsecured creditors to be 
paid immediately to the extent of 10% of their claims and they acceptinp 
a remission of 20% of their claims . (o) Development rebate rcjcrvc, 
being no longer required, to be transferred to profit aod ioss account : 
(6) Investments to be brought to their market value ; and (7) .'he amount 
available as a result of the scheme to be used to write off the debit bil?-5cc 
in profit and loss account 

Give journal entries to record the above and five the bilaace sheet 

afirr the reconslruclion i. . (B. Com.. Bambij. mil 
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Liabilities 

Share capital 

Authorised, issued and fully paid 
l^uity shares of Rs. 10 each 

6% Preference shares of 
'Rs. 10 each 

Rs. 

1,00,000 

40,000 

Assets 

Fixed assets 

Current assets : 
Stock 

Debtors 

Cash 

81,250 

46,750 

2,450 

Rs. 

46,700 

1,30,450 

Reserves 

1,40,000 i 
45.350 



Less Profit and loss account 

1,85,350 

55,650 




7% Debentures 

Creditors 

1,29,700 

20.000 

27.450 




Rs. 

1,77,150 


Rs, 

1,77,150 


The company, after the approval of the court, puts the following 
scheme of reconstruction : (a) Each Rs, 10 of debenture is to be exchar gjd 
for Rs. 5 of new 9% debentures, one new 10 per cent preference share of 
Rs. 2-50 and one new equity share of Rs. 2*50 ; (6) Each existing pre- 
ference share is to be reduced to R-s. 3 75, of which Rs. 2 will be repre- 
sented by new 10% preference shares and Rs. 1*75 by new equity shares ; 
{c) Each existing equity share is to be reduced to Rs. 2*50 and then both 
•preference and equity shares are to be consolidated into shares of Rs. 10 
each. 

The reduction of capital and reserves are applied for writing off 
dosses and the balance, if any, is used for writing down fixed assets and 
, itock pra rata. You are required to : (a) give journal entries; and (b) 

■ live revised balance sheet. It may be presumed that court has not passed 
'Orders for using the words ‘and reduced’ and also does not want the 
company to show the details of reduction in the balance sheet. 

Solution : 


JOURNAL OF H LTD (without narratives) 


7% Denentures 

To 9% Debentures 

To 10% Preference shares 

To Equity shares (new) 

Dr. 1 

1 

Rs. 

20,000 

Rs. 

10,000 

5.000 

5.000 

Preference shares 

To 10% Preference shares 

To Equity shares (new) 

To Capital reduction 

Dr. 

40,000 

8,000 

7.000 

25,000 

tquity shares (Rs. (0) 

To Equity shares (Rs. 2-50) 

To Capital reduction 

Dr. 1 

1 

1,00,000 

25,000 
• 75,000 

Capital reduction 

Resserves 

To Profit and loss 

To Fixed assets 

To Stock 

Dr. 

Dr. 

1,00.000 

45.350 

55,650 

32,739 

56,961 

10% Preterenco shares (Rs. 2 SO) 

Equity shares (Rs. 2*50) 

To 10% Preference shares (Rs. 10) 

To Equity shares (Rt. JO) 

Dr. 

Dr. 

13.000 

37.000 

13.000 
. 37,000 


Quptcr 9/AIl(ration oi Sbsrc CgplUl and lolcrnai Kecofiitnciwo 4-i99 
BALANCE SHEET OF LTD 



4.000 EquKv shares of Ri 100 

each fully paid 4 

1.000 Equiij 'A' shares of R« 100 

each Rs aOper share paid 

*4 

Development rebate reserve ) 

Loans (Unsecured) «, 

Creditors liocludiflt Rs. 10,000 


Rs. I Assets 

I Land and buildiojs 
. Machinery 
4.00.0001 Mornrvans 
0 Furoiiurc 

50.C00 Investments fmarket value 

Rs *0.000) 

4.JO.OOO Stt>c)c 
140.000 Debtors 
0,40,000 Bank balance 

Profit and loss accopnt 


Rs. 15.00.000 j 


Ri. IS.OO.OOO 


The company having turned the corner, a scheme of recunstruciioa 
was prepared and approved as uoder : (1) To bring in the books the 
present market value of land and buildings which had appreciated by 
150%; (2) Equity shares to be reduced to Ks. 10 per share paid by 
cancelling Rs. 90 per share, the face value remaining the same at Rs. ICO 
and the equity shareholders paying a cali of Rs 50 per share to provide 
funds for the company’s working ; (3) Unsecured loans to be paid 
immediately to the extent of Rs. 1,00,0(W . (4) Unsecured creditors to be 
paid immediately to the extent of 10% oftheir claims and they accepting 
a remission of 20% of their claims ; (5) Development rebate reserve, 
being no longer required, to be transferred to profit and ioss account ; 
(6) Investments to be brought to their market value : and (7) 'he amount 
availuble ns a resolt of the scheme to be used to write off the debit bil.’-.cc 
in profit and loss account 

Cive journal entries to record the above and give the balance >heei 
after the reconstruction Is efTeeted. (B. Com., Bombay, f969) ■ 
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increased by Rs. 10,000. Intangible and fictitious assets are to be written 
off completely). 

Write necessary journal entries in the books of the company to give 
effect to the above scheme. (B. Com. Gujarat 1977) 


Solution, 


Share capital account (Rs. 100) 

To Equity share capital account (Rs. 90) 

Dr. 

Rs. 1 
9,00,000 

Rs. 

9.00.000 

Equity share capital account (Rs. 90) 

To Capital reduction account 

Dr. 

2 00.000 ■ 

2,00,000 

8% Cumulative preference share capital account 

To 8% Non-cumulative preference share 
capital account 

To Capital reduction account 

Dr, 

: 5,00,000 

1 

4,50.000 

50,000 

Capital reduction account 

To 8% Non-cumulative preference share 
capital account 

Dr. 

1 

8,000 

8,000 

Capital reduction account 

To Preliminary expenses account 

To Goodwill account 

To Profit and loss account 

To Building account 

To Depreciation fund account 

To Capital reserve account 

Dr. 

2,42,000 

15.000 

30.000 

70.000 

50.000 

10.000 
67,000 


Illustration 159. Depression Ltd decided to reorganise its structure following 
. a period of advese trading conditions. The balance sheet of the company 
as on 3 1st December 1969 showed the following : 


Share Capital : 

Rs. 

Fixed Assets : 

Rs. 

Authorised and issued : 

2,00,000 8% cumulative 


Goodwill, at cost 
Freehold property 

55,000 

pref. shares of Re. l each 
3,00,000 ordinary shares 

2,00,000 

at cost 

Leasehold property 

60,000 

of Re. 0 50 each 

1,50,000 

i at cost 

1,40,000 

Share premium account 

5,000 

Less Depreciation 

18,000 

1,22,000 

9% Debetures 


Plant and machinery 

(secured on freehold 


at cost 

2,20,000 

property) 60,000 


Lest Depreciation 

60.000 

Add Accrued interest 2,700 


1,60,000 


62,700 


Creditors 

85,000 


3 97.(W1 

Bank overdraft 

96,000 

Trade investment, at cost 40,000 

Current assets ; 

Stock 30,000 

Debtors 60,000 

„ . 90,000 

Preliminary expenses 2.500 



Profit aad loss account 

69,200 

Rs. 

• A . W /* 

5,98,700 

1 

Rs. 5,98,700 
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Subsequent to approval by theCourt of a schemr.for the rediaiioa 
of capital, the following steps were taken : (f) The preference shares were 
reduced to Re. 0*75 per share, and the ordinary shares to Re. 0 JO per 
share. After reduction the shares were consolidated into Re 1 shares 
The authorised capital was resto^ to 2,00,000 8% cumularn'C preference 
shares and 1,50,000 ordinary shares, both of Re. 1 each, (ii) 1 new_ ordi- 
nary share of Re. 1 was issued for every Rs 4 of gross preference dindend 
in arrears, (iii) The balance on share preiniuni account was utilised, itr) 
The debenturc*holders took over the freehold property at an agreed figure 
ofRs. 75,000 and paid the balance to the company after deducting the 

^ machinery was written down to Rs 

■ was sold for Rs, 32,000. (ri!) Goodwill. 

■ ■ 8 , 600 , and obsolete stock of Rs._ 10,000 

were written off. fv//0 A contingent liability for which no proision had 
been made was settled at Rs 7,000 and. of the amount Rs. 6,3ro was 
recovered from the insurers. 

Your are required : fa) to show the journal entries neceaary to 
record the above transactions in the company's books, and (5) to prepare 
the balance sheet, after completion of the scheme. 

(Adapted from C.A later., Eogltod, 1970) 


SolntloB : 


Depression Ltd 
JOURNAL 


8 per eeot Cumulative preference share capital accouot Or. 
Ordinary ibare capital account Dr. 

To Capital reduclioo accouot 
(25 pane per share wriiten off 2,00.000 8 per cent cumu- 
lative preference shares of Re. 1 each and eOpaise 
per share wriltes off 3,00.000 ordinary shares of Re 

0*50 each) 

Rs. 

50,000 

1 ,20,000 

Rt 

1,70.000 

Capital reduction account Dr. 

To Ordinary thare capital account 
(Issue of 1 new ordinary share of Re. 1 for every Ri. 4 
of gross prefereace dividend in arrears} 

16.000 ! 

160CO 

Share premium accouot Dr. 

To Capital reduction account 
(Transfer of balance on share premium account) 

5.000 

5.00i' 

9 per cent Debenture account Dr, 

Cash account Dr. 

62.700 

12 300 

1 60.000 

1 15.000 

; • .. -- p' 

s p • 


Capital redaction account Dr. 

To Provi'ion for depreciation on plant and machinery 
(Amount required to write plant and machinery down 
to Rs. 1,40,000 as per capital reduction Kbeme) 

».000 : 

20.000 
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Cash account 

Capital reduction account 

To Trade investment account 
(Proceeds of sale of trade investments and trans- 
fer of loss to capital reduction account) 

Dr. 

Dr. 

32,000 

8,000 

40,000 

Capital reduction account Dr- 

To Goodwill account 

To Preliminary expenses account 

To Debtors account 

To Stock account 

To Profit and loss account 

(Writing off goodwill, preliminary expenses, debtors, 
obsolete stock and profit and loss account as per capi- 
tal reduction scheme) 

1,45,300 

55.000 
2,500 

i 8,600 

10.000 
69,200 

Insurance company account 

Capital reduction account 

To Creditors 'account 

(Contingent liability of Rs. 7,000 not provided for, 
which Rs. 6,3O0 is recoverable from insurers) 

Dr. 

Dr. 

of 

6(300 

700 

7,000 

Creditors account 

To Cash account 
(Settlement of liability) 

Dr. 

' 

' 7,000 

7,000 

Cash account 

To Insurance company account 
(Cash received from insurers) 

Dr. 

6,300 

6,300 

8 per cent Cumulative preference shares (Re. 0-75) 
Ordinary shares (Re 0-10) 

To 8 per cent Cumulative preference shares (Re. 1) 
To Ordinary shares (Re. 1) 

(Consolidation of shares into shares of Re. 1 each) 

Dr. 

Dr. 

1,15,000 

30,000 

1,50,000 

30,000 


BALANCE SHEET (afier capital reduction; 


As on December 3J, ]969 


Rs. 

Share capital 
Authorised capital ; 

8 per cent cumulative 
preference shares of Re. 1 each 2,00,000 
Ordinary shares of Re. 1 each 1 ,50,000 


Rs. 3,50,000 

Issued capital ; 

8% Cumulative preference 
shares 1,50,000 

Ordinary shares of Re. 1 each 46,000 

Cifrrent liabilities : 

Creditors 85,000 

Bank overdraft 52,400 

1,37,4M 


Rs. 

Cost Depre. 

Fixed assets : 

Leasehold Pro- 
perty 1,40,000 18,000 1,22,000 

Plant and 

machinery 2,20,000 80,000 1,40,000 


Rs. 3,60,000 98,000 2,62,000 


Current Assets : Stock 20,000 
Debtors • 51,400 

— 71,400 


Rs 3,33,400 


Rs. 3,33,400 



4sas 
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WORKINGS 

CASH/BANK ACCOUNT 


To Debenture-holders 

To Trsdo investmcDt 

To Insurers 

To Baisfico e/d 

RS. 1 
13.300 
32.000 
6,300 
52.400 

By Balaace b/d 
ByCoatmteot InbiUty 

tu. 

W.0CO 

7.a» 


Rs. 1,03.000 


Rs. 1.O3.C0O 


IIIastrat{oDl62. Tbe balance sheet of Litoited as at Jttoe30. 1970 
was as follows : 



Ra. 1 


Ra 

Share cf^tal-SBlhorised. Issued 

' Pieebold land and balldioia 
Plant 

34.000 

96.000 

lO/XO 6% CtimiUailVfl 


1 Tools and dies 

27,300 

1.00,000 

laveiUqnts 

13,000 

15,000 Ordinary sharts 
ofRs. 10 each 

1.50.000 

2.50.000 

Current assets ; 

Stoelcs 

Debtors 

Research and develepment 

42.500 

53,400 


expeadJture 

11,000 

debit baUaee 

1.52.000 



7% Debeetores M.OOO 

Isterest doe 4 JOO 



64,2C0 

Bsak overdraft, aecured 
on freeboM land and 



buadtofs and plant 

20.000 



Creditors 




Rs. 

2.85.200 

Rs. 

3,86.200 


The scheme of reorganisation detailed below has Occa agreed by ali 
the interested parties and approved by the Court. 

You are required to prtpate : 

(a) the journal entries recording the transactions in the books, in^ 
ding cash; and (6) a balance sheet of the company as at IstJuly, 1971 
after completion of tbe scheme. 

1. Tbe following assets are to be revalued as shown below : PJani 

5*- Tools and dies, Ra. 15,000, Slock, Rs. 30,000, and Debtor* 

Rs. 48,700l 

2. The research and development expenditure and the oi 

ptoa and lou account are to be written oS. 

n of land recorded to the books at Rs. 6,000 is vaiueu a 

14,000 and is to be taken over ^ the debcnturebolden /n part rt 
^iraemofpri^'ptj. The remaining freehold land and buildings are t 
be levaloed at Rs. 40/500. 
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4. A creditor for Rs. 18,000 has agreed to accept a second morteagc 
debenture of 10% per annum secured on the plant for Rs. 15,500 in 
settlement of his debt. Other creditors totalling Rs. 10,000 agree to accept 
a payment of Re. 0 85 in the rupee for immediate settlement. 

5. The inve-tments, at a valuation of Rs. 22,000 are to be taken 
over by the bank. 

6. The ascer'ained loss is to be met by writing down the ordinary 
shares to Re 1 each and the preference to Rs. 8 00 each. The authorised 
share capital to be increased immediately to the original amount. 

7. The ordinary shareholders agree to subscribe for two new 
ordinary shares at par for every share held. This cash is all received. 

8. The cosls of the scheme are Rs. 3,500. These have been paid 
and are to be written off. The debenture interest has also been paid. 

(I.C.W.A. England, 1970 


Solution 


JOURNAL ENTRIES 


Ordinary share capita! account 


Rs. 

Rs. 

Dr. 

1,35,000 


Preference share capital account 

To Capital reduction account 

Dr. 

20.000 

1,55,000 

(To reduce the value of ordinary share to Re. 1 each 
and preference share to Rs. 8 each) 



Capital reduction account 

Dr. 

],55.COO 


Freehold land and buildings account 

Dr. 

20.000 


Investments account 

Dr. 

7,000 


Creditors account 

To Plant account 

To Tools and dies account 

To Stock account 

To Debtors account 

To Research and development account 

To Profit and loss account 

To Cost of reorganisation account 
(Revaluation of assets and balances written off in 

Dr. 

4,000 

37.000 
12,300 
12 500 

4,700 

18.000 
98,000 

3,500 

accordance with the terms of the scheme) 




Creditors account 

Dr. 

15,500 


To 10% Debentures (secured) 

15,500 

7% Debentures account 

Dr. j 

14,000 1 

i 

To Freehold land and buildings account 

14,000 

Cash at bank account 

Dr. ' 

22,000 

To Investments account 

(Issue of.debentures and transfer of assets to satisfy 

22,000 

Liabilities) 


] 


Cash account 

br. 

30,000 


To Ordinary share capital account 
(Issue of 30 000 ordinary shares of Re. 1 each) 

, 30,000 

Creditors account 

Dr 

8.500 
4.200 

3.500 


Debenture interest account 

Dr 


Cost of reorganisation account 

Dr. 


To Cash account 

(Payment of liabilities and cost of reorginisation) 

16,200 
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BALANCE SHEET OF SAD LIMITED 
Jfcn itlJttlr, 1970 
(After completion of the sdieme) 


P.8. 


Rs. 

Freehold land and building 

*0.000 




1,50,000 


15.000 

StM-k 


LOO.OOO 

Oebtoti 

48.700 

l^oiwo 

Cxih 

15,8CO 

45.000 

50.000 



1.25.000 



61.500 



32.000 



2.08.500 


Rs. 2,08.500 




virg is the summarised balance sheet of <45 Ltd 


Aulborited capital : 

143,000 Ordioary sbarea of 
Re t each 

12,500 6% Preference shares of 
Rs 8 each 


Us . 


laued and subscribed capital ; 

45.000 Ordinary shares cf Re. 1 
each 

10.000 6% Preferehce shares of 
Rs 8 each 


D^renlures : 

7% Snt morrcace 4d,000 
10% Second mortgage 11,500 


asod 3l4t March, 1970.' 


LlabtUiUt Rs. 1 AMit ..*52; 

Aorhoriied aod issued eapiul t j Goodwill 1 W.OOO 

30 000 6 per cent preference shares I Land and buildings i.6i,ow 

of Rs 10 each 3.00,000 1 Plant W5.C00 

6,00.000 Equity iharei of Re.l __ j Shares in Subsidiary Ltd (at cost 


« a ^ 


8% Debentures : 

Retired on (and and 

buildings) 1,20.000 

Accrued interest 6 000 


Bank overdraft : 
{Secured on stock) 
Directora' iota 
Creditors 


6 , 00.000 

9.00.000 


1.65.000 
75,000 

2.70.000 


Stock 
Debtors 

Profit and loss account 
Advertisement 


zas.W 

2.70.000 

2.64.000 
60JOOO 


R*. j5.XflX 


Note*' (a) There i» a cootingent liability for dacages ef£i. XJOl. 
(6) Pfcrercflce ghares are cumulative and dividends arc in arrear ix issc 
yean. 

A capital reduction scheme slating the foSeviixsrss TSCLr 
approred : 

{/» The preference shares to be reduced to Fj. fTsrsssasiife 
equity shares to 25 paise each and lo be a«»j£2:sd js :c=sc rr IT 
each and Re. I each fully paid respectively. Tbesrtfessr 




4'50S Cti*pter9/Adraneed AccoooUocy 


waive two thirds of dividend arrear and receive equity ^rcs for 
balance. The authorised capital to be restored to Rs. 30,000 prcferenw 
shares of Rs. 10 each and 6,00,000 equity shares of Re. I each. (//) The 
shares in Subsidiary Ltd are sold to an outside interest for Rs. l,50,C0a 
(i7i) All intangible assets are to be eliminated and bad debts of Ks. 12,uuu 
and obsolete stock of Rs. 30,000 to be written off. (/v) The' debent^- 
holders to take over one of company’s properties (book value Rs. 54,1^) 
at a price of Rs. 60,000, in oart satisfaction of the debentures and to 
provide further cash of Rs. 45,000 on a floating charge. The arrears of 
interest arc paid, (v) The contingent liability materialised m the sum stated 
but the company recovered Rs.. 15,000 of these _ damages in action 
against one of its directors. This was debited to his loan account of Rs. 
24,000, the balance of which was paid in cash on bis resignation, (w) The 
remaining directors agreed to take equity shares in satisfaction of their 
loans. 


You are required io (/) give the necessary journal entries including 
cash transactions ; and (i7) set out the revised balance sheet after giving 
effect to the foregoing entries. (A.I.C W.A.) 


Solntion. 


JOURNAL 


6% Preference share capital account (Rs. 10) Dr. 

To Capital reduction account 
To 6% Pref share capital account (Rs. 8) 

(Being reduction of 30,000 preference snares of Rs. 10 
each to equal number of shares of Rs. 8 each) 


6% Preference shares capital account (Rs. 8) Dr. 

To 6% P( eference shares (Rs. 10) 

(Being consolidation of 30.000 Rs. 8 preference shares 
into 24,(X)0 Rs. 10 preference shares) 


Re I Equity share capital account Dr. 

To Re 0'25 equity share capital account 
To Capital reduction accoun*- 
(Being reduction of 6,00,000 equity shares of Re. 1 each 
to equal number of shares of Re. 0 25 each) 


Re. 0-25 Equity share capital account Dr 

To Re. 1 Equity share capital account 
(Being consolidation of 6,00 000 equity shares of 
Re. 025 each into 1,50,000 equity shares of 
Re. I each) 


Capital reduction account Dr. 

To Equity share capital account 
(Being discharge of 1/3 of total arrears of preference 
dividend (I'e., l/3xRs. 54.000) by issuing equity 
shares of Re. 1 each) 


Bank account jjr. 

To Shares in tubsidiary company 
_To Capital reduction account 
(Being the record of sale of investments and transfer of 
profit on sale of investments to capital reduction 
account) 


Rs 

3,00,0C0 


2,40,000 


6 . 00.000 


1,50,000 


Rs. 

60,000 

2,40,000 


2,40,000 


1.50.000 

4.50.000 


1,50,000 


18,000 


1,50,000 


18,000 


75,000 

75,000 
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8% Debeatorei account 

To Debenture-holders account 
(Being transfer of the amount to be paid to debeatnre 
holders account) 

Dr. 

Ra. 

60,000 

Debenture-holders account 

To Properties account 

To Canital reduction account 
(Being profit on discharge of liability transferred 
to capital reduction account) 

Dr. 

60,000 

Bank account 

Dr. 

45,000 

To 8% Debentures account 
(Being issue of further debentures) 



Accrued interest acconnt 

To Bank account 

(Being payment of arrears of interest 

Dr. 

6.000 

Directors' loan account 

To Capital reduction account 
(Being gain on account of recovery of a claim from the 
director credited to capital reduction account and 
debited to his loan account as per instructions) 

Dr. 

15.II9 

Directon* loan account 

Dr. 

9,000 

To Bank account 

(Being payment of loan due to director on bis 
retignatioa. f e . 

Total loan 24.000 

Leu Recoveries 15.000 




Rs 

60.000 

S4 000 

6.000 

45.000 

6,000 

15.000 

9.000 


ftalaoee paid Ri. 9.000} 


Directori* loan account 

To Equicy ahare capital account 
(Being issue of equity shares in satisfactioD of 
remaiaiog directors loan, le , 

Total loan 75.000 

Less Already cancelled 24,000 

Dr. 

51,000 

To be discharged Rs. 51,000) 



Capital reduction account 

To Bank account 

(Being loss on account of contingent liability debited 
to capital reduction account; 

Dr. 

30,000 

Capital reduction account 

To Profit *nd loss accrs-nt 

To Advertisements account 

To Goodwill account 

To Bad debts account 

To Stock accoim* 

(Being accumulated losse and over-valoed assets 
writ’Cn off) 

Dr. 

4,86,000 

Capital reduction accconi 

To Capital reserve accci-“' 

(Being balance in capital redic 'ion transferred to 
capital reserve account) 

D, j 

72,000 1 

1 


51,000 


50.000 


2,64,000 

60.000 

1.20,COO 

12.000 

30,000 


72000 
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BALANCE SHEET OF AB LTD 


As on 31st Hatch, 1970 


/TO C/r< *** 

Liobiliiies Rs. 

Share capital 

Aut horised: 

6,00, COO Equity shares of Rc. 1 , 

Cach 6,00,000 

30,070 6% preference shares of 

Rs. 10 each 3,00,000 

Assets 

Pixed assets : 

Land and building 
Plant' 

Current assets : 

Stock 

Debtors 

Bank 

Rs. 

2.13.000 

2.55.000 

1.95.000 

2.58.000 

1.50.000 

Rs. 9.00.000 

Issued and subscribed : 

2.19.000 Equity shares of Re. 1 

each fully paid 2,19,000 

24.000 6% Preference shares of 

Rs. 10 each fully paid 2,40,000 

Reserves and surplus : 

Capital reserve 72,000 , 

Secured loans ■ 

8% Debentures 1,05,000 i 

Bank overdraft 1,65.000 

Liabf lit ies 

Creditors 2,70,000 



Rs. 10,71,000 

Mcssrss 


Rs. 10,71,000 

ssf csss:k» 


*Iiinstration 164 . The Bubbles Co Ltd is in the hands of a receiver for 
debenture-holders who hold a charge on all assets, except uncalled capital. 
The following statement shows the position as regards creditors as on 
30th June, 1970 : 


Liabilities Rs. 

Share capital Rs. 36,00,000 in 
shares of Rs. 60 each, Rs. 30 
t paid up — 

First debentures 30,00.000 

Second debentures 60,00,000 

Unsecured creditors 45.00,000 


Rs. 1,35,00.000 

A holds the first debentures for 
for Rs. 30,00,000. He is also an 
B holds second debentures for Rs. 30 
for Rs. 6,00,000. 


Assets Rs. 

Cash in the hand of receiver 27,00,000 
Property, machinery* plant, 
etc. at cost Rs. 35,00,000 
estimated at 15,00,000 


Charged under debentures 42,00,000 

Uncalled capital 60,000 shares 

at Rs 30 each, 18,00,000 ^ 

Deficiency 75,00,000 


Rs. 1,35,00,000 

Rs. 30,00,000 and second debentures 
unsecured creditor for Rs. 9,00,000. 
,00,000 and is an unsecured creditor 


The following scheme of reconstruction is proposed : 

(I) A is to cancel Rs. 21,00,000 of the total debt owing to him, to 
advance Rs. 3,00, COO in cash and to take first debentures (in cancellation 
of those already issued to him) for R.s. 51,00,000 in satisfaction of all his 
claims. 


( 2 ) 
by him. 


B is to accept Rs. 9,00,000 in cash in satisfaction of all claims 
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(3) Unsecured creditors (oth:rtfaaa ^ and B) are to accept four 
ihares of Rs. 7*50 each fully paid id satisfaction of 75 paise in the rupee 
>f every Rs. 60 of their claims. The balance of 25 paise in the rupee is 
0 be postponed, and to be payable at the end of three years from the 
iate of the court’s approval of the scheme. The nominal share capital is 
lo be increased accordingly^ 

(4) Uncalled capital is to be called up in full and Rs. 52*50 per 
share cancelled, thus making the sbarhs of Rs. 7*50 each. 

Assuming that the scheme is duly approved by all parties interested 
and by the court, adjust the statement accordingly and show the alterations 
ip the company’s balance sheet and give the necessary journal entries. 

(C.A. Inter May, 1976) 

Solotion 

Step 1. In order to solve this problem it is cecessaiy to prepare the 
balance sheet. This will enable us to know the amount of accumulated 
loss to be written off with the help of capital reduction account. The 
balance sheet of the company may be drawn as follows : 


Share capital 

60,000 shares ofRs. 60 each 
Rs. 30 paid 
First debentures 
Second debentures 
Unsecured creditors 


I Propert)'. machinery and plant 

etc. at cost 39,00,CCO 

18.00. 000 Cash to hand 27.00.C0O 

30.00. 000 Profit and loss account 87,0O,0CO 

60.00. 000 (balancing figure) 


Step 2, Find out the balances due to A, B and other unsecured 
creditors. 


Ra. Rs. Rs. 

Total amount due to A I Total amount due to Bi Vnietured erediton other 

than A and B 

First debentures 30,C0.0C0 Second deben- Total 45,00, COO 

Second deben* tures 30.00,000 Less Due to 

turea 30, CO, 000 Unsecured AaadB 15,00 COO 

Unsecured creditors 6,00,000 

creditors 9,00,000 j 
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Second debentures 

Unsecured creditors 

To C^sh account 

To Capital reduction account 

Dr. 

Dr. 

30,00,000 

6,00,000 

Unsecured creditors (Rs. 30,00,(KX)— 1/4% Rs. 30,00,000) Dr. 
To Share capital account 

To Capital reduction account 
(For every Rs. 60 of the claim 25 paise in a rupee is 
postponed, i.e., immediately payment is made for 

Rs. 41 And for every Rs. 45 the payment is 
made by issuing 4 shares of Rs. 7-50 each, / e., 

Rs.30. Thus for every Rs 45 there is a capital 
reduction of Rs. 15. Therefore, on Rs. 22,50,000 
the capital reduction is Rs. 7,50,000.) 

22,50,000* 

Bank account 

To Share capital account 

Dr. 

18,00,000 

Share capiial account (Rs. 60) 

To Share capital account Rs. 7-50) 

To ^piial reduction account 

Dr. 

36,00,000 

Capital reduction account 

To Profit and loss account 

Dr. 

87,00,000 

1 

BALANCE SHEET! 
/Is on 30th June, 1970 



U abilities Rs. i 


Assets 


9,00,000 

Z7.00.000 


15,00,000 

7,50,000 


18,00.000 


4,50,000 

31,50,000 


87,00,000 


Share capital 
Issued and subscribed ; 

2,60,000 shares of Rs. 7 50 each 
fuHy paid 

New first debentures 
Unsecured creditors 


19,50,000 

51,00,000 

7,50,000 


Rs. 78,00,000 


Property, machinery and plant, 
etc. at cost 

C^sh in hand and at bank ' 


Rs, 

39,00,000 

39,00,000 


Rs. 78,00,000 


VTORIAL NOTES 

eorganisation through surrender of shares 

So far we have seen examples of shareholders reducing their claim 
'ainst the company and thus facilitating the company to carry out 
Jduction of capital.’ Sometimes this is done in a different way. Under 
IS metimd shares are sub-divided into shares of smaller denominations 
d shareholders are made to surrender a part of them to facilitate capital 
Drganisation. Such surrendered shares are usually utilised to reduce or 
tingursh debenture and trade liabilities. The amount of shares surren- 
red not re issued, and the claim foregone by debentureholders and 
iditors are tran^erred to capital reorganisation account, which wilt be 
Used to write off losses, etc. 

jstration 165 . 

follows : 


The balance sheet of A Ltd as at 31st December, 1966 is 
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Liabilities 

Authorised and issued capital : 
8.000, shares of Rs. 100 each 

As. 

8.00,000 

. Autts 

Fixed assets 
Stock-in-trade 

Rs. 

14.30.000 
80,000 

30.000 

17.000 
1,03,000 

10.70.000 

6% Debentures 

14.00.000 

Debtors 

Accrued interest oo the above 

70 000 


Trade creditors 

4.50.000 

Cash 

Income-tax due 

10,000 

Profit and loss account 

Rs. 

27,30.000 


Rs 27.30.000 


The following scheme of reorgaotsation was approved and corfirmed 
by the court ; 


(I) Each share shall be sub-divided into twenty fully paid equity 
shares of Rs. 5 each. 

(2} After sub-division, each shareholder shall surrender to the 
company 9a% of his holding, for the purpose of re-issue to debenture- 
holders and cmitors so far as required, and otherwise for cancellation. 

(3) Of those surrendered 46.000 shares of Rs. 5 each shall be con- 
verted info 8% participating preference shares of Rs. 5 each fully paid. 

(4) Debenturebolders* total claim to be reduced to Rs. 2,30.000. 
This will be satis6ed by the issue to them of 46,000 participating preference 
shares of Rs. 5 each fully paid. 

*(3) The liability for iacome-tax is to be satisfied io full, 

(6) The claims of unsecured creditors shall be reduced by 80% and 
the balance shall be satisfied by allottiog them equity shares of Rs. 5 each 
fhll/ paid from the shares surrendered. 


(7) Shares surrendered and not issued shall be cancelled. 


Journalise the various entries to be 
liability is not paid. 

made, assuming that the tax 
(B. Coni. Bangalore, 1978) 

Solution : 




Equity share capital account (Rs. 100> 

To Equity share capital account (Rs 5) 

Dr. 

Rs 
8.00, OCX) 

Rs. 

8,00,000 

Equity share capital account 

To Surrendered shares account 

Dr. 

7.60.000 

7,60,000 

Surrendered shares account 

To 8% preference share capital account 

Dr. 

2,30,000 

2,30,000 

Surrendered shares account 

To Equity share capital account 

Dr. 

90,000 

90.000 

Surrendered shares account 

6% Debentures account 

Accrued interest occdunt 

Sundry creditors account 

To Capital reduction account 

Dr 

Dr. 

Dr 

Dr 

4,40.000 

14.00,000 

70.000 

1 4.50,000 

23.60,000 

Capital reduction account 

To Profit and loss account 

To OapiV reserve 

Dr. 

23,a0.000 

1 

; 10,70,000 

1 12.90,000 


33(45-130/1983) 


Am 

BALANCE SHEET 
As on 


Rs. 


Lisbilities 

Shire cspital : 

46,030. preference shares of 
Rs. 5 each 

Z6fXCi epuiry shares of 
Rs, S each 

Restrsx and Surplus : 

Capital reserve 
Secured loans 
Unsecured loans 

Current liahtliiiesjind Provisiens : 
Income-tw lO.ooo 


2.30.000 

1.30.000 
12,90.000 


Rs. 16,60,000 


Fixed assets 
lasxstraents 
Cortent assets : 
SlocL-in-tnide 
Debtors 
Cash 


Assets 


Rs. 

14,30,000 

17.000 

80.000 
30,000 

1,03.000 


Rs. 16,60,000 


— assstts tas 

'-SCHEME OF CAPITAL REDUCTtOM 


... T>,= 


student is confronted with the DrohwTnfT""'* sometin 

•■ilfcoutliSSn'rarompanyS.^,^^^ RKOBSlrociion 

« a cotntnonsense that no Sidual It 

structure unless and until the present one hi r® "‘^“^truci the exhtme 
the above condition of ttconstn^^^^ one has ouths-ed its utility 
»ndtvidua! wilj },'j;e L rwnn.t^ '^^turaj to tbini* rhrfr^ 

'^•pK'cfa 


‘cersorcred;»n«.V ‘“"'on, Jt can . 

nanv 

oy writing down capitals 
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both owned and borrowed ; (c) Make provisions for compensaiing those 
persons who have suffered m the course of capital reduction ; aod (</) 
Make provision for the working capital. All tnesc steps have been ex- 
plained in the following paragrapbs. 

Step 1. Estimating the loss. The first step in the formulation of 
capital reduction scheme is to estimate the total loss wbuh a company has 
suffered to date. This can be estimated by adding the debit balances like 
profit and loss account, unwritten-off amounts of fictitious assets like dis- 
counts on share aod debentures, commission on issue of shares aod deben- 
tures, preliminary expenses, deferred expenses and intangible accounts 
like goodwill. Sometimes trade mark and patent rights are also not as 
valuable they are shown in the balance shed. Under the scheme of 
rccon tfuvt on they are also brought down to right figures. Since, no 
directions about these facts are given in the question, toe student has to 
make his own presumptions. Many a tune, it is reasonable to go even 
to the extent of making a presumption that some fixed assets like plant, 
fix'tjri, etc., were not properly deprcviated by the management m the past 
and thus a fuither amount IS to be written off tho^e fixed assets at the 
time of preparing such a scheme. 

Step 2 Writing off the loss. The loss so calculated above js to be 
written off. In order to write off the total loss it is necessary to reduce 
the capitals contributed by various persons. The following persons suffer 
the loss in the order they have been written under : iP) Equity share- 
holders : (b) Piefeience sharehoiders ; (c) Unsecofed creditois ; and (d) 
Creditors secured by a fioating charge. 

Equity shareholders have to suffer the maximum amount of loss. 
They are asked to suffer to the extent they are noi reda:ed to nil because 
if their contribution is reduced to oil they will not agree to such a scheme. 
They agree to bear the loss to the maximum amount because they other- 
wise also know -‘ilue) 

does not exist. ' ■ • • i . the 

scheme, the nati ■ , ' i • and 

they will not gel any return of capital By agreeing to a scheme of re- 
construction they at least hope to get somclhing in future by way of divi- 
dend and bonus shares. 

If the total amount of loss is so much that ii is not covered by the' 
equity share capital then preference shareholders are asked to suffer the 
loss. They also accept to reduce their capitil on the grounds, equity 
shareholders became ready. If need be, the losses are borne by the un- 
secured creditors and creditors having a floating charge. It may be 
remembered that preferential creditors and creditors secured to the extent 
of realisable value of assets specifically pledged with them b; not asked to 
suffer any loss. 

Step 3. Compensating the varioos parties. It has already been 
said that the total loss to bt writtcQ off is divided among various parties 
depending upon the circumstances. Ifloss is borne by equity shareholder 
ell alone there is no necessity of compensating then because they wiu 
autotuatically be compensated by brttcr earnings of the company in tne 
future to which they become entitled. 
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of the company are not fluctuating in nature. 

If this metbofl of compensating is a little tisky, another inethod of 

converting a part of preference share capital into equity capital Mn be 
sorted to This type of conversion gives them an opportunity of exer- 
cising voting rights and also compensating their losses by opening the 
opportunity of getting higher dividends on the converted part. 

If CTcditors or debenture-holders are also asked to suffer some loss 
they may also be compensated in some form. First usual form of satisfy- 
ing them is to pay them the rest of the balance in cash. Other way could 
be to give tlcm some sort of security for the rest of the balance. It ir ay 
be remembered that in no cate they should have priority over the existing 
arrangement of payment. Higher rate of interest is also one of the reme- 
dies in the case of debentures. 

Arrears of dividend ate often cancelled. Ihe best way of compen- 
sating this loss is to give the preference shareholders deposit certificate 
which can be redeemed when company is in a position to earn sufficient 
amount needed for redemption. 

Step 4. Arranging the worlung capital. No scheme of capital 
reduction can be successful unless proper arrangement for a reasonable 
amount of working capital is made. "Working capital is the life-blood of 
any company without which its survival is impossible. In order to make 
(he provision for working capital any or some of the following methods 
may be resorted to : e < 

(a) issuing more shares in the market. 

(b) reducing the share capital to partly paid-up amount so that rest 
of the money may be called afterwards. For example! shareof RsTo 
each 15 required to be reduced to Rs. 2 each (Rs. 8 per sharris lostl then 

'» a 'hoi 'o? 4“ 

(C) requesting debcnturc-holders to extend Joan 

((0 any other short-term loan. 

'■o'’o« 'r8 is the balance sheet of ZLtd as on 3ist 


Rs. 


_ . UrbilUie: 

/.\0. onqu,iy share-, r.f Rs. 10 each 
shares of 

Rs 10 eacJi fully pay j 

**»aos=j 


XT < Assets 

Net assets 

hoangible assafj 

Goodwill 61,1/ patent riehtc 

Profit and loss account 


Rs. 12,51 
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Preference dividend is in arrears for the last foor years. The net 

"*f* — ** '*• ‘ ‘?0,000 and all intangible 

■ ■ ■ * mnoal profits in future are 

«■ ■ . • ax.) ’ You are required tc 


Solution. Before suggesting a scheme of capital reduction it has been 
assumed— 

(a) The annual profits of Ra. 50,000 are based on pessimistic 
assumption and these profits are not likely to go down. 

(h) The future prospeas of the company are now really good and 
shareholders have agreed to suffer losses as they axe fully confident of 
being lufiSciently compensated in the future. 

(c) Preference shareholders have the preference both as to the 
repayment of capital and dividend. 

On the basis of above assumptions the scheme of leconstmction can 
be drawn in the fcllowing manner : 


1. Calculation of loss to be written off \ 
Profit and loss account (debit balance) 
Goodwill and patent rights 


R«. 

3,:O.OOC- 

1,60,000 


4,90,000 


2. Reduction of eapitai. Since the loss is less than the equity 
capital, the whole loss can be transferred to their capital accounts. As 
preference shareholders have the preference both as to the repayment of 
capital and dividend it is not eqntUble to ask them to suffer any loss. 
The loss ptr share is Rs. 6 54 (i e.» Ra.- 4,90,0C0-^?5,0C0 shares)- Thus 
each equity share of Rs. 10 may be r^uc^ to Rs. 3 46 paid. 


Capital reduction 75.000x6’54 
Less Loss wniten off 


Rs. 4,90,500 
Rs. 4.90,000 


Capital reserve 


The arrears ofdividead on prefcren» shares may be written off. 

3, Compensation For the loss suffered, on the cancellation of 
arrears of dividend, some preference shareholders may be convert^ into 
equity share capital so that in time of prosperity higher rate of dividend 
on them may compensate this Iok. Let one>teoth of the preference shares 
be converted into two equity shares and for this let five equity sharM of 
Rs. 4 fully paid be issued ibr every preference share of Rs. 10 each. Thus 
conversion of preference shares will be as follows : 


Total preference shares 

To be converted into equity shares 

Number of equity shares to be issued 


Rs. 

5,00.000 

50.000 ^ .. 

12,500 ‘ (ofRs. 4 each) 
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4. JiWjerM ^ order working 

f4S:r,Sr^‘n“sotjs.i0 4nchU 

Rs.do.sro 

Now revised bahnee sheet can be prepared as under ; 

BALANCE SHEET 
ol X Ltd (and reduced) 

os on 3/51 hfarch, 1970 • • 


Rs. . 


Authorised and issued capital ; 

75,000 Equity shares of Rs. 4 each 

fully paid 3,00,000 

50.0CQ 6% Prelercnce snares of „ ; 

. Rs. 10 each fully paid i 

Cuttital reserves - 500 

Rs. 8,00,500 


Net assets 
Cash at bank 


Rs- 

7,60,000 

40,500 


Rs. 8,00,500 


It may be noted that there can be various alternative schemes of 
capital reduction. The above scheme i» only a suggestive approach. 

Illustration 167. The fcllowirg is the abridged balance sheet of Hind Ltd 
as at December 31, 1967 : 


Rs. 

Paid'Up capital : 

10.000 6*/, cumulative preference 
shares of Rs 10 each 1,00,000 

15.000 Equity shares of Rs. 10 

each 1,50,000 


Rs. 2,50,000 


Goodwill at cost 
Net tangible assets 
Profit and loss account 


Rs. 

■30,000 

1,52.000 

63,000 


Rs. 2,50,000 


The preference dividend is in arrear for three years. The net tangible 
assets arc estimated to be worth Rs. I. ->6,000. On the expectation that 
tbc annual profits will be Rs. 15,000 draft a scheme of reconstruction to 
be submited to the direct irr mentoiing the important matters which 

Z proposal on the 

two classes of shareholders. Redraft the balance sheet. 


Solution. 


(M. Com. CalcutU 1962, 67, 68) 

( 1 ) The total losses, which the company has suffhrpH nn/t u- u 
8te required to be wriuen cff. are estimated as under • " ^ 

Pfofii and loss account 

Reduction in net tangible assets (assumed) JI.’OOO 


Total loss to be written off 


Rs. 1,20,000 
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to Assume (bat goodwill shown in the balance sheet has no value.' Besides, 
company during all these years must have dehnitely either not at all 
wrtten off net tangible assets or provided depreciation at loner than 
the required amount. Therefore, it has been assumed that if fixed assets 
are reduced by Rs. 22,000 then they will be brought down to their proper 
values. 


(2) The preference shareholders have priority as to the return of 
capital. They should, therefore, be not asked to suffer any Joss. The 
whole of the loss, therefore, falls on the equity shareholders. Preferen.e 
shareholders, bon ever, should be asked to naive their arrears of dividend 
in consideration of the prospects of the immediate resumption of dividends 
made possible by the reconstruction scheme. Surrender of dividend would 
involve loss of Rs. 18,000 to the preference shareholders. They should, 
therefore, be compensated by increasing the rate of dividend to 7% p.a. 

(3) Equity shareholders be asked to suffer the loss of Rs. 1,20.000. 
In other words, each equity share of R$. 10 be reduced to a share of 
Rs 2 each. This will write off share capital by Rs. 8 each or R$. 1,20,000 
in all (/.e., 15,000 sbaresxRs. 8 per share). 


(<t) Equity share of Rs. 10 each be reduce^ to a share of Rs. 4 
each, Rs. 2 called up. This will enable the losses written off to the extert 
of Rs, 8 per shire and at the same time leave a scope for the company to 

make a further call of Rs. T ••••••• ' ,l.. js..— ., i..... 

decided to make a call oi ' . • • ■ r 

available in cash which will . • • • * i ■ 


(5) If the above proposals arc accepted then the disposal of the 
expected future income will be as follows : 

Rs. 

Profit (assumed to be after tax) 15,000 

leM Transfer to general reserve, J 5,000 

10,000 

Less Preference dividend at 7% 7,000 


Profit available for equity shareholders Rs 3,000 


Rate of dividend lOO * 

The above plan allows for a very good rate of dividend of 10% to equity 
shareholders and at the same time leaves sufficient amount for iransfcrn^ 
to general reserve which is essential for a company which has just turned 
the corner Balance sheet after reconstruction is as under : 


10.000 TA cumulative preference 

Ra. 

Net taaaihle assets 

Ks. 

1,30.000 

30.000 

shares of Rs. 10 each fully 
paid-up 

15,000 Equity shares of Rs 4 

1.00,000 


each fully paid-up 



- ' 

Ra. 

1.60,000 


Rs. 1,6 


5» Cbapttf WAiTastrf Accomtuer 

assignment mateslial 

'Tra'’ “ into 

le..„i.all.n i.lo stares of sinsfa tobUHj 

(2) A company IS free to reduce or exunsuibu 

l3) '^W permission from the court is required for a company to 
f rile offer cancel any paid-up capital which is lost or not represented y 

available assets. r •» i 

(4) Cancellation of rxnissucd capital is also a case of capital 

reduction, 

(5) Only unsuccessful companies undertake capital reduction. 

(^) Permission of the court is required for a company to return 
capital which is in excess of the requirements of the company, 

II Fill in the blanks : 

(1 ) No journal entry is requited for the cancellation of share 

capital 

(2) After granting the scheme of capital reduction the court may 

order the use of words after the name of the company for a specified 

period. 

(3) In a scheme of capital reduction, any new liability to be pro- 
vided for scch as arrears of preference dividend must be met out of. 

account. 

(4) Con«nt of the creditors is required if capital reduction involves 

diminution of liability regarding uncalled capital or return of, capital. 

. (5) Consent of the creditors is not required if capital reduction 

involves the writing off of paid-up capital lost or not represented by.,..„.„ 
111 . Indicate the correct answer ; 

. . Auy balance in the capital reduction act our t after wiitine off 
lost capital IS Iransferred to 

(a) Capita! reserve 

(b) General reserve 

(e) Debenture redemption reserve 

(o) Capital reduction account 
Shares surrendered account 
Capital reorganisation account 

Amounts sacrified by shareholders are credited-tb 
Capital reserve account 
General reserve account 
Capital reduction account 


(.b) 

U) 

( з ) 

(и) 
(b) 
(0 
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requiJS from” reduction pcremiion it 

{a) the competent court 
(i) CoDtroHer of Capital kaues 
(c) Company Law Board. 

Problems 

1. Sanjog Company Limited passed necessary resolution and received 
sanction of the court for the reduction of its share capital by Ks. 2,50,000 
for the purposes enumerated here under : 

(a) to write off the debit balance of profit and loss* account 
Rs. 1,05,000 ; 

(b) to reduce tfae value of plant and machinery by Rs. 45,000 and 
of goodwill by Ri. 20,000 ; and 

(c) to reduce the value of investments to market value by writiog 
offRi. 40,000. 

The reduction was made by converting 25,0C0 preference shares of 
Rs. 20 each fully paid ro the same number of prefercDce shares of Rs. 
each fully paid and by converimg 25.000 ordinar>* shares of Rs. 20 each 
Rs. 15 paid«up into 25,000 ordinary shares of Rs. 10 each fully paid. 

Show Journal entries necessary in relation to ibe reduction of share 
capital and show how you would deal with the balance of the capital 
eduction account. (B. Com. Bombay. 197?) 

(Salance in capital reduction account transferred to eopilaf 
reserve Us 40,000) 

2. The share capital of Zed Ltd consisted ofthe following . 

(/) 10,000 6% Preference shares of Rs ]00 each ; and 

(/O 50,000 Equity shares of Rs. 10 each. 

The shares were fully paid. By the end of 1966 it had accumulated 
losses to the extent of Rs. 3,50,000 brides preliminary expenses totalling 
Rs. 20,000. It was also ascertained that the fixed assets which stood in 
the books at Rs. 14,00,000 were overvalued lo the extent of Rs 4,00,000. 

A scheme of capital reduction was adopted and approved by the 

r-..- * s — -j— .t— — -t..-.* 1 .. Qff jjjp jg55j5 aojj 

■ .. .1 . ... Terence shares were 

■ • each and the equity 

■ ■ ■ ■ • • ■ Also the dividends 

an the preference shares which were in arrear for three years were to be 
cancelled. - 

Stale the Journal entries to be passed on the implementation of ihe 
scheme. [B. Com. (Hons.) Delhi. 1969J 

[Total capital reduction Rs. 8,00 fiOO j Cap) al re^tlon account 
transferred to capital reserve account Rs. 30,000] 

3. A public limited CO npanv passed the necesjary resolution and 
received sanction of the court.for -the reduction of its share capital by 
Ra. 5,00,000 for the purposes enumerated hereunder : (a) To write off the 
debit balance of profit and loss account Rs. 2,10,000. (b) To reduce the 




ASS’tGNMENT MATERIAL 


Obltclbe Type Questions ^ .rjoi«> • 

I. State wbelhetrtie following statements arc ‘True or False . 

( n A company can consolidate shares of smaller dMoimnation into 
fhsres of larger denomination but cannot sub-divjde shares of larger 
denomination into shares of smaller denomination. 

(2) A. is ““®“ 


of its memoers. 

1,31 No permission from the court is required for a company to 
» rite off or cancel any paid-up capita! which is lost or not represented by 
available assets. 

(4) Cancellation of unissued capital is also a case of capital 
reduction. 

(5) Only unsuccessful companies undertake capital reduction. 

(fi) Permission of the court is required for a company to return 
capital which is in excess of the requirements of the company . 

11 Fill in the blanks : 


(1) No journal entry is requited for the cancellation of ..share 

capital. 

(2) After granting tbt scheme of capital reduction the court may 

order the use of words after the name of the company for a specified 

period. 

(3) In a scheme of capital reduction, any new liability to be pro- 
vided for such as arrears of preference dividend must be met out of 

account. 


.. . creditors is re.quired if capital reduction involves 

diminution of liability regarding uncaHed capital or return of.,.. capital. 

of t^be creditors is not required if capital reduction 
m ° paid-up capital lost or not represented by.. 

111. Indicate ine correct answer : . 

lostclilaltffiem^^^^^ off 

(a) Capital reserve 
{b) General reserve 
(c) Debenture redemption reserve 

abarthSdcL^sutTrrrf^o'®'"’'^ by 

(o) Capital reduction account 
Shares surrendered account 
Capital reorganisation account 

a™™ sacriBrt by shmholdas are treditad^b 
Capita! reserve account 

General reserve account 
Capital reduction account 


(b) 

(c) 

(3) 

W 

(b) 

(0 
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requi^ from ^ capital reduction pcrmijsion is 

(a) the competent court 

(b) ControUer of Capital Issues 

(c) Company Law Board. 

Problems 

1. Sanjog Company Limited passed necessaiy resolution and received 
sanction of the court for the reduction of its share capital by Ks. 2,50,000 
for the liurposes enumerated here under : 

(a) to write off the debit balance of profit and loss* account 
Rs. 1,05,000 ; 

(b) to reduce the value of plant and machinery by , Rs. 45,000 and 
of goc^will by Rs. 20,000 ; and 

(c) to reduce the value of investments to market value by writing. 
offRa. 40,000. 

The reduction eias made by converting 25,OCO preference shares of 
Rs. 20 each fully paid to the same number of preference shares of Rs. 15' 
each fully paid and by convening 25,000 ordinar)' shares of Rs. ,20 each 
Rs. 15 paid-up into 25,000 ordinary shares of Rs. 10 each fully paid. 

Show journal entries necessary in relation to the reduction of share 
capital and show how you would deal with the balance oftbe capital 
eduction account. (B Com. Bombay, 1977) 

(Balance in capital reduction account transferred to eapitat 
reserve Rs dOfiOO) 

2. The share capital of Zed Ltd consisted of the following : 

(i) 10,000 6% Preference shares of Rs lOO eath ; and 

(li) 50,000 Equity shares of Rs. 10 each. 

The shares were fully paid. By the end of 1966 it had accumulated 
losses to the extent of Rs. 3,50,000 besides preliminary expenses totalling 
Rs. 20,000. It was also ascertained that the 6x«J assets which stood m 
the books at Rs. 14,00,000 were overvalued to the extent of Rs. 4,00,000. 

A scheme of capital reduction was adopted and approved by the 
Court in order to remove the overvaluation and to write off the losses and 
preliminary expenses. Under the scheme the 6% preference shares were 
to converted into prefereoce shares of Rs. 60 each a^d the equity 
shares were to be converted into shares of Rs. 2 each. Also the dividends 
on the preference shares which were in arrear for three years were to be 
cancelled. • 

State the Journal entries to be passed on the implementation of the 
scheme. [B. Com. (Hons.) Delhi, 19691 

[Total capital reduction Rs. 8f)0,000 t CapI al reduction account 
transferred to capital reserve account Rs. 30,000] 

.1. A public limited cowpativ passed the necessary resolution and 
received sanction of the court_for the reduction ofits share capital by 
Ri. 5,00,000 for the purposes enumerated hereunder : (o) To write off the 
debit bslance of profit and loss account Rs. 2,10,000. (6) To reduce the 
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value of plant and tnacWnety by Rs. 90,000 and of goodwill by 
(c) To reduce tbe value of investments to market value ' by wnung 
Rs.SO.OQO. . 

The reduction was made by converting 50,000 preference shares o 

Rs. ZO each fully paid to the same number of pieferehce shares ot KS. 

each fully paid, and by converting 50,000 ordinarv shares of R.S. 20 » 

Rs. 15 paid-up into 50,000 ordinarv shares of Rs. 10 each fully paiQ- 
Give journal entries necessary in relation to the reduction of share capital 
and show how you would deal with the balance of thh reduction of ^bate 
capital account. (B. Com. Andhra 196") 

[rofaf capital reduction Rs. 5,00,000 ; Cc^ital reduction accomt 
transferred to capita! reserve account Rs. 80,000] 
4 . The following was the balance sheet of Tin Toys Ltd as on 31st 
Occcmber 1960 ; 


Liabilities 
Authorised Capital : 

20,000 Ordinary 

•hares of Ra. 10 each 

Issued, subscribed and paid.uo 
*2,000 rittres of 
Rs. 10 each 
Less calls in atrear 
(Rs, J per ahare) 
on 3,000 shares 


Ks. 


2,00,000 


1,20,000 


9,000 


Sundry creditors 
nnrision for taxes 


1 , 11,000 

15,415 

4,000 


R». 1,30,425 


Assets 

Goodwin 

Buildings 

Machiueiy 

Preliminary expenses 

Stock 

Book debts 

Cash at bank 

Profit and loss account 


Rs. 

10,000 

20,500 

50,850 

1,500 

10,275 

15,000 

1,500 

20,800 


Rs, 1,30,425 


It is nit'n ™“binery is overvalutd by Rs 10000 

tel SS'lSdS '5ir”V'’ 

adoptiog the foliowme cfsK. ** prehmmary expenses account by 
sre outstanding (6) Reduce n which the calls 

S Tt,» r ^ ; Balance sheet total Rs I miyK 

“St* V.ted m ". 


°’^Otdinary shares 

of Rs. 100 each 


Rs 

io,co.ooo 

10,00,000 

20.00^^ 


Patents 

Uawhold premises 

Machinery 

Sundry debtors 

Noefc in trade 

Discount on issue of shares 

PfoBt and loss account 


8,50, C 
1.30,5 

76.; 

S5.( 
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Sut)$cribed capilal: 

7,500 PrefefCnci shares ol 
Rs loo each fully paid 

5,000 Ordinary shares of 
Rs. ICO each, fully paid 
Sund ry creditors 
Baok overdraft 


The company suffered huge losses and was not getting on well. 

ThJ following schsmj of recoistfuction was adopted : (a) The pre* 
ference shares be reduced to an equal number of fully paid shares of Rs. 
50 each (6) The ordinary shares be reduced to an equal number of shares 
ofRs. 25e3Cb The amount available be used to write off R«. 30,800 off 
the leasehold premises, Rs. 1 5,000 off stock, 20% off mschtnery and sundry 
debtors, and the balance available (after writing off discouat on issue of 
shares, preliminary expenses and profit and loss accounts completely) 
off patent*. 


Journalise the transactions and perpare the balance sheet after reeon> 
struction has been carried out (B. Com. Marthwada, 1969) 

(roraf capital reduction Rr 7J0S^0 : Patenii written off by Rs. S,35,460) 
Balance sheet total Rs. 5.50,000) 


6 The balance sheet of Nipun Limited on 31st March, 1978 was as 
follows : 
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farnilure are to be written off in proportion of tbtir took veloes, with tte 
help of general reserve and capital redaction account. 

Pass necessary journal entries in the books of the company, to 
record the above tranketions. Prepare the company’s balance sheet after 
such changes. 

(Balance-sheet total Rs. 2,36,000) 

31.1 Dicitomf"®'’'*' 

BALANCE SHEET 
As ot3t-l2-J966 


Rs. 

3.00. 000 

3.00. 000 


^ Llabllitta 
Shire ctpita! 

Auihoffs«J ; 

Mefty »(urt» of 

Ri. to each 

Bret shtrti of 
RJ. 10 each 

oompeaMd'on fund— 
Bombay jqqqq 


, Asset} 

Fixed assets ; 

Poona property 
Bombay prop^ 

Plant and roaebioery 
rnve<(mciiij ; 

6% Government loan 
(earmarked against 
workmen’s Comp fund) 
Miscellaneous expenditure 
and losses ; 

Profit and loss account 


1,60,000 

1,20,000 

1,50,000 

30,000 


40.C00 


Secured loans ; 

b’ ‘**ben(ures secured 

fecured on 
Bombay property 35.000 

Current Iiabi!ii!« and 
provisions ; 

Sundry creditors 


30.0C0 


'65,000 

25,<;oo 


5.00,000 


Rs- 5,00.0 


Tl, r K •=■=•=== I Rs. 

I , wmcion d„,, . 

'■ ^Irwrccd,. 

•2- Pafereijcc shares were m h. f ^ ^ 

f Si?" ^ 

V"’* prop 

actually there was ! f-ff^P^Bsation fund f flomh, cash, 

fund account balance was 2.000 > he fact t 

f'^vestmc.itt were realise^Vt lOV he Tern 
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Pass the necessaryjournaleatries in the books Of the company and 
jfcpare a balance sheet as on hi January 1967 after giving effect to the 
ibove reconstruction scheme. ^ (B. Com. Poona 1968) 

(CapUal reserve Ra. 7,500 ; Capital reduction Rj. 2J0,000 ; Balance 
sheet total Rj. 2,43,300 ; Cash Rs. 23,800; Creditors Rs. 19,800) 


mint: hvcstmeals of Rv 8,000 haw been sow for Rs.S.EOO. Ciihis madeof 

eaab received from Ihc debeaturehoJders and cash from sale of iaveslmeatsl 

8. The following was the balance sheet of R Ltd as on June 30. 
1970 ; 


Lieblhiies 

Rs. 

Astets 

Ra. 

Authorised capital : 


Goodwill , 

30,OCO 

1,000 6% Cumulative 


Land and bnildinss 

60.000 

prefercDcc sham of 


Plant and maebineiy 

55.000 

Rs 100 each 

1,00,000 

Motor vehicles 

6.500 

2,000 ordinary shares 


Stock 

52,600 

of Rs. too each 

2,00,000 

Sundry debtors 

9.200 



Cash in hand 

150 


Rs. 3.00.000 

Profit and loss account 

73,000 

Issued capitll • 




800 Preference shares fully paid 80,000 1 



1,200 Ordinary shares fully paid 1.20,000 , 



S% Debentures 

50.0001 



Sundry creditors 

9.100 



Bask overdraft 

27,350 , 




Rs. 2.86,450 , 


Ra. iididW 






No preference dividend has been paid for eight years and the com'* 
pany is handicapped by the antiQuated nature of its plant. In the opinion 
of the directors, if new capital were available and modern plant acquiried 
substantial profits could be earned. Accordingly they proposed a capital 
reduction scheme as follows : 

(/) Each existing ordinary share to be reduced to Rs. 5 each. 

(if) All arrears of preference dividend to be cancelled. 

(fiV) Each existing preference share to be reduced to ^ 
then exchanged for one new 6% cumulative preference share of Rs. 50 
each and five ordinary shares of Rs. 5 each. 

(iv) The credit balance resulting from the above to ^ke applied^ in 

eliminating the debit •. • ~wn 

plant and machinery ‘ ■ i ' ■ ' ‘ ' ■ V ■ • 

(v) The unissui , ■■ . r, to 

shares of Rs. 50 and Rs. 5 each respectively and the authorised capital to 
be restored to Rs. 3,00,000 by the creation of sufficient new ordinary 
shares. , ,, 

(vi) AH the debentures to be redeemed at 105 per cent, boiaers 
being given the option to subscribe at par for new 4% debentures. 

Sanction of the court to the scheme having been obtained, Rs. 40,000 
new ordinary shares were issued at par, payable in 


with the 
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rmfW^'Ss 

above afrangements had been carried • j Ad Pc ofl 750 ‘ 

iCapital reduction Rs. 1,34,000 ; Goodwill reduced by ^^- 20,1 50. 

^ Cmh balance Rs. 6,300 ; Balance.sheet total Rs. 1,63,450) 

fHlnt! • (0 Pfemtuin on redemption of debentures Rs. 2,5M ; -PJ? 

issue of shares Rs, 1,000; reconstruction expenses Rs 1 ,350 ate written off the capital 
rcSdio^ecount and the balance has been used for reducing goodwill accou^ 

on 4% debentures of Rs. 21,000 issued to redeem debentures of Rs. 20,000 at 5^ 
premium .1 

9. On January 1, 196i the balance sheet of Wisemen Ltd vs as as 
under : 

Rs. 


LiabtttfUs 

Share capital authorised, issued 
and paid-up ; 

4.00. 000 ordinary shares of Rs. 5 

each, fully paid 20,00,000 

3.00. 000 6% preference shares 

of Rs. 5 each fully paid 15,00,000 

•A', 6% debentures secured 

on Bombay Works 1,00,000 

6% debentures secured on 
Calcutta Works 2,50,000 

Workmea’s compensation fund 
Bombay 25,000 

Calcutta lO.OCO 


Assets 

Bombay Works 
Calcutta Works 
Workmen’s compensation 
fund investment 
Stock 
Debtors 

Discount on debentures : 
'A' 2.500 

•B' 10,000 

Profit and loss account 


Rs» 

20,00,000 

10.00,000 

35.000 
1,15.000 

50.000 


12,500 

16,22.500 


^ank overdraft 
• Creditors 


35,000 

7,50,000 

2,00,000 


Rs. 48,35,000 j 


Rs. 48,35,000 


As on January 1, 1968, under a scheme to reduce the capital- (at the 
ordinary shares were reduced to 25 paise each ; (b) the preference shares 
were reduced to Rs. 3-75 each and the rate of dividend on them to 5V- 
(c) the ‘4’ and ‘B' debentureholders waived payment of Rs 47 nnn 
interest (which was included in “creditors, Rs. 2,00,000”) • (d) the direr 
tors were to refund Rs. 50,000 fees they had received. ^ 
r, I ’ ^®^<^ot“fchoJders formed a new company to take over thp 

and this price was satisfied on the same 
date by the surrender of the ‘J9’ debentures and the allotment of 50 000 
fully paid shares of Rs. 5 each in the new company. ’ 

valued at Rs. 25,000 stock at Rs 50 000 nnd 
^e debtors at Rs. 40.000. There was no actual liability to wnrW ■ 
Calcutta Works. The assets were to be Sen down'accord^S o 
fictitious assets were to be eliminated : only necessarv reservpc 

Bombay book value 5 £ 

Journalise these transactions. 

(r,„i ^ 

■n.= Vii.,Co UdasonSMMff*! 
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Llabllnies Rs. 

Share capital: | 

7,300 6% prererence shares of 

Rs. 100 each fully paid<up 7,50,000 I 
5,000 ordinary shares of Rs. 100 

each, fully patd-up 5.00,000 

Surdiy creditors 30.000 

Bank overdraft 20,000 

Auets Rs. 

Rafenfs 8^0,000 

Leasehold premises 1,30.800 

Plant and machinery 42,200 

Sundry debtors 76,300 

Slock*iD*trade 55.000 

Share discount accoont 18.000 

Preliminary expenses 12,000 

Profit andloss account 1,13.000 

Cash balance 500 

Rs. 13,00.000 

Rs. 13.00,000 


The company adopted a scheme of reconstruction because of heavy 
losses. The following was Capital Reduction Fund Account created by 
reconstruction scheme : 
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Notes ; (1) The preference share dividends are four years in arrears. 

(2) There are capital commitments totalling Rs. 5, CO, 000, 

The court approved a scheme of reorganisation, submitted bv the 
debentureholdcfs and agreed to by other interested parties, to take effect 
on ist April, 1966, whereby ; 

(/) The preference shares to be written down to Rs. 7*50 each and ' 
the equity shares to Rs. 2 each, each class of share then to be converted ' 
into shares of Rs. 10 each. {«) Of the preference dividends in arrears, 
tiuee-fourths to be waived and equity shares to be allotted at par for the 
remaining one-fourth. ti7f) The debeniureholders to have their accrued 

freehold property tbook value 
Rs, 2,00.000) at a valuation ot Rs. 2,40,000. in part repayment of their 
holdings and provide additional cash of Rs. 2,60,000 secured by a floatine 
charge on the company’s assets at an interest rate of 8 per cent per 

goodwill and deferred advertising to be written Sff ' 
Rs. 1,30.000 to be written off stock. Rs. 1 37 000 to nnwirinH r v j 
debts and the remaining freehold property to be revalued at Rs 7 75 OTO ’ 
( 1 ) The trade investments to be sold for Rs. 2 80 000 (vi\ tL Htr- f ' 
accept settlement of their loans as to 90 per cent tCof S If,® 

equity shares at par and as to 5 per ceK cash h. kIi allotment of 

being waived. (v,7) The contracts for ^ 

on payment of 5 per cent of the contract price a1 a Sy " ' 

arrieEemMts“(bLding?asUransSirS^^ effect to the 

sheet of Enterprisers Ltd after completion prepare balance 

(I C.W.A. July, 1967) 32 28 
{Balance sheet total Rs. 28,88,000) 
were extracted from the books of 


AMAMTTTn balances 

ANANT LTD as on :il.3.1978 ; 

Preliminary expenses 
Patents 

Share premium 
Goodwill 

Profit and loss account 


Rs. 


,,, (4ebit balance) 
6/4 Debentures 
Creditors 


3Z.000 

22,000 

50.000 

17.000 


85,800 

50.000 

20.000 


Debenture interest 
outstanding 
Property (at cost) 
P,'P«cia>>t>n thereon 
Slock (31-3-1978) 
Machinery (a, cost) 
Depreciation thereon 
Debtors 


Share capital ; 

of Rs. ICO 


Rs. 3,000 
1.10,000 
20,000 

15.000 

2,20,000 

40.000 
31,200 


the court : ® of ‘^ap'tal reduction 

(1) 

( 2 ) 

(3) 
interest. 

(4) 


each Rs. 1,50,C00; 
duly sanctioned by 

Dght over outstanding 


One new 


issued for each r's Paid-up to ti-e r 

declared since A^pnU9??^°" 

Mv-ii nas not been 
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(5) Atl cfedlt bal&flccs not being the cmtside llaUIities and all debit 
balances not being the amoants receivable as well as the intangible assets 
are to be written oSl 


(6) Any glance available is to be utilised in writing down the fixed 
assets in proportion to their written down values. 

You are required to give journal entries, and balance sheet after the 
reduction. (B. Com., Saonsfatra 1978) 

(Balance sheet total Rs. 2,44,200) 

*13. The receiver for debentureholders who had a charge on all asst^ 
presented the following statements relating to ABC Co Ltd from the 
creditors' point of view as on December 31 , 1966 : 


Llabmiet Ri 

Nomiaal cipitat : 

1,50,000 shares of&s. SO each IS, 00.000 


Issued, subscribed capital : 

1,00.000 shares of Rs. 50 csch 50,00,000 


Aatli Rs. 

Cash in the ba&dt of the 

receiver 80,00,000 

Picpetir. msebmery and 

pisfit, etc. 30,00,001 

(Cost Rs. 80.00.000) 


Called'ip and paid-up capital ; 
1.00.000 shares of lU- 50 each, 
Rs. 25 per share calIed*Dp 
Pint ^beemrea 
Seeoad debentures 
Uesenrec. creditors 


40.00. 000 

80.00. 000 
90.00,000 


Rs. 2.l0fi0.000 


1 


1,10.00.000 

Uncalled capital ; 

1,00,000 shares at Rs. 25 each 25,00.000 
Deflelency 75.00.000 


Rs. 2,10.00,000 


X bolds the first debentures for Rs. 40,00,000 and second debenters 
for Ri. 40,00,000. He Is an unsecured creditor foi Rs. 20,00,000. 

Y holds second debentures for Rs. 40,00,000 and is an 
creditor for Rs. 25,00,000. 

The following scheme of reconstruction is proposed: (o)J'isJ3 
advance Rs. 17,50,000 in cash and is to accept new first debentnnes fSasr 
already held by him being surrendered and cancelled) for Rs. 
in full satisfaction of all hjs claims against the company. 
accept Rs. 50,00,000 in cash in satisfaction of all claims to hin. 
secured creditors other than X and Y are to accept 3 sbarei cf Rt 5 ~-— 
fully paid in full satisfaction of 50 paise in the rupee off^g ? g 
their claims. The balance of 50 paise in the rupee is to 21^^^ 
and is to be payable at the end of one year from the dais of 
approval of the scheme (d) Uncalled capital is to be ca^ 
the shares are to be subdivided into shares of Rs. 5 each. ^ 
of the shareholding is to be cancelled, _ 

Assuming that the scheme is dully approved 
and by the court, prepare ; (1) Balance sheet ^ 

construction ; f2) The necessary joaroal entries 

34(45—130/1983) •Similar to illastiationN^?-^^^^ 


4^ Ctepttf S/Adrancefl Accomtancy 

„,..= .r.^.«c.».:a.d(3)Th=Wanc.sh=., ahet tecoaa...a.™ 

Of the company. . I 969 ; b. Com., Madurai, 1970 ; 

(B. Com.^ cra^a, j . InstUnte of Company S^jetarms 

(Total of the balance sheet after reconsttuction Rs. 

14 The balance sheet of a limited liability company, as 

December. 1976, is as stated below : 

^ ’ BALANCE SHEET 

As on 3I-12~76 ^ — 


UabiUties 

Issued and subscribed capital . 

45.000 equity shares of Rs. 10 
each folly paid 

3.000 6% preference shares of 
Rs. 100 each 

Sundry creditors 
Bills payable 
Bank overdraft 


I 


Rs. 


4,50,000 

3,00,000 

60,000 

50,000 

1,00,000 


Assets 

Goodwill 

Patents 

Land and buildings 
Plant and machinery 
Stock-in-trade 

Sundry debtors 
Profit and loss account 


Rs, 9,60,000 


R.S. 

43.000 

18.000 

2.70.000 

2.40.000 
88,800 

1,50,900 

1.50.000 


Rs. 9,60,000 


Dividends on preference shares are in arrear for three years. 

The company passes a special resolution to reduce its capital in 
accordance with the following scheme and the same is duly sanctioned by 
the court : 

(a) The preference shares are converted from 6 % to 8 %, but re- 
valued in a manner in which the total return on them remains unaffected. 
The value of equity shares is brought down to Rs. 8 per share. 

(b) The arrears of dividend on preference shares are cancelled. 

(c) The debit balance of the goodwill account is written off entirely. 

(d) Land and building and nlant and machinery are revalued at 
85% and 80% of their respective book values. 

(e) Book debts to the amount of Rs. 7,200 are treated as bad, and 
hence, to be written off. 


(/) The company expects to earn profit @ Rs. 45,000 per annum 
from the current year which would be utilised entirely for reducing the 
debit balance of the profit and loss account for three years. The remain- 
ing balance of the said account would be written off at the lime of the 
capital reduction process. 

down pLms.*^ is to be utilised in writing 

in h- 2.^0,000 bearing interest at 72% p a is 

imptocSfcnS" > Wane to 

apM * , ,5 Offi,. L 

I Aj. ^,25,000, Balance sheet total Rs. 9,35,000) 
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15. The business of Rundown Limited was being earned on con* 
tmuousjy at losses. The following are the extracts from the balance sheet 
of the company as on 3 1st March 1975 ; 


Llab'liiifi Ks. 

Authorised, issued aod subscribed 
capital * 

30.000 equity shares or Rs lO 

each fully paid 3.00.000 

2.000 8% cumulative prclerence 
shares of Rs. 100 each fully 

paid 2,00.000 

Share premium 90,000 

Unsecured loan (from director) 50.000 
Sundry creditors 3,00.000 

Outsiandiog expenses {includioit 
directors’ remunerat'on — 

20.000) 70.000 


Rs. 10.10,000 



Rs. 

Cfoodwill 

50.000 

hunt 

3,00.000 

Loose tools 

10,000 

Debrort 

2.50,000 

Stock 

1,50,000 

Zaih 

10,000 

Baflic 

35 000 

F-relimioary expenses 

5.000 

Profit and loss accouut 

2.00.000 


Rs. 10.10,000 


Note ; Dividends on cumulattve preference shares arc in arrears 
for 3 years. 

The foilotsing scheme of reconstruction has been agreed upon anc 
duly approved by the court . 

(1) Equity shares to os converted joto 1,50,030 shares of Rs. I 

each. 

(2) Equity shareholders to surrender to the company 90% of then 
holdings. 

(3) Preference shareholders agree to forego their right to arrears tc 
dividends in consideration of which 8% preference shares are to be conver- 
ted into 9% preference shares 

(4) Sundry creditors agree to reduce their claim by one-fifth ti 
consideration of their getting shares of Rs. 35,000 out of the surrenderee 
equity shares. 

f5) Directors agree to forego the amounts due on accounts of ucse 
cured loan and Directors’ remuneration 


(6) 

(7) 


18) 


Surrendered shares not otherwise utilised to he cancelled. 
Assets to be reduced as under : 

Goodwill b> Rs. 50,000 
Plant by Rs. 40,000 
Tools by Rs. 8,000 
Sundry debtors by Rs 15,000 
Slock by Rs. 20,000 

Any surplus after meeting the losses should t< utilised u 


writing down the value of the plant further. 

191 Expenses of reconstruction amounted to Rs, IP>W0- 


jnd ptid-up. , , 

(in Authorised c»pitil was suitably racreascd. 

,J,“«HarsS5'»“A“SiS 

ISsa^,«s.c^ "•SSS 

co«ptny. (^Balance sheet to tal Bs. 7 ,45,000) 

U. The statement of assets and liabilities of the Mart Ltd as at 
31-12-1970 it as follows 

Assets *«55; 

Fttchold property 

Stock 150, uW 

Debtors (estimated to produce) 
Investments (market value) TO.Ow 

Deficiency 2,55,000 


LfabttliUs 

Rs. 

frtfmxsoe csplul : 

15,000 shirt* of Ri. 10 etch 

1,50,000 

tfluity cipttit : 

30,004 ihire* of R*. 10 etch 

3,00,000 

Debtntom 

1,00,000 

Lota crtditori (tecored 
by Investments) 

50,000 

Trtde ertdJtort 

1,50,000 

Ri. 

7,50,000 


Ra. 7,50,000 

■BiMBaca 

ft is proposed to reconstruct the company on the following lines ; 
(a) The loan creditors arc to be paid off, but the investments are not to be 
told. (6) The trade creditors agree to ac^t preference shares to the 
extent of 50 per cent of their dues in full satisfaction, (o) The debentures 
are to be paid at par. Cash working capital to the extent of 
Rt. 1,00,000 is considered sufficient, (e) The preference and equity share- . 
holders agree to take up respective shares in the reconstructed company 
which are to be issued to them as partly paid and to pay the remaining 
balance in cash (to make up for the cash required for carrying out the 
scheme) and make up their shares fully paid. 

Assuming that the above scheme is put through, give the journal 
entries and the reconstructed balance sheet. (B. Com., Bangalore, 1971) 
SCHEME OF CAPITAL REDUCTION 

17. accumulated losses and fictitious assets of a company to be 
wTittec off amount to Rs. 2,50,000. In case the company goes into iiquida- 

borne by the equity shareolders. The com- 
ply has 25,TO0 equity shares of Rs. 10 each fully paid and 1,000 6y 

follow?:' Notsowell Ltd as at 30th September was as 




Rs. 

Assets 


Share capital : 


Goodwill 

25.000 

Authorised and issued : 

10,000 Cum. pref. shares of 

1 

Freehold property at cost 
Plant and machinery at cost 

90.000 

1,00.000 , 

1 Jess Deoreciation on wntiea 

20.000 Equity shares of R<. 10 

1 down value 

85,000 

each hilly paid up 

2.00,000 1 

Investment (market value 

80,500 

1 Rs. 86.000) 


3.00.000 

Stock 

35.000 

40.000 


75.000 

' Debtors 

Bank overdraft 

15.000 

Cash at bank 

500 

Oeneral reserve 

70,000 

Profit and loss aeeouet 


Rl. 

4,60,000 

Rs 

4,60,000 


Prepare a capital rcductioa scheme which, m your opinion, would be 
leceuary and redraft the balaode sheet after incorporatins your propo sals 
fifibniissioa to the board of directors. The cumulative preference divid* 
:adi are in arresr for two years. (C.A. Final, Nev„ 1958) 

20^ The Eve rg re e n Company Limited is in the hands of a receiver 
ind the following is the statement of affairs as prepared by him as on 31st 
vfatch 1963 : 


Cash in band 

Expected 
to realise 
Rs. 
30.000 

Buildtnxs (cost 6.00.000) 

7,00,000 

Plant and machinery 
(cost 10.00,000) 

5.00.000 

Sundry debtors (Book value 
4.00.000) 

2.00.000 



Deficteocy fofcreditors 


Rs. 

21,50.000 


— — 
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The company has turned the comer and the shareholders are anxious 
JO reconstruct the company. Both the secured creditors and unsecured 
creditors are willing provided they are given some interest in the future 
share capital, . 

Suggest a scheme of reconstruction (external) which will be acceptable 
to all concerned and give the journal entries in the books of old company 
and the reconstructed company for the same. Make reasonable assump- 
tions, if necessary. (C A. Final, 1963] 

21. The Gamma Company Limited is in the hands of a receiver. 
The balance sheet as on 31st December, 1962 is given below ; 


Lkbililies Rs 

Authonjcd capital 20,000 shares 

of Rs. 103 each 20,00,000 

Issued, subscribed and call'd up 
capital ; 

5.000 Equity shares of 
Rs. 100 each fully 

called up 5,00.000 

Lett Calls in arrear I^OOO 

5.000 9% Preference 

shares of Rs. JOO 

5,00.000 


on fixed assets 
del^tures ^•ith charces ; 
On boot debts and stoefc- 
m-trade 

w(«es{ accrued on above 
SiUj payable 




9.99.000 

15.00. 000 

9.00. 000 

2.16.000 

1 . 00 . 000 
1. 03.003 

11.85,000 


’Assets Rs.. 

Fixed assets (depreciated value) 20,00,000 
Book debts 7,0o;ooo 

btock-m-traoe at cost li 00 000 

Patents at cost j 00*000 

Preliminary expenses 2!oo!ooO 

. '*• 00.000 

C«asU in Iwod cw \ 

Profit and loss account : * 

, . 5,90.000 

Lfss Profit for the year 1,00,000 

4,90,000 


R*- 50.00,000 


Rs. 50.00, C 


is a contingent liability for Drefer,.r, .r- • ' 

The company is anxinne ^ rence dividend for 5 years 

capital provided affair sSm. and there is nn rr ^ 

cgreeable tn , scoemeisput un ts* j . Js an offer of fr 

e.pc.-icj the '1 •!*.'. inlercsl wijj 

all capital to b-^ .aHicieat profit, I’aM off - Xi 

’•“Wat compaay. Sg'’ ato g, 

)■»" •"teqJcMfi'by accounts of ni, 

.ebeme which wouldU^'Soard of Dirociots^r^^° '*aa Industries Ti 

•« 'lie « '™'a«r accS°brel't,“'"Panyto^ 
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Authorized Capital ; 

20,000 Equity Shares of 
Rs. 100 each 


4,000 9*3% Preference 
Shares of Rs. lOO 
each * 


Rs. 

Fixed Assets 
(at cost as on 

Rs. 

20,00,000 

M-83) 



Buildings 
Plant and 

5.00,000 

4,00,000 

Machinery 

31,00,000 

— ■ - — - 

Loose Tools, 


24,00,000 

Live-stock 



etc. 

2,00,000 


• 4 53i 

Rs. 

38,oo,oa 


Issued, called and Paid*up : 

15,000 Equity Shares Stock in Trade 7,00,000 


of Rs. 100 each 

Rs. 100 called and 
paid up 

15,00,003' 

Raw materials 
valued at cost 

3,00.000 


4,0C0 Preference 

Shares of Rs. 100 
each called Rs. 50 
and paid up 

2,00,000 

Semi-finished 
Articles at 
works cost 

2,00,000 


Advance from the 
Finance Corpora* 
tioo (secured on 
fixed block at 

71 %) 

15,00,000 

Finished Arti- 
cles at realiza- 
ble prices 

2,00,000 


Loans from Bankers 
(secured on stock 
in trade at 8%) 

5,00.000 

Miscellaneous 
Expenditure 
and Losses 


6,00,000 

Trade creditors 

Fixed Deposits at 

12 % 

5.00. 000 

9.00. 000 

Prelinamary 
Expenses 
broxerage and 
Commission to 
Sbates 

1.50,000 

1,:0,000 



51,00,000 



51,00.000 


You are given the loliowing information : 


(/) It is estimated that if further machinery is added at a cost of 
Rs. 5,00,000 the plant will become an economic self'contained 
unit, 

(i/) The present cost of the building is about Rs. 6,00,000 and 
machinery about Rs 3^,00,000 The loose tools and live-stock 
are only worth Rs. 1,00,000 

(/i7) The company can hereafter easily earn 12% (before taxation) on 
capital to be employed. 

(iv) Present equity shareholders are not in a position to put in further 
money as capital but are billing to advance on debentures with 
redemption scheme up to any extent at reasonable interest. 

50% of the depositors are anxious to get back their money. 

(C.A. Final November 1964) 
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Company Accounts— Liquidation 


This chapter has been divided into three sections ; (/) Legal provi- 
ions affecting accounting procedure of liquidation ; (ii) Statements of 
iffaifs and deficiency account ; and (ii:) Liquidator’s final statement of 
recount , 


A-LEGAL PROVISIONS 


The purpose of this chapter is to deal with the accounting procedure 

0 be follow^ at the time of liquidation of a company. Only those legal 
/rovisioDS which affect the accounting procedure and which are necessary 

1 prepare a background for understanding the accounting aspect of 
quidation of companies have been given. 

Meaning and salient features. A company, being an artificial per- 
on, is erttted by law and effaced by law. Once the certificate of incor- 
rtration is granted to a company, the only remedy of closing it down is to 

iqmdate it. Liquidation is a legal procedure by which the corporate life 
a company is brought to an end. The followihg arc some salient 
eatures of liquidation : 

(o) Any company, when found necessary, can be liquidated. It is 
rot ncccKaiy that only insolvent companies should be liquidated. Some- 
.iines, even solvent companies arc liquidated, 

nsolvScy^ffSefor'^n^’fr distinguished from the 

SSSlspiSS 

lown forever. Insolvency of ^ “ ‘Closed 

>f its liquidation, ^ ®f 1^6 causes 

apiiil ^is'*i5nccSd'tnd°“S"?*?he’ nroewS are realised, 

etilfd. If any surplus is left it is "editors are 

ompany according to (heir rights * shareholders of the 

a LvWmp-c liabilities 

, 4 on ca uk, p,,„ 


:urt 


(0 Com/iu/jory H-indiW.i/n t*,;, , 
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(fO defaults in deliveriog tbe statutory report to the Kegistrar or in holding 
the statutory meeting, or (i/Q does not commence business within a year 
from its incorporation or suspends business for a year, or (iv) its member* 
ship falls below Mvcn (private company— two), or (r) is unable to pay its 
debt, or (vO it is just and equitable in the court's opinion that the com* 
pany should be wound up. 


'■jrther be of two types : mem- 
■’err .*• ; T ■ ‘ luntary winding up. Members’ 

vr' »“s •• “ ‘ leclaration of the company’s 

s • *■ / its directors. Butwhen the 

declaration of solvency is not made and delivered to the Registrar it is 
presumed that the company is insolvent and the winding up is called a 
creditors' voluntary winding up. 


■ I r 


(Hi) Windiug-up subject to superviston of court. This mode of wind* 
ing-up is comparatively rare. It is a voluntary winding up with the 
supervision of court. This order is made when court is satisfied of the 
fact that tbe resolution for winding up was obtained by influenesDg tbe 
minonty boldiogi. 

(/) When winding up takes place shareholders are described as 
*contrlbutories\ The term ‘contributory’ means any person liable to con- 
tribute ‘to the assets of the company in the event of its being wound up. 
It includes all present and all those past shareholders who have ceased 
to be the members within a year preceding tbe commencement of tne 
winding up. The contributories arc classified into two lists— List *A* 
includes the present shareholders (even those shareholders who bold fully 
paid>up shares) and List ‘B' includes tbe names of past shareholders. 
A past shareholder is liable to contribute only when tbe present members 
are unable to bring the required contributions and debts incurred by thr 
company while he was a member reinaiQ unpaid after applying all the 
assets and the contributions of tbe present members. 

(g) A contributory is not entitled to claim the set-off in respect of 
any amount due to him for dividend or any other sum. It means, a con- 
tributory must pay first the amount demanded of him and then stand 
to demand the amount due to him. His claim will be considered at par 
with other members and not with creditors. 

(A) In the event of winding up, the liquidator must adjust the rights 
and interests of contributories in the following way ; 

(/) Where some class of shares are fully paid up and semeare 
’, * paid creditors, must distribc- 

; • aiders who have paid in 

‘ ■ ■■ r ■ • with those who have 

amount partly. 

(//) The distribution of surplus among contributories 
accordance with the rights provided in the Articles. 
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f ..^rr rf Pavmeflt The proceeds of assets not specifically PW » 
vitL Sv credftot and the surplus of assets sp^ifically pledged, if any, 
4- ihbv to the various claimants in the foWowjng order : 


(0) Ugal chaigK, 

(6) Liquidator’s remuneration, 

(c) Cost and expenses of vinding up, 

(/?) Preferential ctediiors, 

(f) Creditors secured by floating charge, and 
(/) Unsecured creditors. 

Krtill some surplus is left it is distributed amoag contribntones as 

foIiO'VS . ,, ut A 

(«) Prc/cr^niicrl sharcholderi. preference Ehsrcbolocts are cntitlca 
to the return of capital in priority to any return of capital to equity sbarc- 
holderr . The position of tiTtear of dividend on preference shares has been 
cxplaintd iatcr in the chapter. 

(b) Equity skareholers. Any amount left after paying to preference 
shareholders will go to equity shareholders. If any mplus is still left it 
ctjatn goej to equity shareholders unless it is specifically mentioned that pre- 
ference share capital is a participating share capital. If preference shares 
arc psrtid^atfng, then they have the right to share the surplus left after 
paying equity capital. 

Preferential payments. The amount of p’-eferential creditors is paid 
out of the proceeds of assets not specifically pledged left after retr icing 
the amount necessary for cost and expenses o? winding up but before 
making any payment to any other unsecared creditors. Preferential cre- 
<SitoT£ rank equally among themselves and are paid in full unless the assets 
ere inadequate in which cass they abate in equal proportion. Sec. 530 of 
Companies Act states the following as preferential creditors ; 


(a) AH revenues, toxes, asses and rales due from the company to 
Central or State Government or to local authority at the rrlevant date and 
haying become due and payable within the 12 months next before that 


(6) A1 wages or salaries (including wages payable forttmeoroiecc- 

commission) § any 

employee la respect of servias rendered to the company and due for a 
'll '/f 'fie twelve months next before 

t' payable to any worfcmmi under 

n/ of t^e provisions of Chapter V A of the Industrial Disputes Art 1047 

S IS.’’" ™”“ 'w™. ff 


wminctioa of his employB3S^b*fote ‘ 

edcr or resolution. b? 'be effect of, the winding up 
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Where a person advances money for the payment of employees* 
wages or salary and holiday remuneration stated above under (b) and fc) 
he will be treated as a preferential creditor. 

(d) Unless the company is being wound up voluntarily for recons- 

truction or amalgamation with another company all amounts due m res- 
pect of contributions payable during the twcl.'c months next before the 
relevant date, by the company as the employer of any persons under the 
Employees’ State Insurance Act, J948, or any other law. 

(e) Unless the company is being wound up voluntarily tor recocs- 
truetton, Of where it has taken out a workmen compensation insurance 
policy, all compensation due under the Workmen’s Compensation Act, 
1923 in respect of the death or disablement of any empbyee of the 
company. 

(/) All sums due to an employee from a provident fund, pension 
fund, gratuity fund or any other fund for the welfare of employees main- 
tained by the company 

(g) The expenses of any investigation held in pursuance of Sec. 
235 or 237, in so far as they are payable by the company. 

Rrlerant date. The expression relevant date means : {a) In case of 
compulsory winding up, the date of the appointment of a provisional 
liquidator otherwise the date of wioding-up order unless in either case 
the company has been commenced to be wound up voluctaiily. (h) In any 
othet case, the date of passing of the resolution for the voluntary winding 
up of the company 

Preference dividend. ‘Hte position of preference dividend is as 
Under • (a) If preference dividend has been declared but not paid then they 
are paid as debt and not as arrear. ih) If preference dividend is in atrear 
for one or more years and it has noi__-bcco declared then the position. 
Unless otherwise mentioned in the articles, would be as under : 

Arrears of preference diridend will be paid only nbec preference 
share capital and then eqaity share capital are reterned in foil and surplus 
Is left 

This is based on the simple logic that preference shareholders have : 
(i) priority relating to return of capital over the return of equity capital, 
and (ii^ priority of payment of preference dividend over the payment of 
dividend to equity shareholders. ^ 

of payment of preference divide ^ • 

Thus, where capitals to prefcKOce • r ' ■ ^ . 

have been returned and surplus.. : * r ", ' * 

profit. The profit must first be used in clearing op arrears of preference 
dividend to equity shareholders. 


InlerMtoo liaHlitles The dale, up to which inlrresl on loan, 
debenture, etc., is pajahle, depends on the fact whether the company is 
lOivent or imolvent. In case the company is m/.m/ (i.e.. radius i^elt 
niter paying the principal nod interest on all 
mencement of the winding-up) interest is payable np to the date of aaual 
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5 tJUOicr I 

teUy nktorf .tat pitteS=c sha«. are panWpaW shatej 
j .. -r u.«r,Bnt The Dfocesds of asscts not specifically 


(a) Legal charges, 

(l)} Liquidator’s remuneration, 

(c) Co'.t and expenses of winding up, 

((f) Preferential creditors. 

(<•) Creditors secured by fioating charge, and 
(/) Unsecured creditors. ^ 

If(«iU some surplus is left it is distributed among contributories as 
foIiO’VS . , , , 

(rt) prc/crffnital shan^ho/ders* Preference fihs-reholders are entitica 

to the return of capital in priority to any return of capital to equt^ stare- 
holderr. 'Die position of trrear of dividend on preference shares has oceu 
trplaintd later in the chapter. 

(b) Equity shareholers. Any amount left after paying to preference 
shareholders will go to equity shareholders. // any surplus is still left it 
ejafn goes to equity shareholders unless it is specifically mentioned that pre- 
ference titare capital is a participating share capital. If preference shares 
are participating, then they have the right to share the surplus left after 
paying equity capital, 

Prcfetechal payments. The amount of p’^efercntial creditors is paid 
ont of the proceeds of assets not specifically pledged left after retr it ing 
the amount necessary for cost and expenses of winding up but before 
making any payment to any oUier unsecured creditors. Preferential cre- 
ditors rank equally among themselves and sre paid in full unless the assets 
arc inad^uate in which case they abate in equal proportion. Sec. 530 of 
Companies Act states the following as preferential creditors ; 

(a) All revenues, taxes, cesses and rates due from the company to 
pn^l OT State Government or to local authority at the rrlevant date and 
tog become due and payable within the 12 months next before that 

'm . 

work and 
employee i 
period r.o 
the rclna 
any of the 
pr.'vided 
Kf. 1,000. 


M wages or salaries (including wages payable for time or piece- 
or^a part by way of commission) of any 
‘ V company and due for a 

‘prSonrlf cLm^v ^ ^”5' workman under 


ti^astioc of his emploTOS^Worc L £ ♦ ‘ 

order or resolutiem. ^ wJorc. or fay the effect of, the winding u] 
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Where a person advances money for the payment of employees 
wages or salary and holiday remuneration stated above under (6) and (c) 
he will be treated as a preferential creditor. 


{d) Unless the company is being wound up voluntarily for recons- 
truction or amalgamation with another company all amounts due, in res- 
pect of contributions payable during the twel.'e months next beVore th« 
relevant date, by the company as the employer of any persons under the 
Employees’ State Insurance Act, 1948, or any other law. 

(e) Unless the company is being wound up voluntarily tor recons- 
truction, or where it has taken out a workmen compensation insurance 
policy, all compensation due under the Workmen’s Compensation Act 
1923 in respect of the death or disablement of any employee of the 
company. 

(/) All sums due to an eniphyee from a provident fund, pcnsior 
fund, gratuity fund or any other fund for the welfare of employees main- 
tained by the company 

(g) The expenses of any investigation held m pursuance of Sec 
23S or 237, m so far as they are payable fay the company. 

Relevant date The expression relevant date means : (a) In case ol 
compulsory winding up, the date of the appointment of a provisional 
liquidator otherwise the date of windmg>up order unless in either cast 
the company has been commenced to be wound up voluntarily, (b) In anj 
other case, the date of passing of the resolution for the voluntary winding 
up of the company 

Preference dividend The position of preference dividend is at 
under : (a) If preference dividend has been declared but not paid then thej 
are paid as debt and not as arrear. (&) If preference dividend is in arrcai 
for one or more years and it has nof^-becn declared then the position 
unless otherwise mentioned m the aiTicles, would be as under : 


Arrears of preference dividend will be paid only when preference 
share capital and then eqnity share capital are reterned in foil and sarplui 
Is left. 


This is based on the simple logic that preference shareholders have 
O’) priority relating to return of capital over the return of equity capital, 
and (j'i) priority of payment of r ” ' ’ ' r* r" •''•yment o: 

dividend to equity shareholders. *••••: •• ■» ■" * prioritj 

of payment of preference dividi. . v ; ■, capital 

Thus, where capitals to preference shareholders and equit^shareholimri 
have been returned and surplus is left then the surplus is nothing bui 
profit. The profit must first be used in clearing op arrears of preference 
dividend to equity shareholders. 

-Interest on liabilities The date, up to which interest on Iwn, 
debenture, etc., is payable, dependson Ihc fact whether the compa y 
colvcot or insolvent. In case the company « 
after paying the principal and interest on all <1'^“ “R 
meoceSnt bf the winding-up) interest is payable up to the date of actual 
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payment. But if the company is insolvent the interest is papaWe only 
to the Sate of commencetneat of insolvency. 


B-STATEMENT OF AFFAIRS AND DEFICIENCY/SURPLUS ACCOUT 


W^ea a company is wound up under the order of the court or wi 
the official liquidator has been appoin;ed by the court as .proyisior 
Itqutdator, the officers and directors of the company must submit with 
21 days of the court’s order (or within such extended time, not ^xcee^ 
3 months, as the official liquidator or the court may permit) a stateme 
fcalled statement Of affairs) showing the following : 


(c) the assets of the company stating separately 4he cash balance 
hand and at bank, if any, and the negotiable securities, if any,, held by t 
comany, 

(6) its debts and liabilities. 


(c.) the names, residences and occupations of its creditors, stAtii 
separately the amount of secured and unsecured debts and' in' the cagt‘ 
secured debts, particulars of securities given, whether by the-company 

usofficers, their value and the debts on which they were Igiven, ^ ^ 

the debts due to the company and the names, residences ai 
occupations of the persons from whom they are due and ihe amuuut like 
to be realised, and 


(e) such further or other information as 
Central Government or as the official liquidator 


may be prescribed, by tl 
may requ,ire. 


. . Jbe statement of affairs is always open to inspection bv anv nprer 
claiming m wnting to be a creditor or contributory. The peraM^n?p^ 
can demand the copy of it or extract from it. The staS^r fff- 

m^t always be properly verified by an affidavit If musr 
a form prescribed by the law. “maavit. it must be prepared i 


Prescribed form of statement of affairs 


A, iiru. 

(See Rule 127) 

In the High Court at... (Or\ in ^ 

Original Jurisdiction .in the matter oVc ^ 

Company Petition No... of lo 
State Affairs under SeSon ASa' 

» f»u, lua OM ™ JSJ » the best of S/oi, 1"'? bew 

eoEptete WWgoaad b 

“uairs of the aboveipa; 
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‘TT’.?’":-.?" • ■■ c'tv ^iadiug-ui 

-'i'.' ** difecte< 

the following business : • . • ••■.•■amedw 

(Here set out nature of company’s business.) 

Signature (s) 

Solemnly affirmed at before me Ibis 

day of. . 

Commissioner for Oaths 

The Commissioner is particularly requested, before swearing the 
affidavit, to ascertain that the full name, address and description of the 
deponent are stated, and to initial any crossingS'Out or other alteration: 
in the printed form. A deficiency in the affidavit in any of the above 
respects will entajl its refusal by the Court, and will necessitate its being 
re*swom. 

Note. The several lists annexed are not exhibits to tne affidavit. 
Statement of Affairs and Lists to be Annexed 

Statement as to the affairs of. Ltd., on the 

day of. 19 ....... being the date of the winding up 

order for order appointing Provision Liquidator or the date directed by 
the Official Liquidator as the case may be) showing assets at estimated 
realisable values and liabilities expected to rank : 


Assets not specifically pledged (as per list 'A*) 

Bstimolei realiS’ 
able values 
Rs. 

Balance at bank _ 

Cash in hand — — — — 

Marketable securities — 

Bills receivable ^ _ 

Trade debtors ^ — — 

Loans and advances — — — 

Unpaid caffs — — — — 

Stock-in-trade — — — — 

Work-in-progress — — — 


Freehold property, land and buildings 
Leasehold property — _ - 

Plant and machinery — — - 

Furniture, fittings, utcnsik. etc, — 
Investment other than marketable securities 
Livestock — — 

Other property, v/r., _ _ - 



/sc 


rysitj- 


r^r ifrcs— 



151 



{C) 

DiSciency 

7ani±jgas 

unsecured 

PvS. 


(d) 

Surplus 
carried to 
last column 
Rs. 



SrrrMTj cf Gross Assets 
Gron r^p-ble s-sT-se cf sisets sptdScaJiy 

Other Assets 


Rs. 


Gr 


Rs. 


Gross Lito2, 

R.S. 


, , ^ litbUities 

added to 

as the case may be) 

‘®’) '0 ‘he 
estimated to 

specifically pled- 

(:r4t '1? js less] 

^ only) ^ Liabilities’ column 

Preferertial creditors (as per list ’C) 
Estimated fcafecc of ass^ avafuini r 

deDentcrefcoIdtrs secure? bv 
enarge and unrreured creditorst 
Debentureholders secured bv a fin-n- 
charge fas per list 'D') ^ “oating 

Estimated suniu>- 

ecturehoMei^ *b- 


* b assets ijxft'EciiiT — 

^included under thi, heed, m 

» s„rs.‘,’ rf;s, 

t The figures must be rezd 

(>)(/) There is no unpaid cepiiii Uivv ? '7’ notes : 

<e) the nominal tmoant of cs^-^ rjZh or 

ed to prodte. Rs ^o be called up h R. 

<2) The estimates as »ubj«n to cort, c/L » ■ ^ 

«cy on tr.dm, pendin, ‘=^ ‘o *oy turplus or 
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Unsecured creditors (as per list 'H’); 
Estimated unsecured balance of 
claims of creditors partly secured 
on specibc assets, brought from prc' 
ceding page (cf 
Trade accounts 

Bills payable ... 

Outstanding expenses ... 

Contingent liabilities (state 
nature) ... 


Estimated suiplos/d^cicccy as regards 
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izx to csnczircj- are listed first followed by items reducing deficienq 
iSe ciferezce between, tbe totals is the deficiency or surplus and mui 
tEily ■wi± the Sgnre given in the statement oT affairs. The prescribed fon 
c: the account is as fellows : 

List ‘EP — ^Defidency-Surplus Account 


Stetement of Affcitri List ’IT 


me period covered by this account must commence on a date nc 
less than 3 years before the date of the winding-up order (or the orde 
appointing pfov-isional Liquidator, Or the date directed by the Ofheit 
liquidator) or, if the company has not been incorporated for the whole c 
that p-eriod. the date of formation of the company, unless the Officis 
Liquidator otherwise agrees. 

Items contnTmting to deficiency (or Reducing Surplus : Ri 

1. Excess (if any) of Capital, and Liabilities over assets on 

the 19 as shown by Balance Sheet (cony 

annexed), 

2. Net dividends and bonuses declared during the period 

19 to the date of the statement. 

3. Net trading losses (after charging items shown in note 
below) for the same period. 

4. Lossk other than trading losses written offer for which 
provision has been made in the books during the same 
period (give particalan or annex schedule), 

5. Estimated losses now written off or for which provision 

has made for the purpose of prepariug the state- 
mtnt (give particulars or annex schedule), 

contributing to Deficiency or reducing 


Items reducing deficiency (or contributing to surplus) ; 

assets over capital and liabilities on 
^te Balance Sheet (copy 


Moll fr” 

date of Etatement. 

Profits atd income other than tradinn profits dur,„n ti. 
p,-.od (,iv, o, 

' »' comribuiing ,o 


9. 


Rs 


3=5-.dtT..>iSdrp!us d, b,. s, 


Rs, 
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Note ss to Net Tradiog Profits asd Losses : 

Particulars are to be inserted here (so far as applicable) of 
the items mentioned below, which are to be taken 
into account to arriving at the amount of net trading 
profits or Josses shown in this account . 

Provision for depreciation, renewals, or diminution in 
value of fixed assets 

Charges for Indian Income-tax and other Indian taxation 
on profits 

Interest on debentures and other fixed loan«, payments to 
directors made by the Company and required by law 
to be disclosed in the accounts 

Exceptional or non-recurring expenditure : 

Rs. 


Less : Exceptional or non-recurring receipts : 

Rs. 


Balance, being other trading profits or Josses 
Net trading profits or losses as shown in Deficiency or 
Surplus Account above Rs. 


Signature ; Dated.... I9.„ 

lllnstratioa 168. The following particulars were extracted from (he books 
of Going Company Ltd on 3Ut March, J97D, on which date a wmdiag<up 
order was made : 


Equity share capital : 

20,000 shares of Rs lOcacb, Ri. 5 
C^ed up I 

Calls in arrear (Rs 6.000) 
estimated to produre 

CA Preference share capital . 

20,000 shares of Rs 10 each 
(Ulty called up and paid 2 

5% Debentures secured by first 
floating charge 1, 

Bank overdraft secured by second 
floating charge 

Fully secured creditors (secured 
on investments) 

Partly secured creditors (secured 
on investments) 

Investments (with fully secured 
creditors Rs 40,000) estima- 
ted to realise 

Investments [with partly secured 
creditors Rs. 25,000) estimat- 
ed to realise 


. 00.000 

5,000 


.00.000 

.50.000 

15.000 

30.000 

20.000 


35.000 

10.000 




2,000 

4.000 

90.000 

80.000 
12.0CO 
13,000 


Rates and taxes 
Wages and salaries 
Bills pa>able 
Creditors 

Bills receivable 10 hand 
Debtors — Good 

Doubtful (estimated to 
produce (S0%) 7,000 

Bad 6.000 

Bills discounted Rs 30.000, likely 

to rank IC.OOO 

Contingent liability Rs 15,000. 

likely to be paid 7 COO 

Land and building (estimated to 

produce Rs 1,00,000) 1,40,000 

Stock in trade (estimated to 

produce Rs 40 OCX)) 60.00( 

Machinery estimated to produce 2.00C 
Cash lo hand and at bank 20C 


You are required to prepare a statement of affiurs and deficierej 
account. No joumal entry for rent payable Rs 2.500 was made so far. 


35(45-130/1983) 
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•Intion. In all questions, where trial Mance is not Sjvenjt « MMSsag 

•St to prepare the trial balance. The difference between 

ill be taken as either accumulated loss or profit which will be taken 

ificiency account. , 

TRIAL BALANCE 


;:aHs in arrear 
hvestments at book value 
Jills receivable 
Debtors 

Land and building at book value 
Stock in trade at book value 
Machinery at estimated value 
Cash in hand 

Difference being the excess of 
capital and liabilities over 
assets 


Rs. 

6,000 

65.000 

12.000 

26,000 

1,40.000 

60,000 

2,000 

200 


3,79,800 


Rs. 6,91,000 


Equity capital 
Preference capital 
Debentures 
Bank overdraft 
Creditors— fully and partly 
secured 

Rates and taxes and wages and 
salaries 
Bills payable 
Creditors 


Rs. 

1,00,000 

2,00,000 

1,50,000 

15,000 


50,000 


6,000 

90.000 

80.000 


Rs, 6,91,000 


ire 


Notes ; 1. Trial balance is prepared with book values unless they 

not given In the above case, machinery has been put at estimated 
* .« 


'alue because book value is unknown 

2. Contingent liabilities tor bills discounted likely to be dishonou- 
ed, and other contingent liabilities do not form a part of the trial balance. 

(Hoing Company Limited 
STATEMENT OF AFFAIRS 
^ on 31st March, 1970 


Assets not soecifically pledged (List A) 
tlasti in band and at bank 
Bill of ‘exchange 
Trade debtors 
Calls in arrear 
Stock in trade 
Machinery 
Land and buildings 


Estimated 

Realisable 

values 


(a) 

(b) 

(c) 

Estimated 

Due to 

Deficiency 

realisable 

secured 

ranking as 

values 

creditors 

unseatred 

Investments 35,000 

30,000 



Investments 10,000 

20,000 

10,000 

Rs. 45.000 

50,000 

10,000 


(d) 

Surplus 
carried to 
last column 
5,000 


Rs. 

200 

12.000 

10.500 

5.000 
40.000 

2.000 

1.. 00, GOO 


5,ono 


Estimated surplus from assets specifically pledged ™ 

assets available for preferential creditors, 
debjntureholders and bank overdraft secured by a float- 
ing c arge and unsecured creditors 


5,000 


I,»0,700 


Chapter lOyCompaDj Accounts— LiqoIdadoD 


4 24? 


Summary of Gross Assets . 

Gross realisable value of assets specifically pledged 45,000 
Other assets (Rs. 1,SO,700— Surplus Rs. 5,000) 1,75,700 

Gross Assets Rs. 2,20,700 


Gross 

liabilities 


Liabilitits 


Rs. 

(to be deducted from surplus or added to deficiency as 
the case may be) 

<)0,GOO Secured creditors (as per list fi) to the extent to which 
claims are estimated .o be covered by assets 
specially pledged — 

6,000 Preferential creditors (as per list C) 6,000 


Estimated balance of assets available for debenture- 1,74,700 
holderi and bank overdraft secured hv '* 'lo iting 
charge and unsecured creditors 

J, 50, 000 Debentureholders secured by fi' • nf charge (as 

per list D) 1,50,000 

24.700 

15,000 Bank overdraft secured by second floating charge 15.000 



Estimated surplus as regards creditors 
floating charge 

Unsecured creditors (as per list E) 
Estimated unsecured balance of claim of 

secured by 

10,000 

Creditors partly secured on investments 
(see column C) 

10.000 

90.000 

Bills payable 

90,000 

ROOOO 

Trade creditors 

gO.POO 

10,000 

Bills discounted likely to be dishonoured 

in.oon 

7,000 

Contingent liability likely to rank 

7,noo 

2,500 

4,10.500 

Rent outstanding 

2,500 


9.700 


Estimated deficiency as regard' creditors 


1 . 99 , 50 ? 

1SSSX 


(Being difference between gro" assets and cross 
Issued and called up capital 

20,000 6% Preference share capital of Rs 10 
each fully called up and paid (as per ^ 

JiilF) 


„£ w. 1“ 'Sve^'' 


99,000 ^ 99,000 


. Wies 

contrlb"""®'" ^ ,i.ba»i«f firfTe 


4.88.»0°' 


K8 

3,79,800 


to<* *« »”' ’^Sfct wW* 
■ 40,000 


40,000 

O'" dSiwao®* 10,1^ 


Tient ouw— 


20,000 


,„„n.ril."«W as. 4 

. .vass\io'«o'’^ to Caiaswop 

O’*'’ . irfonosOo” tetaKS to 

Jr"'"" “■'SS ,,««»\l'"*'"'’”'**«' 

lUs ia ‘■^^\ \ bai 

34,90.000 \ 
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UabUuUs 

Secured loaa (on 1st motlgsge 
of land and buildings) 
Secured loan (on floating 
charge of tbe company’s 
undertaking) 

Unsecured creditors 

(tncIudiDg preferential 
i'enu Rs. 60,000) 


Bill receivable SOJ'i 

Loans (considered bad) — 
Cash — 

Bank — 


20,000 

1,00.000 

ILOOO 

10,000 


Note : (Bills discounted and awaited maturity Rs. 20,000 of which 
Bs. 10,000 is expected to be dishonoured). 


Prepare statement of affairs (f) as regards creditors; andf/i)as 
regards contributories. (C.A. Final, 1970) 

SolQtiOD. 


STATEMENT OF AFFAIRS OF CATASTROPHE LTD 
enApt{lL196S 

(being the date of winding up orderi 

Assets not specifically pledged (List A ) : Estimated to 

nalise 


Balance at bank 
Cash 

Bills receivable 
Debtors 
Unpaid calls 
Stock 

Plant and machicery 

Furniture 

Vehicles 


10,000 

12,000 

18,000 

9,28,000 

10,000 

4,00,000 

12,00,000 

50,000 

50,000 


26,78.000 


Assets specifically pledged {List B) 

Estimated Due to Dificiency 

realisable value secured ranking 
creditors as unsecured 
Rs. Rs. Rs. 

Land and building 1,80,000 1,50,000 — 

Estimated surplus from assets speciEcally pledged 


Surplus 
carried to 
last column 
Rs. 

30,000 


30,000 


Estimated total assets available for preferential creditors, 
creditors secured by a floating cba^e and unsecured 
creditors 

Summary of gross assets 
Gross realisable value of assets specifically 

pledged 1,80,000 

Other assets 26,78,000 


Cross assets 


28,58.000 






20 000 Equity shares of Rs. 10 each 5 

called up less in arrcar unrecoverable 

(as per list G) 


Estimated deficiency as regards contributories 
(as per list H) 


99,000 


2,99,000 


4,88,8001 


1 This deficiency will be equal to deficiency shown by deficiency acco'Jut. 
LJSH H-DEFICBBNCY ACCOUNT 


Item contrib^ing to deficiency (or reducing surplus) ; 

Excess of capital and liabilities over assets 
Net dividend and bonuses declared during 
the period... to the date of tbe statcnicnt 
Net trading losses for the same period 
Losses other than tradmg losses written off 
or for which provision has been made in 
the books during the same period 
Estimated losses now written off for which 
provision has been made for the purpose 
of preparing the statement : 

on lAnd and building 
on Stock in trade 
on Book debts 
on Bills discounted 
on Contingent liability 
on Rent outstanding 
on Investments 


Rs. 

3,79,800 


40.000 

20.000 

9.500 

10,000 

7,000 

2.500 

20,000 


Hems reducing deficiency {or contributing to surplus) 
Deficiency as shown by statement of affairs 


1,09,000 

4,88,800 

Nil 

Rs. 4,88,800 


Shore Capital 

30,000 S% Prererence shares of 

J.OO.CMShyfhaS'''' 

Rs. 5 each fully 

25,00,000 

lexs . Calls in arrcar 10,000 

24.90,000 

34,90,000 


Assets 


Estimated to Boole value 
realise 
Rs D ■ 

'^“'idinss 1,80,000 3 OO ^ 

Fu“ iS J2,00.W 15 : 00:000 

Vehicles 30,000 

Stock , ’0,000 

*;btM 1,00,000 

~ 40,000 
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UabmUes 

Secured loan (on 1st mortgage 

of land and buildings) 1,20.000 

Secured loan (on floating 
charge of the company's 
undertaking) 8,00,000 

Unsecured creditors 

(including preferential 
items Rs. 60.000} 21.60,000 

Note : (Bills discounted and awaited maturity Jfls. 20,000 of which 
Rs. 10,000 is expected to be dishonoured). 

Prepare statement of affairs (r) as regards creditors; andff/)as 
regards contributories. (C.A. Final, 1^0) 

SolotiOD. 

STATEMENT OF AFFAIRS OF CATASTROPHE LTD 
cn AptUI, 1966 

(being the date of winding up order) 

Assets not specifically pledged (List A ) : Estimated to 

realise 



Rs. 

Balance at bank 

10,000 

Cash 

12,000 

Bills receivable 

18,000 

Debtors 

9,28,000 

Unpaid calls 

10,000 

Stock 

4,00,000 

Plant and machinery 

12,00,000 

Furniture 

50,000 

Vehicles 

50,000 


26,78,000 


Assets specifically pledged {Ust B) 

Estimated Due to Deficiency Surplus 
realisable value secured ranking carried to 
creditors as unsecured last column 
Rs. Rs. Rs. Rs. 

Land and building 1,80,000 1,50,000 — 30,000 

Estimated surplus from assets specifically pledged 30,000 


I Bill receivable 20.000 

I Loans (considered bad) — I, CO, OCX) 

Cash — 12,000 

Bsnk — 10,000 


Estimated total assets available for preferential creditors, 
creditors secured by a Boating cha^e and unsecured 
creditors 

Summary of gross assets 
Gross realisable value of assets specifically 

pledged 1.80.000 

Other assets 26,78,000 


27,08,000 


Cross assets 
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20,000 Equity shares of Rs. 10 each Rs, 5 
called up less in arrear unrecoverable 
(as per list G) 


99,000 

2,99,000 


Estimated deficiency as regards contributories 

(as per list H) 4,88,800’ 

iThis deficiency will be equal to deficiency shown by deficiency account. 


LISH H— DEFICIENCY ACCOUNT 


Items contributing to deficiency {or reducing surplus) : 

Excess of capital and liabilities over assets 
Net dividend and bonuses declared during 
the period. ..to the date of the statement 
Net trading losses for the same period 
Losses other than trading losses written off 
or for which provision has been made in 
the boolcs during the same period 
Estimated losses now written off for which 
provision has been made for the purpose 
of preparing the statement : 


Rs. 

3,79,800 


on Land and building 
on Stock in trade 
on Book debts 
on Bills discounted 
on Contingent liability 
on Rent outstanding 
on Investments 

40.000 

20.000 

9.500 
10,000 

7,000 

2.500 
20,000 ■ 




1,09,000 

Items reducing deficiency {or contributing to 

surplus) 

4,88,800 

Nil 

Deficiency as shown by statement of affairs 

Rs. 4,88,800 

Illustration 169. The following information relates to 
which was wound up on April 1, 1968 ; 

Catastrophe Ltd 


Share Capital 

10,000 8% Preierence shares of 
. fullv paid 10 00 000 

i.OO.OOO Equity shares of ’ ’ 

Rs. 5 each fully 

r . 25,00.000 

•• Cans m arrear 10,000 

24,90,000 

34.90,000 


Assets 


Estimated to Book value 
realise 
Rs 

Land and buildings 1,80,000 
Plant and machinery 12,00,000 
50.000 
50.000 
4,00,000 

Book debts : good 

doubtful 1,00,000 
bad 


Rs. 

3,00,000 

15.00. 000 

30.000 

10.000 

8 . 00 . 000 
8,28,000 
1,50,000 

40,000 
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( Bill receivable 90/, 

loans (considered bad) — 
Cash — 

Bank — 


JO.OOO 

1 . 00.000 

12,000 

10,000 


UabUltUs 

Secured loao (oa 1st raortgafe 

of land aod buildings) 1,50,000 

Secured ioaa (on floating 

charge of the company's 

undertaking) 8,00,000 

Unsecured creditors 

finchiding preferential 
i'ems Rs. 60,000) 21,60,000 

Note ; ^ills discounted and awaited maturity Ks. 20,000 of which 
Rs. 10,000 is expected to be disboooured). 


Prepare statement of aflfairs (i) as regards creditors; andff/)as 
regards contributories. (CA. Final, 1^0) 

Solution 


STATEMENT OF AFFAIRS OF CATASTROPHE LTD 
OHAptllt,lS>6S 

(being the dale of winding up order) 


Assets not specifically pledged {List A) : Estimated to 

realise 

Rs. 

Balance at bank 10, (KX) 

Casb 12,002 

Bills receivdbie 18,000 

Debtors 9,28,000 

Unpaid calls 10,000 

Stock 4,00,000 

Plant and macbioeiy 12,00,000 

Furniture 50,000 

Vehicles 50,000 


26,78,000 


Assets specifically pledged {LUi B) 

Estimated Due to Deficiency 
realisable value seaired ranking 
creditors as unsecured 
Rs. Rs. Rs. 

,and and building 1,80,000 1,50.000 — 

estimated surplus from assets speciUcally pledged 


Surplus 
earned to 
last column 
Rs. 

30,000 

30,000 


jstiraated total assets available for preferential creditors, 27,08,000 

creditors secured by a floating charge and unsecured 
creditors 

Summary of gross assets 
Gross realisable value of assets speciflealfy 

pledged 1,80,000 

Other assets 26,78,000 


Cross assets 


28,58,000 
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Gross liabilities 


liabilities 


Secured creditors (as per list B) to the extent 
to which claims are estimated to be covered 

1,50,000 by assets specifically pledged 

60,000 Preferential creditors {list C] 


Estimated balance of assets available for credi- 
tors secured by a floating charge and unse- 
cured creditors 

8,00,000 Creditors secured by a floating charge {list D) 


Estinaated surplus as regards creditors secured 
by a floating charge 
Unsecured creditors {list E\ 

21,10,000 Trade accounts 21,00,000 

Contingent liabilities 10,000 


31,20,000 


Estimated deficiency as regards creditors, 
being the difference between gross liabilities 
and gross assets 


Issued and paid-up capital : 

10,000 Preference shares of Rs. 100 each fullv 

called (as per list F) 10,00,000 

5,00,000 Equity shares of Rs. 5 
each fully called {list G) 


25,00,000 

■ Estimated deficiency as regards contributories 


60,00{ 


26,48,00( 
8 , 00 , 00 ( 


18,48,00c 


21,I0,f: 


2,62,000 


35,00, OOC 


Rs. 37,62,00C 


C-LIQU|DatQR»S final statement of accol 


account where on the left-hS^sidf h^reSds^the ‘ 

pScTby ’’uS 'Sun? r 

wmpany. Afver preparing the final account up of 

the court in case of compulsory winding up ' 

up, i.e., he has to subm?t?t n, h in cas 

him. Following arc certain matters which Jequire he anf^ 'vho appoir 
Liquidator’s remnueration He normali ' Sluder 

^orm of commission which is based as a «'"“ner ation i, 

t^c.ccntage on assets realised ; 
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on payments made to unsecured creditors. In calculating bis remuneratioj 
a student is confused on the foHotving points ; 

(fl) Assets given as security to fatly and Parth secured creditors. I 
is rccomraended tnat instead of calculating commission on total value o 
assets given as security, take only the surplus from such assets for tbi 
purpose of calculating commisstoo. It is normally assumed that securcc 
creditors have realised themselves the assets given to them as security 
The liquidator has only made an effort of realising the surplus from sucl 
creditors and be is entitled to commission on that part. 

(h) Cnsh and bank balance. Should liquidator get commission or 
cash and hank balances already existing ? There is a diversified opinioc 
of authors on this point. In our opinion he should not get any commis 
sion on the cash balance if it is to be based on the assets realised. In ordei 
to avoid any confurion it is better that students should give a note abou: 
the treatment followed by them. 

(c) Preferential creditors. When liquidator’s commission is baser 
on the amount paid to unsecured creditors, prefereniial creditors are alsc 
taken into coniideration because they are also unsecured creditors. 

(cQ Commission m case of deficiency. Sometimes the amount Icfi 
for paying unsecured creditors is less than the required amount. Undei 
such circumstances, the commission is to be calculated carefully. If the 
whole amount which is available for payment is assumed to be paid tc 
creditors^ then nothing will be left for the ’remuneration In fact, the 
amount left is to be divided between creditors and liquidators as explained 


ih the following example : 

Rs. 

Creditors to be paid 60, 

Commission to be given on the amount paid to creditors 10% 
Total amount available 44,000 

The calculation of commission will be as follows : 

-^xRs. 44.000 4,000 


This is done because out of Rs 44,000, if commission is Rs 4,0C0, 
the amount available for creditors will be Rs. 40,000. And now, as pel 
terms, he will be given commission at 10% of the amount paid to creditors 

which is Rs. 4,000, i.e., Rs. 40,000. It is wrong to calculate com- 

mission at 10% on Rs. 44,000- 

Illnstration 17C The liquidator of a company in voluntary liquidation u 
entitled to a tcmuncration of 3% on the amount realised (excluding the 
cash on band) and at 2% on the amount distributed to the unsecured 
creditors.including preferential creditors of Rs. 5,000 amounted to Rs. 
unsecured creditors 40,000, 

DebentUfchoIders were paid Rs. 51,875 together with interest. 
Preferential creditors were paid in full. Rs. 510 were spent as costs ol 
liauidation. 
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Gross UahilHies 


Liabilities 


"s^d cTedit^ (as per list B) to the extrot 
to which claims are estimated to be covered 

1,50,000 by assets specifically pledged 

60,000 Preferential creditors (list C) 


Estimated balance of assets available for credi- 
tors secured by a floating charge and unse- 
cured creditors 

00,000 Creditors secured by a floating charge [iist D) 


Estimated surplus as regards creditors secured 
by a floating charge 
Unsecured creditors (fist Ei 

21,10,000 Trade accounts 21,00,000 

Contingent liabilities 10,000 


31,20,000 


60,00C 

26,48,000 

8,00,000 

18,48,0-00 


21,w,r,>- 


Estimated deficiency as regards creditop, 
being the difference between gross liabilities 
and gross assets 2,62,000 

Issued and paid-up capital : 

10,000 Preference shares of Rs. 100 each fully 
called (as per list F) 10,00,000 

5,00,000 Equity shares of Rs. 5 
each fully called (list G) 25,00,000 

35,00,000 


Estimated deficiency as regards contributories Rs. 37,62,000 


C-LIQUIDATOR’S FINAL STATEMENT OF ACCOUNT 


Liquidator’s final statement of account takes the form of cash 
account where on the left-hand side he records the receipts on various 
accounts and on the right-hand side the payments. This account is pre- 
pared by all liquidators whatever mav be the mode of winding up of the 
company. After preparing the final account, the liquidator submits it to 
the court in case of compulsory winding up and to the company in case of 
voluntary winding up, i.e., he has to submit it to that party who appoir.lcu 
him. Following arc certain matters which requirethe attention of students : 

Liquidator’s remnnoration. He normally gets remuneration ir. 
form of commission which is based as a percentage on assets realised an-l 
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on payments made to unsecured creditors. In calculating his remuneration 
a student is confused on the following points ; 

(a) Assers as security fo fully and partly secured creditors. It 
is recommended tJiat instead of calculating commission on total value of 
assets given as security, take only the surplus from such assets for the 
purpose of calculating commission. It is normally assumed that secured 
creditors have realised themselves the assets given to them as security. 
The liquidator has only made an eflbri of realising the surplus from such 
creditors and he is entitled to commissioD on that part. 


(р) Cash and bank balance Should liquidator get commission on 
cash and bank balances already existing ? There is a diversiSed opinion 
of authors on this point. In our opinion he should not get any commis* 
sion on the cash balance if it is to be based on the assets realised. In order 
to avoid any confur'on it is better that students should give a note about 
the treatment followed by them. 

(с) Preferential creditors. When liquidator’s commission is based 
on the amount paid to unsecured creditors, preferential creditors are also 
taken into consideration because they are also unsecured creditors. 


(<0 Commission in ease of deficiency. Sometimes the amount left 
for paying unsecured creditors is less than toe required amount. Under 
such circumstances, the commissioa is to be calculated carefully. If the 
whole amount which is available for payment is assumed to be paid to 
c.redilors, then nothing will be left for the ’remuneration In fact, the 
amount left is to be divided between creditors and liquidators as explained 


ih the following example : 

Vs. 

Creditors to be paid 60,000 

Commissioa to be given on the amount paid to creditors 10% 
Total amount available 44,000 

The calculation of commission «y// be as follows ; 

^xRs. 44,000 4,000 


This is done because out of Rs 44,000, if commission it Rs. 4,0C0, 
the amount available for creditors will be Rs 40,000. And row, as per 
terms, he will be given commission at 10% of the amount paid to creditors 

which is Rs. 4,000, J.c., ~x Rs. 40,000. It is wrong to calculate com- 


mission at 10% on Rs. 44,000. 

Illustration 171. The liquidator of a company in voluntary liquidation is 
entitled to a hCmuneratioo of 3% on the amount realised (excluding tn 
cash on hand) and at 2% on the amount distributed to the u°s«urcd 
creditors-iQcluding prcfereotial creditors of Rs, 5,000 amounted to R • 
unsecured creditors 40,000, 


Debcntureholdcrs were paid Rs. 51,875 together ( 
Preferential creditors were paid in full. Rs. 5!0 were 
liquidation. 
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Cash on hand was Rs. 1 ,000 and assets realised tow 

out liquidator’s total remuneration. (B. Com. Saurashtra April 1978. 

Solution. Cakuladon of liquidator's Remimcraiton : 

Rs. 


Rs. 


Rs. 


Assets realised 
3% on assets realised 
Total amoimt available for distri- 
bution (including .cash on hand) 
Loss ; Liquidation expenses 
Part of liquidator’s 
Remuneration 
Debenturcholdcrs 


79,000 


510 

2,370 

51,875 


80,000 


54,775 


2,37( 


Amount available for distribution 
to unsecured creditors 


25,245 


2% on amount distributed to 
unsecured creditors (25,245 x 


Liquidators’s total remuneration Rs. 2,8( 


102 ) 


45 


Order of payment. The liquidator must make the payment in tl 
following order : 

(1) Liquidation expenses— this includes legal charges, liquidatoi 
remuneration, auctioneer’s and valuer’s charges, cost of possession ai 
maintenance of assets, cost of notice in gazette and newspapers, incident 
outlay, 

(2) Preferential creditors, 

(3) Creditors having floating charge, 

(4) Unsecured creditors, 

(5) Preference share capital, 

(6) Equity capital, and 

(7) Any surplus left will be used first for paying arrears of p 
fcrencc dividend and then for distribution among equity sharcholdi 
unless otherwise stated. 

It is generally assumed that liquidator has not to make the paymi 
to secured creditors as they realise their own securities. However, \ 
liquidator collects any surplus from the secured creditors and show: 
on the receipts side of the account. 
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Fonn of acconnt. The form of account is given below. 

Fonn No. 156 
{See Hide 329) 

Companies Act, 19 6 

•Here state whether the winding-up ‘ • Strike out what doc: 

is a members* or creditors’ voluntary not apply. 

winding'Up or a wiuding-up under 

the supervision of the Court. If under 

the supervision of the Court, mention 

the number of the petition in which 

the order was made and the date of 

the order. 

Liquidator’s Statement of Account of the Wiediog-op (Members’/Creditoii 
Voluntary TVIading-op) 

Pursuant to Section 4971509 f 

1. Name of the company Ltd. 

2. Nature of proceeding.* 

3. Date of commencement of the windiog.up, 

4. Name and address of the Liquidator. 

Statement showir" h*" . j ..*.j 

the properly of the « 

mencemcnt of winding. , * *» . • ' 



(By whom fixed.... ) 
Auctiaoeer’e and 
valuer's charges 
Cost of possession and 
maintenance of estate 
Cost of notice in Gazette 
and newspapers 
Incidental outlay 
(establisbmeot charges 
and other expenses of 
liquidation) Total costs 
am) charges 
(i) Debentureholders : 

Payment of Rs 

... per Rs 

debenture 

Payment of Rs 

per Rs 

debenture 
Payment of Rs.—.'. 

per Rs 

debenture 
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Less . 


i 


(«•«•) 


( 


Creditors : 

•Preferential 

'.'.....♦Unsecured : 


Painnents to redeem 
securities 

Costs of execution 
Payment per trading 
account 


1 

i 

I 

Dividend(s} i 


■* 

in the rupee on Rs, ! 


■ I 

(The estimate of thej 
amount expected toj 


I 

rank for dividend I 

I 

I 

! 

was Rs ) j 

ff/O Returns to contri- 
butories : 

P. per rupee... 

...tshare 

P. per rupee... 

...■(share 

P. per rupee... 

...(share 

Add balance 

===• 

I =■==“ 




‘ State the number ; Preferential creditors need not be separately shown if all 
creditors have been paid in full. 


t Slate nominal value and class of share. 


(1) The following assets estimated to be of Rs have proved to 

be unrealisable : 

(Give details of the assets which have proved 
to be unrc^isable) 

(2) Amount paid into the company’s liquidation 
account in respect of : 

(a) Unclaimed dividends payable to creditors in 

the winding-up. Rs 

(b) Other unclaimed distributions in the winding-up Rs 

(c) Moneys held by the company in trust in respect 
of dividends or other sum due before the com- 
mencement of winding-up to any person as a 

member of the company Rs 


(3) Add here anv remarks the liquidator thinks desirable : 

(Sd.) 

Dated this day of 19... Liquidator 

f declare that the above statement is true and contains a full and 
accurate account of the winding-up from the commencement to the dose 
ol tne windmg-np j 

^ 2 {cd this day of 19... U^idator 

litjuldatidn. fts assets 

hv ^ excluding amount realised by sale of securities held 

by lie secured creditors. The following was the pKisitioa-i 
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Share ^ 1,000 shares of I Debentures having a floating charge 

Rs. ipoeach , . on the assets of the company 2.50 C( 

Secured creditors (secuiit.es realised Liquidation expenses 
Rs. 40.000) 35,000 I Liquidator's remuneration 7 

Prefereptial creditors 6.000, ' 

Unsecuied creditors 1,40,000 ) 

Prepare the liquidator's final statement of account. 

fB. Com (Hons.) Delhi, 1974 
SoliitijD : THE ULTRA OPTIMIST LTD 

LIQUIDATOR'S FINAL STATEMENT OF ACCOUNT 


Assets realised 3,50.000 [ Liquidator's remuneration 

Sorplus from secured creditors 5.00J Liquidation expenses 

DcDentures having floating charged, SO il 
Prefertmial creditors 6.0( 

Unseeured creditors (balancing 

figure) 86 S( 


Nate : Since creditors have not been paid in full, there is o 
question of paying to shareholders. 


llIastratioD 172. Khaki Bawa Private Ltd. went into voluntary liquids 
tion on April, 1969. on which dale its position was as under 


Share capital : 

S.OOO shares of Rs 100 each, 

Rs 80 per share paid 

Loam (Secured by mortgage 
of Land, Building and 
Machinery) 

Unsecured Loan and Liabilities 
(including Preferential dues 
Rs 10,000) 


I Land, Building A Machinery 
Other fixed assets 

4.00. 000 Stock 

I Debtors 
I Loans 

1.00. 000 Cash 

Profit and Loss A/e. 


Land, Buddies and Machinery were realised by secured creditor 
for Rs. 1,20,000. Other fixed assets fetched Rs. 40,000. Debtor 
Rs. 20,000. Stock Rs. 10,000. Loans were wholly bad. The liquidator i: 
entitled to a fixed remuneration of Rs. 1,000 plus 27o of the amount paic 
to unsecured creditors. The liquidator's ouuof-pocket expenses amountec 
to Rs. 1,000. 

Show Liquidator’s Statement of Account (B. Com Bombay, 1970] 
SolatioD. LIQUIDATOR’S FINAL STATEMENT OF ACCOUNT 


Assets Realisations : 

Cash 

Surplus from Securities 
Other fixed assets 
Stocks 
Debtors 

Calls on 5,000 shars at Rs. 20 
per share 


1 Liquidator’s remuneration . 


S.OOO Fued remuneration 

20.000 2% on Rs. 1.79,412 

40.000 

{0^000: EzpeRses of liquidation 
20^H)0 Preferential creditors 
Unsecured creditois 


If99v vlBI|Wff 

- Here the least number of draws he has to make is 2 and the 
maximum number 50. Thus in («— 1) draws he will get one of the three 
aces and in the nth, one ace. Hence the probability of such an occurrence 

„ 3x*CiX«C«-2 ^ 1_ 

52~(n-l) 

_ 3X4x(n-l)(52~»){51-«) 

52 X 51X50 X 49 

_{n-l)(52-n)(51-«) 

20X49X17X13 


Calls-in-arrear and Calls-ln-advance ; 

Where there ate preference shares and partly paid equity shares, 
liquidator, if necessary, has to make a call in order to repay the 
preference shareholders. One or more shareholders may fail to pay such 
calls. In such cases if the surplus after the payment to preference share- 
holders is not sufficient for the return of equity capital in full, such 
surplus will be first utilised to return the share capital of those who have 
paid the call, till the paid-up capital equals the amount paid by the 
defaulting members. If there is still surplus then it will be distributed 
equally among all, including the defaulting shareholders. 

If some shareholders have paid money without the call being made 
such calls-in-advance will have priority in repayment over the paid-up 
share capital of that class 

Illustration 173. The capital of the Datar Company Limited was as 
follows ; 


(!) 4,000 equity shares of Rs. 100 each fully paid ; 

(2) 3,000 equity shares of Rs. 100 each, Rs. 80 per share paid up ; 

(2) 1,000 preference shares of Rs. 100 each fully paid (these 
shares have preference as to capital) and, 

(4) 1. 000 deferred shares of Rs. 100 each, Rs. 80 per share paid-up 
(these shares, under the articles are to be paid after satisfying 
the claims of equity shareholders) ® 

The various creditors amounted in all to Rs. 1,00,000 including the 
liquidator s remuneration Rs. 2,500. The liquidator made a callof the 
remaining Rs. 20 on the deferred shares which was paid in full He also 

realised all the assets amounting to Rs. 1,91,000. * aiao 

A call of Rs. 15 ^r share was made on the equity shares which 

,0 ,be,ha». 
t». Com. Bangalore May, 1978) 
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lU. 

1.91,000 


OtU cB 3,000 eeuity 

per cbKiv V.OOO 

Xftf e«ni in, 

&00 

41,500 

Cdl on 1,000 itft md ^ 

20 ptt tku* 20/90 


Rs. 2,U,500 


Rx. 

2,500 

97,500 

IMOOQ 


Liqaidxtor’s nmoMTitloa 
Cndutfn 

Preference iharetMldm 
Eq^ ihaitholdm : 

<1} 6a folhr p^a ihtm 
^ ctlU fope^kbua 40.000* 

(2) On pvtlr pxld ihtret 

Bt Ri. 5 per thtre 14,30O» 


Surplus 

Return of Rs. 5 per share on 4.000 shares 
(to reduce them to Rs. 9S paid uol 
Balance ' 

Return of Rs. 5 per share on 6,900 shares 
(balance equally distributed among all except 
those who arc In default) 


54.500 
20.000 

344C0 

34.500 


Nil 


The shareholders who have failed to pay the calls will not receive 
anylhlDg, as their deficiency is only Rg. 80, compared to Rs. 90 suffered 
by others. 

Adjostieg the rights of contributories wbes the paid-up amotmt on 
chares varies : 


In some problems one comes across equity shares with different 
amounts paid-up. In such cases the question of determiniug the amount 
to be refunded or the amount to be called up in order to adjust the rights 
of contributories’ interest is of great imporlaace. A few illostrstioos are 
given to explain the procedure in such cases. 


niostration 174. Bckar Limited went into voluntary liquidation. The 
details regarding liquidation are as follows : 


Sfuue cdpiial : 
1 . 

2 . 

3. 

4. 


"‘•" 1 ^ paid-up) 

• • 75 paid-up) 


60 paid-up) 
50 paid-up) 
Liquidation 


Assets including machinery realised Rs. 4,20,000. 

expenses amount to Rs. 15,000. ' 

Bckar Limited has boirowcd a loan of Rs. ^ 

against the morage of machine^ (»hKh revised Ib 8^^ ia^^lhe 

books of the company salines of four clerks for jnoQfhj at a rate of 
300 per month nnd salaries this, Ihe company’s 

Rs. 150 per month, °“***”?*°J; 07 ann prepare liquidator’s state- 
books show the creditors worth Rs «7,4UU. r P Gojamt, 1978) 
menl of receipts and payments u.„s«M^is<ljstnboi«dM »i«o 

•SurpJwefJU. 54,500 anlUble to eqaitr tb«boI5eni»<li* 
befaw : „ ^ ' 
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Solution. 


LIQUIDATOR’S FINAL STATEMENT OF ACCOUNT’ 

rTHT' ’ . .. . 


Assets realised 

Surplu-. from secured creditors 
proceeds of call at Re. 1 
psr share on class 
'C sliares 


3.39.500 I Expenses of liquidation 
3oifOO Preferential creditors 
Unsecured creditors 
Preference ‘hareholders 
1.400** Return of Rs 24 per sh-die 
on ‘A' cia'S shares 
Return of Rs. 9 per share 
■ on ‘B’ cla'ss shares 


Rs. 3 , 71 . 400 ' 


Rs. 

15,000 

5,800* 

88,200 

1,00,000 

48,000* • 

14,400** 

3,71 400 


Before proceeding to discuss tne metnoa, ii is essential to calculate 
tlie surplus available to equity shareholders and from that ihe deficiency 
they will have to suffer having regard to their claims against the company. 
Calculation of surplus : 

Assets rsalised Rs. 4,20,000 

Less ; Liquidation expenses 15,000 
Prefeiential creditors 5,800 
Secured creditors 50,000 ’ • 

Unsecured creditors 88,200 . 1,59,000 

Balance . 2,61,000 

Lets : Capital to be returned to '-!• ' 

preference shareholders ' ' " 1 ?; 7^2,00,000 

Balance being surplus available . *•' t 

to equity shareholders . ' j/p; 'eKOOO - 

: .7 ■ 

— 5 — = — 

Calatlalion of deficiency ;■ ' ' . 


Equity share capital to be returned ; 

2,000 shares at Rs. 75 per share 

1,600 shares at Rs. 60 per sh.irc 

1 ,400 shares at Rs. 50 per share 


Rs. 

L50,0QO 

96.000 

70.000 

Total to be returned 

Less : Surplus available 


3,16,000 

61,000 

Deficiency to be borne by equity sharehcUeis 


2,55,000 

* Preferential creditors : 

/ Salary of clerks : For 4 persons at Rs. 1 ,200 each 
restricted to Rs. 1,000 

Salary of peons : For 4 peons at Rs. 450 each 


4,000 

1,«00 

Total 5,800 

** Adjujtiaent of lights of contributories ; ••••»» 

-to. c».dop, 



1 Method 


CbJfter J9 Cc '.-i/ 4Sp 


Deficiency per vhartliolder - 


Total dcric';ncy 
No. of shales 



Rs. 2,55,000 
- 5,000' 

‘A* shares 

«Rs. 51 

»B’ .shares 

'C’ shares 


Rs 

Rs. 

Rs. 

Paid up amount 

75 

60 

50 

Deficiency per share 

51 

51 

51 

Net amount returnable 

24 

9 

- 1 

or receivable 

— 

— 

— 


From the above it is ctear tnat tnc iiquiaator win na\'c to returt 
Rs. 24 and Rs. 9 to shareholders anJ ‘R‘ shareholders respcctuelv anc 
make a call of Re. 1 on C shares. Th.s n-ethoo can, however, be appliet 
only when the nominal value of ail the shares is the same. 


II Method 

_ Because of the limitation of the first jjieihod, deficiency is calculated 
in this method as a percentage, so that there is no difficulty even if sharei 
are of different nooioal values. 


% of deficiency- 


Total deficiency 
luminal value of shares 


xlOQ 


Rs. 2,5 5,000 ^ 
“Rs. s.odiSoo ^ 




shares ‘B’ shares 
Rs. Rs. 

Paid-up amount 75 60 

Zesr Loss to be suffered 
at 51% of the nominal 
Value 5] 51 


Net amount returnable 

or receivable 24 9 


•C’ shares 
Rs. 

50 


51 


(-)» 


HI Method 

Under this method, the amount that will be returned to the- share- 
holders on the basis of the notional call is ascertained. Then the net 
amount mturnable or receivable from each category of shareholder is 
calculated with reference to the amount to be called and amount to be 
returned as shown below. 


Amount receivable on the basis of notional call : 
On 2,000 ‘A ’ shares at Rs. 25 per share 
On 1.600 ‘B* shares at Rs. 40 per share 


Rs. , 
50.000 ( 
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On 1,400 ‘C’ shares at Rs. 50 per share 

Total receivable 
Add : Surplus on hand 

Total amount available for distributon 

Amount available 

Amount retumnble on each share = — gtjares 


70,000 

1,84,0C0 

61,000 

2,45,000 


Amount to be returned 
Amoimt to be called 


Rs. 2,45,000 

* 5,000 ■ ^ 

A shares . B shares C shares 
Rs. Rs. Rs- 

49 49 49 

25 40 50 


"Net amount to be 

returned or called 


This method has again the same limitation as the first, namely, it 
can be used only when all the shares have the same nominal value. 

IllBstratio* 175. The position pf ^ lAd in liquidation is as follows : 

Issued share capital : 

1,000 6% Preference shares of 100 each, fully paid (arrear of 
dividend of one year) 

1,000 Equity shares of Rs. 50 each, fully paid. 

1,000 Equity shares of Rs. 40 each, Rs. 30 paid. 

Calls in arrear Rs. 4,000 
Calls in advance Rs. 6,000. 

Cash left after making payments to creditors but before making 
any call Rs. 1,16,000. 

You are required to prepare liquidator’s final statement of account. 
What will be the position if cash in hand is Rs. 1,34,000. Assume Articles 
include the provision relating to payment of preference dividend in prio- 
rity to the equity capital. 

Sointioi. 


Case I 

Step I. Total deficiency : 

Cash to be paid on preference shares 
Cash to be paid on preference dividend 
for one year 

Cash to paid on Rs. 50 equity capital 
Cash to DC paid on Rs, 40 equity capital 

30,000 

Less ; Calls in arrear 4 Oqo 

Cash to be paid on calls in. advance ~~ 


1,00,000 

6,000 

50,000 


26,000 

6,000 


Ibfal cash io be paid 
Less : Cash in- hand 


Charter WCecs^eir AM«Qnir>ta|rtjMiM 4«f 


l5eficitncy 


12, OW 


Step 2. Perccmage of drfictmey to bo atgotoi ; 

Rs 72.000 72 000 

ki. 30,000 -ffta.40.ow ^ 

Stsf 3- Aetml Loss to be suffered i 

Rs. 50 Equity shires will tuHer j^xR*. 50-=Rs, 40 

Ri. 40 Equity shares will suffer Rs. 40»Rs. 32 
UQUIDATOR'S FWAL STATEMENT ACCOUNT 




<'5C2 Chottr AteOMtacy 


Bank overdraft (unsecured) 


1,79.300 

12,000 


Rs. 3,86,300 


Rs. 3,86,300 


r. the assets as follows : Freehold j^oocrTv 

Rs. 35 ,m plant Rs. 51.000, s.ock-i.Mrade Rs. 39,000, fundr/dXors 
Rs. 58,500 and cash Rs. 2 . 500 . ^ aeorors 

The expenses of liquidation amounted to Rs 1 000 and tJ,<. 
tor's remuneration was aBrced.at 2 i% on the amLntTahsed Ld 2 “/ on 

the amount paia to unsecured creditors. 

You are required to prepare ihe liquidator’s final account (C. A. Final 
Solution. Calculation of liquidator’s remuneration ■ 

0) .Assets realised (as per question) • 
l.easchold property 
Plant 

Stock-in-trade 
Sundry debtors 
Cash 


Rs. 

35.000 

51.000 

39.000 

58.500 

2.500 


Rs. 1,86.000 


00 


2i%ofRs. 1,86.000 
Amount available for unsecured creditorc 
and for the further remuneration • 

Total amount available i or „„„ 

Less : Liquidation expenses ’*^1*000 


Less : Paid to p.irt!y secured creditors^ ’ 35 S 
(Proceeds of property) 

Less : Paid to preferential creditors ^ 24,200 


Less ; Commission already paid 


1.25,800 

^,650 


Less : t^mmission on amount 
paid to preference creditors 

Yqq~XRs. 24,200 


'.21.150 


484 




Amount available for remu- d , — 

ncrction and remaininc ere 
d.tors, i.e., Rs. 99 790 x 0 

20 , 310 . 

-Rs. J. 32, 100 

-in be calculated'^s"?;;S"^^-on 

•RS 55.3,0-R, 35 .ooo.r,,^ 3;^ 


Rs. 


4,650 


484 



Cbipler 10 f rovptDir Aewoeti— Uqalduloa 
Remuntration =|^xRs. 1,20,666 2,366 

.Total Commission 7 50Q 


Final amount available for unsecured creditors is iJs, 1,20,666 
-Rs. 2,366=Rs. 1,18,300. 

LIQUIDATOR’S FINAL STATEMENT OF ACCOUNT 


Asseu realised : 

Property 35,000 

Paid to partly secured 


Plant 

StocIC'in-trade 
Sundry debtors 
Cash m haod 


Liquidator's remuneration 
Liquidation expenses 
Preferential cr^itors 
Unsecured creditors 


Notes: I. Since cash in hand is included io the list for assets 
realised, commission of 2}% is calculated uii the amount including Rs. 
2,500. 

2. It has been assumed that freehold property has been realised by 
the liquidator and hence he gets commission on Rs. 35,000 also. 

Illustration 177 You arc required by a liquidator of a company to pre- 
pare a statement of account to be laid before a meeting of the share- 
holders from the following i 

BALANCE SHEET OF THE COMPANY 
flS on date of liquidation M-1954 

Liabilities Ri 

Share capita] . Fixed assets 

4.000 equity shares of Rs. Book debts 

too each called up Rs. 60 3,20.000 Loss to date 

1.000 Preference shares of 
Rs. 100 each called up Rs 70 70,000 

Secured loan from banks on 
budding and macbineiy 
Trade creditors 2,60.000 

Rs. 8,00.000 

The assets were realised as follows: I-4-1V64, fixed assets Rs. 1,00,000, 
Book debts Rs. 1,00,000, expenses paid Rs. 4,000 1-6-1964, fixed assets 

(final) Rs. 2,00,000, Book debts Rs 1,00.000. J.8-I964. Book debts 
final payment Rs. 50,000 The liquidator is entitled to 5% on collections 

and 2% on (he amount paid to equity shareholders Prepare ihe siatenient 
on the assumption that disbursements are miJe in accordance with law 
as and when cash is av.iilable. fC- A. (FlnsI) Nor. 1964) 
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Solation : 


LIQUIDATOR’S STATEMENT OF ACCOUNT 
from 1-M964 to 1-8-1964 


Date Receipts 

1-4-64 To Realisation of 
book debts 


Rs. 

1,00,000 


1-6-64 To Balance b/d 
To Realisation of 
book debts 
To Surplus from 
securities 


Rs. 1,00,000 
9)^00 
1,00,000 
1,50,000 


Date Payments 

1-4-64 By Liquidator’s 
remuneration 
By Expenses 
By Balance c/d 


5,0( 

4,0f 

9I,a 


Rs. 1.00,00 


1-6-64 By Liquidator’s re- 
muneration @ 5% 
on 1,00.000 5,000 

2% on 5,882 118 


5,11 
2,60,00 


Rs. 3,41,000 


1-8-04 To Realisation of 

book debts (final! 50,000 


Rs. 50,000 


By Trade creditors 
By Refund of capital 
preference share- 
holders at Rs. 70 
on 1,000 shares 70,0C 

Equity shareholders at Rs. 

1 "47 4,000 shares 5,88 


Rs, 3,41,00t 


1-8-64 By Liquidator’s 

remuneration at 5% 
on Rs. 50,000 2,500 

2% on Rs. 46,569 931 


By Refund of capital 
to equity share- 
holders at Rs. 11-64 
on 4,000 shares 


3,431 


46,56! 


Illnsfrafion 178 The following is the 
Limited as on 3 1st December 1974 : 


Rs. 50,00< 

balance sheet of M/s Unfortunat 


Cl. . Liahiliiies 
Share capital ; 

^ subscribed 

4j000 6^^ prercfcncc shares 
of Rs. 100 each 
2.000 cquuy shares of Rs. 

100 each, Rs 75 per 
- paid up 
e.G^ cquiiy shares of Rs. 

100 each. Rs. 60 per 
share paid up 
5/„ dcbcniurcs (having a 
cluargc on 
all the assets) 
rnterc.st outstanding on 
debcnturi-s (also secured 
as abovc.i 
Creditors 


Rs. 


4.00. 000 

1.50.000 

3.60.000 

2 . 00 . 000 


10.000 

2.90,000 


Rs- 14,10.000 


, j Assets 

Land and building 
and machinery 
Patents 
Stock at cost 
Sundry debtors 
Cash at bank 
Profit and loss account 


Rs, 

2.ro,ooo 

S, 00.000 
80.000 
1,10.000 
2,20,000 
60,000 
2,40,000 


Rs. 14,10.000 


Ckip(*r Aceontf-lifoUatlaa 4 56$ 


On that date, ihe company went into liquidation. The dividendj 
on preference shares were in arrtar for two year*. The arrears arc payabit 
on liquidation as per the articles of the company. Credicon include a 
loan of Rs. 1,00,000 on mortgage of land and building. The assets rea- 
lised are as under : 

Land and buildings Rs. 

Plant and machinery Rs. 

Patents Rs. 

Stock Rs. 

Sundry debtors Rs. 


2.40.000 
4,00,000 

60,000 

1 . 20.000 

1,60,000 


The expenses of liquidation amounted to Rs. 21,800. The liqui* 
datoris entitled to a commission of 3 per cent on all assets realised 


(except cash at bank) and a commission of 2 per cent on amounts distri' 
buted among unsecured creditors. Preferential creditors amount to Rs. 
30,000. All payments were made on 30*6*1975. 

Prepare the liquidator's statement of account. 

(C. A. (Inter) Norember 1975] 
UNFORTUNATE LTD. 

LIQUIDATOR'S FINAL STATEMENT OF ACCOUNT 


Atet/pit 

Cash at baak 
Suadiy debtors 
Stock 
Patents 

Plant and machinery 
Surplus from securities 




33,200 

21,800 


Totoriat Natee 


Prerereotial crrdilori 
Unsecured creditors 
^efereoce share 
capital 

tIdJ : Dividend 


2.15.000 
30000 

1.60.000 


Eqgity sbarebolders : 

Rs. 13 25 per share on 

2.000 shares, Ri. 75 
paid-up 

Rs. 025 per share on 

6.000 shares, Rs. 60 
paid-up 


-4.45.000 


30,500 

1,500 


Rs. 9,40,000 


(1) liquidator's ReattOBratton : 

3% on Rs. 9,80,000 (ineludlnf land and bmldinat) 
2% on Rs. 1,90.000 (iflcludina preferential creditors 


29,400 

3,800 


Rs. 33,200 


*B' List of Contributories 

When a company is wound up, all persons who ceased to be the 
shareholders within a year before the date of winding up are placed in 
the ‘B’ list of contributories They art liablelo pay the unpaid amount 
if the company is unable to pay Ihe creditors. But their liability is res- 
tncted to the debts existing at the time they cessed to b: raembecs. la 
other words, they ate not liable to conWibute to the debit coatracteJ by 
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the coHipany after they ceased to be members. Their liability is contin- 
gent and arises only on the failure of the transferee members failing to 
pay the unpaid amounts. Again, if there is more than one such contri- 
butory, they will share the liability proportionately, subject to the maxi- 
mum due on the shares. 

Illustration 179 The liquidation of .Y Ltd commenced on 1st July 1978 
and the assets were insufficient to pay the creditors. Unpaid amounts 
cou d not be realised from ‘A’ list coutributories. Prepare a statement 
of liability of ‘B list contributories from the details given below : 

Debts outstanding 


Shareholders 


Ram 

Shyam 

Madan 

Sundar 


No, of shares 
transferred 
500 
900 
600 
300 


Date of 
transfer 

IStbJuD? 1977 
15th Sept, 1977 
15th Nov, 1977 
15th March 1978 


on the date of 
transfer 
Rs, 10,000 
Rs. 12,000 
Rs, 15,000 
Rs. 18,750 


Soluti^ was'paidup 
QF liab ility of -B- list CONTRI ROTnoiPc 

Ludnlity or Sh^fF^fTi^bifUybfihT 
contributories 


Date of 
transfer 


15-11-77 

15-3-78 


incremental 
liability as 
on the date 
of transfer 


12,000 

3.000 

3,750 


Total (a) 


Amount un- 
paid on 
shares (h) 


Contributions 
under (o) 
restricted to 
Unpaid amount 
on shares {b) 


Shyam 

Madan 

Sundar 

6,000 

4.000 

2.000 

2,000 

•-M. 

1,000 



3,750 

6,000 

6,000 

6,750 

«=: e= = 

= = 


9,000 

6,000 

3,000 


Amount 
pa)>able by 
contribu- 
tories 


12,L00 

3,000 

Nil 


15,000 


6,000 3,000 

Working Notes : 


(2)Rs 


(3) On 15-] 1-77 
otiltti Its under 
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by Madan aad Sundar alone, as the debt was contracted after Shyar 
ceased to be a member 

(4) ’lheincrewcntai liability of Rs. 3,750 mil hive io be borne b 
Sundar alone, as this debt was contracted after Shyam and Madan cease 
to be members. However, as ihe unpaid amount on sliarcs is Rs. 3,00 
only and is already paid, he will not contribute anything more. 

(5) As for the distribution among creditors, it will be on pro rai 
basis. Jt is not as if some creditors wiJJ be paid in full and some w/ 
not be paid at all. 

Receiver for Pcbcnlureholdcrs 

A receiver maybe appointed by the dcbenturcholders or by th 
court. The terms of issue of debentures may give express power t 
dcbenturcholders to appoint a receiver on the happening of a spccifici 
event. If no such power is given the court may appoint the receiver c, 
the application made by the trustee for debenlureholders or by any holoe 
on behalf of himself and all others Such a receiver realises the amount 
specifically or generallv charged, meets his own expenses and rrmunera 
tions and makes the payment to debrniureholdcrs. If the debenture 
are $e;ured by a fioafing charge, preferential payroeats must be first pan 
before making aoy paymem to dcbenturcholders. Any surplus remain 
iug in bis hands will be passed on to the company. Thus when a recei 
ver is appointed, there will be 2 statements of accounts one prepared bj 
tbe receiver and another by the liquidator. 

ASSIGNMENT MATERIAL 
Ob]ecfire Type Questions ; 

r Stale whether the following sutements arc ‘True’ or ’False’ : 

(1) The preference shareholders are legally entitled to Ihe repay 
meni of capital in the event of liquidation of the company. 

(2) Tbe liquidator has a legal right of forfeiting tbe shares o 
those who fail to pay the amount doc 

(3) Preferc.ice share capital together with any arrears of divi 
dend will have priority over the equity capiial at the time of winding up 

(4) Preferential creditors are treatea ae fully secured creditor. 
when they can be fully paid 

(5) Interest on liabilities is to be paio up to the date of actual pay- 
pent in ciise the company » sohect aid up to the date of comraencemeni 
of insolvency la case the company is insolvent. 

If. Fill ia the blanks : 

(1) A creditor for Rs. 10,030 holding a charge on tbe stock ol 

tbe book value Rs. 12,000 (market value Rs. y.OOO) is 

(2) The liability ofa itarenoJdcr to pay the f dl amount of tbt 

shares held by him continues even after winding up, but be is then called 
as a.. .. 

f-- 
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(3) When 
tors some have to 
arc known as 


a csjmpany is wouad up, out of the unsecured crcdi- 
be paid, under the law, before others. Such creditors 


(4) In case of liquidation, the liquidators have to file a statement 

of the receipts and payments known as 

(5) The first item in the order of payment to be made by the 

liquidator is 


in. Indicate the correct answer : 

(1) A contributory is 

(а) a creditor 

(б) a shareholder 

(c) a dcbentoreholdcr 

(2) The salary of 4 clerks for a period of 6 months b fort the 
relevant date was in arrears. If the salary of each clerk is Rs. 1,200 per 
month the amount to be included in preferential creditors will be : 

(a) Ra. 28,800 > 

(b) Rs. 19,200 
ic) Rs. 16,000 


(3) The liquidator of a company is entitled to a remuneration of 
2% on assets realised and 3% oa the amount distributed to unsecured 
creditors. The assets realised Rs. 1,00,000 including cash balance of 
Rs. 5,000. Amount available for distribution to unsecured creditors 
bifore paying liquidator’s remmcrationwai Rs. 43,100. The liquidator’s 
remuaeration will be : 

(a) Rs. 3,100 
(h) Rs. 3,140 

(c) Rs. 3,293 

Problems 


31, 1965, a compulsory order for winding up was 
diwlosST” ^ Limited, the following particular! being 


Cash in hand 
Debtors 

Land and buildings 
Furniture and fixtures 
Unsecured creditors 
Debentures : 

poured on land and buildings 
Secured by floating charge 
Preferential creditors 
Share capital (3,200 shares 
of Rs. 100 each) 


{Estimated 
to produce) 
Rs. 
100 
3,600 

48.000 

20.000 


42.000 

10.000 
6,000 

3,20,000 


Book value 

Rs. 

100 

4,000 

60,000 

20,000 

20,000 
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Estimated liability for bills discouated was Rs. 6,000— estimated to 
rank at Rs. 6.000. Other contingent liabilities we-e Rs. 12,000 estimated 
to rank at Rs. 12,000. The company was formed on tbc 1st day of 
January, 1965 ; and has made losses of Rs. 3,13,900. Prepare statement 
of affairs and deSciency account. (C.A.) 34 1 

[D:fitiency as regards creditors Rs. 24^00 ; Deficiency as regards 
eoniributorles Rs. 3,44^00) 
2 The folIoA-ing infornutlon was extracted from the books of a 
limited company on December 31, 1968, on which date a winding-up 
order was made : 


Rs. Uasccuted creditors 27,000 

B«ak overdraft, lecnred by a 

20.000 second chute on the whole 

of the assets of the company 2,000 

30.000 Cash in hand 120 

Book debts -^ood 3,900 

400 -doubtful (estimated) 

to produce Rs. 300) 900 

—bad 4S0 

Stock-in-trade (estimated to 

produce Rs. 6.000) 7,200 

20.000 Presold land and buildinai 
(estimated to produce 

3,500 RS. tS,SOO) 21,000 

Plant and machinery (estimated 
4,000 to produce R4. 6,300) 6,000 

Fixtures and fittmtt (estimated 
750 to produce Rs. ECO) 1,200 

You are required to prepare a statemeut of affairs of the company. 

(B. Com., Lucknow) M‘2 
[Deficiency as regards creditors Rs. ISfiSO, Deficiency as regards 
contributories Rs. 65,030] 
3. Shri Adamji Limited went into compulsory liquidation on Dec* 
ember 31, 1960, on which date the boob of account disclosed the follow* 
ing particulars : ‘ 


Ordinary share capital : 

2,000 shares of Rs. 10 each 
6^ Preference share capiul ; 

j.OOO shares of Rs. 10 each 
Calls in arrear estimated to 
produce Rs. 200 
5% First mortaace debentures 
secured by a floating charge 
on the whole of the assets 
of the company (interest 
paid to date) 

Creditors folly secured (value of 
securities, Rs. 4,000) 

Creditors partly secured (value 
of securities, Rs. 2.000j 
Preferential creditors for wages, 
rates and (axes, etc. 


Equity share capital : 3,000 shares 
of Rs. 100 each Rt, 80 per 
share paid up 2,40.000 

5 per cent preference share 
capital. 2.000«hares of 
Rs. 100 each fully paid up, 
except a call of Rs 25 on 

100 shares (expected to realise 

Rs. l.OOO) ZOOfiOO 

6 per cent first mortgage debeu- 
mres secured by a floating 
charge on all the assets of 
the company exclusive of un- 
called capital (interest has 

been paid up to June 30. 1960} 3,00,000 
Fully secured creditors, having 
a ffrst charge on land and 
buildings 60,000 

Partly secured creditors, having 
a secured charge on land and 
buildings to the extent of Rs. I 

30,000 50,000 I 


Preferential creditors for rates, 

I taxes, etc. 5,000 

Unsecured creditora 1,20^000 

Bank overdraft 75,000 

liability on bills discounted 

Ri. 10.000 estimated to rank 4,500 
BtUs receivable in band (of 
which one bill for Rs. 3,000 
IS likely to be dishonoured) 15.000 
Book debts— good 1,25,000 

Book debts— ^d . 21.000 

Stock-in-trade (estimated to 

produce Rs 1,50,000) tJOJXJC 

Machinery mortgaged to bank 

against overdraft (estimated ^ ^ 
to produce Rs. 1,10,000) 

L4Uid and buildings (estimated 
to produce Rs.t.OO.OOO) 

Cash 10 band 
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You are required to make out a statement of affairs (/) as regards 
creditors, and (ii) as regards contributories. (C.A , Final, 1961) 34'3 
\Oeficiency as regards creditors Rs. 1,13,500 ; Deficiency as regards 

contributories Rs. 5,52,000] 


Ltd on 


4. The following information is extracted from the books of Grief 
n June 30, 1967, on which date a winding-up order was made : 


Rs. 
2 . 00,000 
3,00,000 
4,000 


Bfluity share capital 

20.000 share of Rs. 10 each 
6% Preference share capital, 

3.000 shares of Rs. 100 each 
Cslis-in arrear (estimated to 

produce Rs. 2,000) 

5% First mortgage debeatures, 

'Kcured by a floating charge 
on the whole of the assets 
lOCthe company 
Creditors folly secured (value 
■cf shares in Gloom Ltd 40,000 
Creditors partly secured (value of 
shares in Gloom Ltd 20,000)' 40,000 

Preferential creditors 7,500 

Unsecured cieditors 2,70,000 

Bank overdrart,3ecured by a 
second charge on the whole 
of the assets of the company ■ 20,000 


2,00.000 

35.000 


Cash In hand 
Book debts : 

Good 

Doublful (estimated 
to produce 371%) 
Bad 


37,000 


Rs. 

2,200 


8,000 

4,500 


Stock in trade (estimated to produce 


49,500 


Rs. 60.000) 

Freehold land and building 
(estimated to produce 
Rs. 1,05.000) . 

Plant and machinery (estimated 
to produce Rs. 53,000) 
Fi.xtures and httings estimated 
to produce Rs. 8,000) 


72.000 


2,10,000 

60.000 

12,000 


Prepare a statement of affairs (a) as regards creditors ; (6) as regards 
contributories. (C.A. Final, 1968) 

[Deficiency as regards creditors Rs. 1,52,300 ; Deficiency as regards 
. , contributories Rs. 6,50,300] 

Qiit- xf-iic T 1967. of Ganges 

oilfc Mills Ltd oa which date it goes into liquidation ; 

(1) Share capital : 

(fl) 10,000 Preference shares of Rs. 10 each fully paid 

(b) 5,000 Equity shares of Rs. 10 each fully called 50 000 
Less calls-m-arrears on 1,000 shares at Re 1 
per share 


Rs. 

1,00,000 


1,000 




10,000 Equity shares of Rs. 10 each Rs. 5 per 
share paid ^ 

id) 20,000 Equity shares of Rs. 10 each Rs' 3 ner 
share paid ’ ^ 




(3) 


Uusecured dues : Preferential 
Others 


1,200 

1,01,800 


49.000 

50.000 

6o,oro 

38.000 


1,03,000 


(4) Cash at Dank 
'{•5) Stock of raw material 
(6; Other stocks 


Rs. 4,00,000 


5,000 

50,000 

1,50,000 
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(7) Other assets 1,45,000 

(8) Profit and loss account (debit balance) 50,000 

Rs. 4,00,000 

Realisations were ; (a) Stock of raw material realised by bank Rs. 
30,000 ; (6) Other stocks Rs. 80,000 ; (e) Remaining assets Rs. 20,000. 

The liquidator is entitled to a fixed remuneration of Rs. 1,000 plus 
3% of the gross amount realised by him. Other costs and charges amount- 
ed to Rs 11,000. Equity share capital carry the same rights regardless 
of the amount paid, as far a.s capital rcpajrocnt is concerned. Show the 
liquidator’s final statement of account. (C. A., Final, 1967) 

IPemunerafion Rs. 4,000. i.e., Jis. 1,000 fixed and on Rs. 1,00,000 

~Rs. 3,000 \ Calls received— on 20,000 equity shares at Rs. S per 
• ■ ' ■ .*• ‘ ‘ Rs. 3 per share i Refund to pre^ 

. ' ■ * • ' • r . Refund to equils shareholders on 

■ ■ • * ore less calls in arrear Rs. 1. 000 •= 

Rs. 9,000] 

6. A. B. Co Ltd went into liquidation with the following liabilities : 

(a) Secured creditors Rs. 20,000 (securities realijcd Rs. 25,OCO), 

(b) Preferential creditors Rs. 600. 

(e) Unsecured creditors Rs. 30,500. Liquidator’s out-of.pocket 
expenses amounted to Rs. 252. 

The Liquidator is entitled to a remuneration of 3% on the amounts 
realised (including securities io the hands of secured creditors) and lji% 
on the amount distributed to unsecured creditors The various assets 
(excluding securities in the hands of secured creditors) realised Rs. 
26,000. Prepare the Liquidator’s Account showing the composition given 
to unsecured creditors. 

(B. Com., Dibrogarb, 1971 ; D Com , Bangalore, 1978 Modified) 

[Pawient to unsecured creditors other than preferential creditors, Rs. 

28,186 ; Remuneration Rs 1962. le 3% on Rs. 51,000^Rs. 1,530, 
;»% on Rs 600==Rs. 9, and J\y„ on Rs 28,l86=Rs. 423\ 

[Hint: Remuneration on unsecured ereditors other than preferential creditors 
has been calculated at 3/203 of Rs. 28,609 1 

7. Ambitions Limited went mlo voluntary liquidation on 3I$t 
December, 1976 Following information is available with the liquidator; 

Sundry creditors amount to Rs 75,660 of v Inch Rs. 8,000 are pre- 
ferential. 6% debentures carrying floating charge on the assets amouated 
to Rs. 80,00 j. Debenlureholdcrs were paid interest up to 30-6-1976. 

The assets realised as follows : 

Stock-in-trade Rs. 84,000 

Plant and machinery Rs. 

Cash tn hand stood at Rs. 500 Debentures wcre'p3i<^ ^ ‘V-- 
June of the following jear with interest Liquidator's c.Tpcns^^f-^'JI 
to Rs. 1,902 and they were entitled to a remuneration 
amount realised and 2% on the amount distributed to unsect^ ^ 
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Prepare liquidator’s final statement of account.^ ^ 

ILiauidator's remuneration Rs. 4,338 on assets realised ; Rs. 1,060 on 

ammmi JUlribuM <o unsecured credXor,. 

8. The Mysore Company Limited went into liquidation on 31st 
“cember 1969 with the undermentioned assets and liabilities. The capital 

1 non nf Sfin each. 


Assets 

Ks. 

Liabilities 

Rs, 

qsh in hand 

750 

Unsecured creditors 

53,775 

tock in trade which 


Preferential creditors 

5,295 

realised 

29,600 

Bank overdraft 

4,000 

look debts which realised 

49,200 

6% Debentures secured by 


•urniturc which realised 

1,050 

a floating charge on the 


nvestments lodged with 
bankers against overdraft 

4,900 

undertaking, the interest 
on which was paid to 

44,000 

30-6-1969 


The excess amount realised by the sale pro 'eeds of the investments 
were remitted by the bankers to the liquidator, debentures were paid off on 
30th June 1970 together with interest to the date of winding up and a first 
and final dividend distributed to the creditors. The liquidator’s remune- 
ration is to be calculated at the rate of 3% on the net amount realised and 
2% on the amount distributed to the unsecured creditors (i.e., ex Juding 
preferential creditors). The expenses of winding up amounted to Rs. 
1,014, Prepare the liquidator’s final statement of account showing the 
rate and the amount of the final dividend payable to unsecured creditors, 
(B. Com., Mysore, 1971 ; B. Com., Kerala, 1963, JVfodIfied) 
[Payment to unsecured creditors, other than prefirential creditors Rs. 
26,888 ; Remuneration Rs. 2,983, 1 e., 3% of Rs. 81,500=Rs. 2,445, 
„ „ , and2,i02ofRs.27,426=Rs.538] 

9. Hardluck Limited went into voluntary liquidation on 30-6-75, 
The balance sheet on that date was as follows : 


Liabilities Rs. 

Share capital ; 

3,000 equity shares of Rs. 

10 each 30 qOO 

1,500 8% preference shares 
of Rs. 10 each 15,000 

9% Debentures (having a 
fioa^ting charge) 10,000 

Sundry creditors 18,000 


Assets Rs. 

Plant 25,000 

Stock 18,000 

Debtors 14,500 

Bank 500 

Profit and loss account ] 5,000 


Rs. 73,000 j 

The liquidator realised the assets as follows ; 


Rs. 73,000 


Stock and plant Rs. 

Debtors 42.0C0 

19,000 
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Prefcreoce dividend was paid npto 30-6*1974. Prefereocc shireholdcn 
carried tbe right of pajtnent of prcftrcnce dividend (in addition to capital) 
in arrears automatically before anything can be paid to the equity share- 
holders. All claimv were admitted. Expenses of liquidation amounted 
to Rs. 2,000. De^ntures were repaid on 3l-12'1975 together with inter- 
est up*tO'date. Liqaidittor 9RS to get as bis remuneration 2% of the 
amount realised and 2% on the amount paid to equity shareholders. 
Prepare liquidator’s final statement of account. 

(B. Con., Bomhiy 197Q 
{Liquidator's remuneration Rs. 1,220 on assets realised \ Rs. 267 an 
amount paid to equity shareholders. Distribution to equiy shareholders 

Rs. 13,363] 

10. The balance sheet of Kayur Limited as at Ist October, 1971, 
Was as follows : 


Llabtllitfi 

Share capital : 

Rs. 

AsWt 

Rs. 

Authoriied. Iisued and 


Freehold property 

40.000 

subscribed . 


Plant and machinery 

€0.000 

50,000, 5% cumulative prefe- 


Punuiure and filtlais 

10.000 

reoce shares 

50.000 

Cunest asseta ; 

1.00.000 equity shares 

1.00.000 

Stock 

71.000 

Secured loans * 


Debtors 

39,000 

5% debentures 

40.000 

Bank balance 

ROOO 

Current liabilities 

Sundry creditors 

19.000 

Profit aed loss aeeoust 

50.000 

As 

2,79,000 


Rs 2,79.000 


The company passed a resolution to wind up voluntarily, and you 
are appointed liquidator. 

The preference dividends were two years in arrear at dale. The 
Articles of Aisociation contain the following clause ; 

“The preference shares in the present capital shall confer on the 
holders the right to a fixed cumulative preference dividend of 5% per 
annum on the capital paid-up thereon, and shall rank both as regards 
dividends and capital in priority to all other shares, both present and 
future.” 

The debentures are secured on the freehold property and intcreit due 
on September 30, was paid. 

The amount shown as prediton includes : 

Rates, Rs. J,200; income-tax on interest Rs. 1,850 : compensation 
payable to a workman under Industrial Disputes Act, Rs. 1,000. 

The freehold prorerty realized Rs. 60.000 ; plant and machinery 
Rs. 42,000 ; furniture and fittirgs, Rs 5,500 ; stocks Rs. 54.000 ; and 
debtors Rs. 32,000. Liquidation cost amounted to Rs 6,000 and the 
liquidators remuneration was fixed at two and half per cent on the 
amounU realized, plus Rs 2.O00. The debentures were paid off on 
3Ist December, 1971. 
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Draw up the liquidator’s statement of account showing the final 
distribution. (C.A. Final, 1974) 

{Liqtddator's remuneration JRs. 5,825 ; Distribution to equity 

shareholders Rs. 6,175) 

11 The balance sheet of a Limited company on 31-12-1976 was as 
follows : 


Liabilities 

Share capital : 

8% 2,000 preference snares of 
fo. 10 each 

3.000 equity shares of Rs. 10 
each Rs. 8 •per share 
called-up and paid-up 

Calls in-ad\-anee 

6% debentures with fidating 
charge 

Creditors ^incl^ding Rs. 2,000 
secured and.Rs.:500 
preferential) 


Rs. 


20,000 


24.000 

1,P00 

10.000 


20,000 


Rs. 75,000 


Assets 

Fixed assets (including mortgaged 
assets of Rs. 2^00) 

Current assets 
Cash 

Profit and loss account 


Rs. 

30.000 

25.000 

2,000 

18.000 


Rs. 75,000 


The company went into voluntary liquidation. 

inn 23,000 (includ- 

Rs KOOO.’ mortgaged asset). Current ass«s realised 

Amounts were paid off on 31-1-1977 against all the liabilities 

Liquidation expenses amounted to Rs 200 T 

regards return of capital. ° ^ P*‘mr right as 

Prepare liquidator’s final statement of receipts and payments. 

{Liquidator's remuneration Rs. 800 ; Dilfrib^^n ^olZehTcll 

12. Mr. hashes. • j Rs. 8,000) 

sheet at the time of liquidatiK?.! I-I-197l!fs^g°Je^b1bw^^'^‘ 

balance sheet of ^C LTD ' 

Asatl-I-mj 

Assets 


. Liabilities 

Equity share capital (Rs. 10) 
Debentures ' 

Loans 
Creditors 


Rs. 
ZOO, 000 
l.OO.COO 

50.000 

50.000 


R*. 4.00,000 


Fixed assets 
Stock 
Sundry debtors 
Cash 

Profit and loss account 


Rs. 
ZOO.OOC 
50.00C 

izs.ooc 
5.00C 
45,000 

Fa- 4.00,000 


^.vu.w 
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Rs. 1,000. Liquidator is paid Rs. 1,000 fixed allowance plus 2% commis* 
Sion on collations including cash in hand Rs. 5,000 as remuneration. 
Stock IS sold for Rs. 10,000. Prepare the liquidator’s final statement oi 
^ <B. Com. Madras. 1972) 

[Payment to equity shareholders Rs. 9^00 ; Rentuneratior 
Ps. 1,000+Jis. 3,500, i.e., 2% ofRs. 1,75,000] 


fHint : No remuneration has been given on Rs. 40,000 deducted b> 
deoenturehoiders.J 


13. Balance sheet ofSona Limited as on 3Isi December 1975: 


UabUittes 

Paid-up capital : 

J,000 6% preference shares of 
Rs. ICO each 

2.000 equity shares of Rs 100 
each fully paid 

3.000 equity shares of Rs, 100 
each Rs. 50 paid 

Secured loans : 

f>% Debentures (floating charge 
on all assets) 

Others (mortgage on laod aod 
buildings) 

Curreot liabilities : 

Sundry crediton 

Income-tax 


R$ 


Rs. 

Assets 

Fixed assets : 

Rs. 


Ljnd and buildioes 

2.00.000 

1.00.000 

Plant and machinery 
Current assets ; 

2.20,000 

2.00.000 

Siocl^s 

1.00.000 


Dehinrs 

1.00.000 

I.50.000 

Cash at bank 

MisccUaneniis evpendiliirc ; 

30.000 

1.00.000 

1.00.000 

■70.000 

10.000 

Profit and loss account 

1. 00.000 

750000 1 

R*. 

750,000 


The company went into liquidation on 1st January, 1975. 

The preference dividends were m arrear for Ihree years. The arrears 


are payable on liquidation. 

The assets weie realised as follows . 

Land and buildings 
Plant and machinery 
Stocks 
Debtors 

The expenses of liquidation amounted to Rs. 


Rs. 2,40.000 
I,KO,000 

70.000 

60.000 

8 , 000 . 


The liquidator is entitled to a commission at 2'’„ on all assets realised 
and 3% on amounts distributed lo unsecured creditors. 


All payments were made on 30th June, I976._ 

Prepare liquidator’s statement of account. (C. A. Inter, 1976^ 

iCfotiida/or’s remrmeraftmt Rs. 14.000 \ Distribution to equity 
shareholders : on 2,000 shares Rs. U4,S<Hh on 3.000 shares Rs. 22,200] 


the equity shareholders having equal rights as shown below ; 
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5 000 M’ equity shares of Rs. 10 each fully paid-up. 

5,000 'B' equity shares of Rs. 10 each, Rs. 9 paid-up. 

If the distribution is not proper, state the proper 

IDisiributioii to equUv shareholders : On 5,000 ‘A' equity shares 
Rs. 4-50 per share ; on 5,000 ‘B' equity shares Rs. 3-50 per share] 

15 A limited company went into voluntary liquidation with liabi- 
lities amounting to Rs. 90,000. Assets eventually realised Rs. 5,34,000. 
The capital of the company consisted of 30,000 preference shares of Rs. 10 
each of which Rs. 7 per share was called and paid up. Holders of four- 
fifths of the total number of preference shares had. however, paid the full 
share value of Rs. 10 in advance of calls. There were also 30,000 ordinary 
shares of Rs. 10 each on which Rs. 9 per share had been called. Holders 
of one-fiflh of total number of ordinary shares had, however, only paid up 
Rs. 8 per share, while the holders of two-fiftlis of the total number of 
ordinary shares had paid up the full Rs. 10 in advance of calls. 

On the assumption that preference shares have preference only to 
dividends, prepare the liquidator's final account. 

How would you divide the available balance among the shareholders, 
assuming that the cost of winding up amounts to Rs. 6,000 and that the 
calls-in-arrcar arc duly collected ? (B. Com., Marathwada, 1972) 

[Bach shareholder, whether preference or equity, suffers Rs. 2 per share ; 
Return of amount is as under: Preference shareholders— on 6,000 
shares Rs. 5 per share, on 24,000 shares Rs. 8 per .share ; Ordinary 
sharchniders—on 6,000 shares Rs. 6 per share, on 12.000 shares (who 
paid in full) Rs. 8 per share, and on 12.000 shares (who paid Rs. 9 per 

share) Rs. 7 per share] 

16. The Delta Co went into voluntary liquidation on 1-1 -'jl 960. The 
dividend on its preference shares had not been paid for 2 years. 

The subscribed capital of the company was 10,000 6% cumulative 
preference shares of Rs. 10 each, fully paid. (They were preferential for 
both dividend and capital) ; 80,000 ordinary shares of Rs. 10 each 
(Rs. 6-25 per share called and paid); 15,000 ordinary shares of Rs. 10 
each (Rs. 7-50 per share called and paid). 

, realised Rs. 2,62,750, the cost of liquidation was Rs. 1 1,500 

and the liabilities were Rs. 2,20,000. 

Prepare the statement of account assuming the liquidator made the 

Rs. 68,750 


(Deficiency for preference sharcholden) 

Bqttity shareholders holding 80,000 shares will pay at 
Rs. 0 9211 per share 

’■eceire 

Gt Rs, Q 32S9 per share 

^flmehotdeis to preference 


73,688 

4,933 

68,755* 


dccima/phcJ^^'Thrsmdern LTnolc'"ihnt^’lf ihr''"”''’’'''’'’ made only upto 4 
decimal ptacc, 92 paise and 
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17. The sbarc capital of Jayaram Co Ltd, which went into volon* 
Cary liquidation as on 1st April 1966, consisted of (a) 1,000 preference 
ihares of "ks. 100 each Rs. 90 paid up, [b) 800 A ordinary shares of 
Rs. 100 each, Rs. 80 paid np, and (e) 1,000 B ordinary shares of Rt. 100 
each Rs. 60 paid up. The preference shares had priority as regards 
repaynwnt of capital, according to the company’s articles. There were 
calls in advance to the extent of Rs. 2,750 received from A ordinary 
shareholders. The preferential creditors of the company amounted to 
Rs. 15,200, fully Secured creditors to Rs, 67,000 and unsecured creditors 
to Rs. 43,000 of which an amount of Rs, 2,000 was to be written off as 
per contract, because of defects discovered in stock supplied. 

The liquidator’s expenses were Rs. 10,126. His remuneration was 
fixed at 4 per cent on realisations plus 2 per cent on the payments to 
unsecured creditors, subject to a maximum of Rs. 9,000. The amount 
realised by selling the assets was Rs. 2/20,000. 

Prepare the liquidator’s statement of account. 

(B. Com., Andhra, 1967, Modified) 

{Rerrameration Rt. 9,924, it., 4% on Rs. 2^O,000^Rs. 8,800 and 

2% on Rs. 8(f,200^Rs. 1,124 ; Return of capital to Pref. shareholders 

Rs. 40 per share, l.e., Rs. 40,000 ; to 'At ordinary sfuxres Rs. 30 per 

share, i.e., Rs. 24,000 and to *B' ordinary shores Rs, 10 per shore, 
i.e., Rs. 10,000} 

18. The American Transport Company Ltd (in voluntary liquida- 
tion) has paid off its creditors in full, and the liquidator is in a position 
to make a return to the shareholders. 

The position is as follows : 

Share capital issued : 100 Preference shares of Rs. 10 each 

(fully paid) 

400 Equity shares of Rs. 10 each (fully paid) 
400 Equi^ shares ofRs. 10 each (Rs. 8 paid) 

The articles of the company provide that the preference shares shall 
have priority over the equity shares as to rtpayraent of capital. 

7* ■ . ■ ” aount to Rs.2,225, 

• " ■ ■ r share on the partly 

j . • ■ ' inltrse) was duly 

paid except in case'of one shareholder owning 100 sbaics. 

Prepare liquidator’s final statement of account. 34 4 

[Return to shareholders Rs. 97P1 

19. The X company limited went into voluntary liquidation w’* 
the following liabilities : 


Trade eredhotx 
Bank overdraft 
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Capital : 


1,00,000 preference shares of Rs. 7 called 

7,00,000 

1,00,000 ordinary shares of Rs. 9 called 

9,00,000 

Less : Calls in arcars 

20,000 


8,80,000 

Calls in advance received on : 


Preference shares 

2.40,000 - 

Ordinary shares 

40,000 


2,80,000 


The assets realised Rs. 20,00,000. Prepare a general liquidation 
account allowing Rs. 20,000 as expenses of liquidation. The preference 
shares have no prior rights as to refund of capital. 

, (B. Com., Bangalore May, 19783 
[Each shareholder whether preference or equity suffers Re. I per share] 
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1 

Bank Accounts 


This chapter has been divided into six major beads ; (/) Genera 
information relating to the book-keeping system of bank ; (<0 Lega 
requirements affecting the preparation of Gnai accounts ; (///) Preparatioi 
of profit and loss account ; (i>) Preparation of balance sheet ; (p) Prc 
paration of schedule of advances ; and (v>) Examination questions. 


I— GENERAL INFORMATION RELATING TO BOOK-KEEPING SYSTEM 


The main aim of this chapter is to illustrate the preparation of tlit 
profit and loss account and balance sheet of a bank and explain tlu 
meaning and significance of certain terms which are peculiar to this type 
of organisation. However, in order to enable students to understand the 
real nature of the working of a bank, a brief description of certain im- 
portant books, ledgers, and registers is given here. "Slip system o) 
posting" used in banks has been explained after the description of tbeia 
books, ledgers and registers. 

1. 'Books Section 

Cash book. The main business of a bank is to accept cash and 
lend cash. Therefore, detailed records are kept for recording nil tran* 
sactions relating to cash. Two cash books are kept— </) Rough cash book i 
and (I/) Fair cash book. Rough cash book is written by the cashier. 
There are normally two cashiers— one for receiving cash and the oibcr 
for paying cash. Thus, there arc two rough cash books : one maintained 
by the receiving cashier and the other by the paying cashier. 

A rough cash book of the receiver cashier records (i) serial number; 
(i/) name of the depositor, and (W) the amount received ^ When a client 

deposits money he pays it with the duly filled in paying-in-sllp. Jle 
cashier receives money and returns the counter-foil of the paying.in.flp 
to the client after signing and stampng it. 

While making the payment, the bank receives a token from tV 
client given to him by an assistant to whom the client gives a cheque jCr 

. t'- • g cashier records in bis rough hs 

■; , ■ •;(«) Name of payee ; (/VO 

‘ ^ ' ' * . . J 

All paying-io'Slips received by the receiving cashier and 
and withdrawal forms received by the paying cashier are 

J-n-.-.-* V"*** -*••1..-, J. 

, • • oki 

. i: . . _ , I I . , - . ' 0S8 

•• s vf ' r -".r d 

transactions. ’ . 

' -on 
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Cash balance book. In this bool: the cash balance at the dose of 
the aay is written under the signature of the cashier and the manager. 

Cash reserve book This records the cash which remains m the 

safe for emergency purposes. _ , 

Daybook. This records daily transactions of the bank pertaining 
to cash transfer, ckariog, etc. 


II. Ledger Section 


— — o 

As is done in any business house, in the banks also tte tsansactions 
arc first recorded in the books and then posted to ledger (Posting is done 
with the help of slip system which will be explained later in the book.) 
There arc various types of ledgers for meeting out different purposes. 


Current account ledger. This ledger contains the accounts of such 
customers who open current accounts in the bank. The bank, normally, 
dots not pay interest on the bank balance, if any, maintained by the client. 
A charge, generally at Rs. 5 per page, is charged by the bank for main- 
taining the account, Ifoverdraft is sanctioned the limit is mentioned on 
the top of the account. Since there are many current accounts, one for 
each customer, therefore, a normal branch has ten to fifteen current 
account ledgers. These ledgers are serially numberet-.. 


Saving btnk ledger. This ledger contains accounts of such customer! 

V who open saving bank accounts with the bank. Like current account 
ledgers, there are many savings bank account ledgers which are seriallj 
numbered. The account in the ledger mentions clearly the name of thi 
customer, full addiess, account number. 

Fixed deposit ledger. This contains the accounts of customers wh< 
have deposited money for a fixed period. At the top of the accoun 
depositor’s name, his full addres, the amount of deposit, rate o 
interest, period of the deposit, any other instructions are mentioned. Ther 
can be more thai one ledger depending uoon the number of fiixed deposi 
accounts. 


Overdoe fixed deposit ledger. When the fixed deposit is overdo 
it is transferred to overdue fixed deposit ledger. 

Fixed deposit Interest ledger. In this ledger the interest ofevei 
fixed deposit is entered against each depositor’s name. 

Loan ledger. It contains a separate account of each customer 
whom a loan is granted. The amount of loan, the rate of interest t’ 
terms of payment, nature and amouni of securities are mentioned in *ea 


Inrestnient ledger. This contains account for each .type of ic 
mem the bank holds. The account contains details regarding the 
value of investment, air.oum paid on investment, rate of interest, etc. 

General ledger. This is the most important ledger It confain< 

b Sl « I.??-,,'"''"’ ’■>'»' twrc.tTccouS.SS 
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trial balance from y?hlcn profit <u*rf Joss account and balance sheet can be 
prepared. 

III. Registers Section 

For the working of a bant it is necessary that certain books and 
ledgers must be kept. This enables the maintenance of records on double 
cnt0 system. These have been discussed in the preceding two sections. 
Besides, it is neccssaiT for a bank to maintain certain registers which do 
not form part of double entry system. 

Bills for collection register. This records the bills deposited by 
customers for collection. It contains ieformation about bills, name of 
drawer, name of the drawee, whether payable on demard or at sight and 
other instructions. Bills for collection register may be divided according 
to the requirements of the bank— Inaard Bill for collection (IBC). Out* 
ward Bill for Collection (OBC), Government Bill for Collection (GBC), 
Inward Bill Lodged (IBL), Outward Bill Lodged (OBL) and Government 
Bill Lodged (GBL). 

Securities register. This contains a detailed record of all securities 
held by the bank against loans granted. 

Jewellery register. This contains full details of jewellery pledged 
by customers against loans taken by them. 

Dneiimeat register This re<*ords the details of documents taken by 
the bank from customers against loans and advances granted to them. 

Standing order register. This records the standing instructions 
received from customers as to periodical and other payments and collect 
tions. 

Cheques dishonoured register. This contains the details of cheques 
returned by the bank unpaid and the reasons for dishonour. 

Drafts payable register It contains the details of drafts issued by 
other branches for payment at this branch. 

Drafts issue register. This contains the details of drafts issued by 
the branch payable by other branches 

D.D. register. This register is used for recording the details of 
cheques received at the counter In other words, this records names of 
drawer, drawee and payee, date and amount. 

Foreign letters of credit register. This contains the record of foreign 
letters of credit issued by the bank to its clients together with full 
culars regarding licence and conditions under which it is issued oy 
the Government. 

IV. Blip System of Ledger Posting 

“Slip system of Jedger posting” is a method of rapid posting of books 
of account kept on double entiy system Slips are nothing but wsc 

leaves of journals or cash boolra on which transactions are rccorcro 
they occur. These slips (original records) arc passed on to the ledge * 
keeper concerned for immediate posting to the debit or credit or 
mcnticned thereon. * ^ 
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A bank requires to know at any time its position in re.^^tion to ea^ 
individual customer and hence it is necessapr thp ^ jm. 

recorded immediately after they have taken placp 
possible if the transactions were recorded m bound books. ? . 

cheques paying-in-slips arc used as vouchers. The cashier 
cheques’ credits cash account and then passes 

ledgcr-kecpcr for debiting the customers’ accounts. Similarly, the rccep- 
intt cashier debits the cash account on the basis of original pay ing-m-slip. 
and then passes on these slips to the ledger-kcepei for crediting the custo. 
mers’ accounts. In case there are no original vouchers then bank make, 
slips called “dockets” for such transactions. They arc used for postin] 
purpose 


Th's system is a good one inasmuch as it avoias the loss of time am 
provides an objective evidence of the records because in most of the case 
slips are filled in by the customers themselves. It saves the cost of pre 
paring slips as they are prepared by customers themselves. The syster 
suffers from the risk of loss, misappropriation or destruction of slips. 


2- LEGAL REQUIREMENTS AFFECTING FINAL ACCOUNT 


What is a banking company ? Sec. 5 of the Banking Regulation Ac 
1949, defines a banking company as any company which transacts tl 
business of banking in India. Itfurther says that the word ‘banking’ use 
with reference to the above definition of banking company “means il 
accepting, for the purpose of lending or investment, of deposits of mom 
from the public, repayable on demand or otherwise, and withdrawable 1 
cheque, draft, order or otherwise.” Therefore, any company which 
engaged in the manufacture of goods or carries on any trade and whii 
accepts deposits of money from the public merely for the purpose 
financing its business as manufacturer or trader shall not bo deemed 
transact the business of banking. 

. Mininiuni paid>np capital. No banking company can carry 
business in India unless its subscribed capital is at least half of its autl 

nsed capital and its paid-up capital is at least half of its subscrit 
capital. 


commission, brokerage, etc. A banking company 

prohibited from paying the commission, brokerage, discount or remu 

ration in any fom on issue of its shares in excess of 2i per cert of 
paid-up va’.uc of such shares. ‘ ^ 

itsshrrcnntilaU^thJ^r^"^^^^^ No banking company can pay dividend 
compleSy bV ass«s) have b, 

OM "'ilinE o^Ke rffnlns’it’ms'’" w; 
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(0 tb« depreciation in the value of its investments in approved 
securities where such depreciation has not actually been 
capitalised or otherwise accounted for as a loss ; 

(/O the depreciation in the value of investments in shares, 
debentures or bonds (other than approved securities) where 
adequate provision for such depreciation has been made to 
the satisfaction of its auditors* and 
(///) the bad debts, if any, where adequate provision for such 
bad debts has been made to the satisfaction of its auditors. 

Statotory reserve. It is comoulwry for every banking company to 
make a transfer of 20% of profit before declaring any dividend every year 
to reserve called ‘statutory reserve*. However, if the aggregate amount 
of reserve and share premium account is irot less than the paid-up capita], 
a company may be exempted from this restriction only on the leave 
granted by the Central Government. 

Cash reserves. Banks are expected to maintain a percentage of the 
time and demand liabilities in cash reserves with R.6.I. 'lie latter has 

00 / t«#/ present the 

' ■ • . . • I a minimum of 

• ’ unencumbered 

■ • • • Ratio (S L.R.) 

. • • • • 40% at present. 

Provision for doubtfal debts and other provisions. A banking com* 
pany has been pat in a privileged position in that the/ are not required to 
show In published accounts bad debts, provision for doubtful debts, and any 
ether provision which ll deems fit. They are allowed to show income after 
making deductions. In the balance sheet tbe amount of debts (advances) is 
also shovi’C at net figure arrived at after deducting the amount of bad and 
doubtful debts. This privilege has been granted only in view of the fact 
(hat banking compauies depend very much on public confidence. In 
order to ensure that this confidence of public is not impaired banks have 
been given this privilege, namely, they are not required to disclose the 
provisions referred to earlier. 

Provision for taxation. Like bed debts and bad debts provision, 
provision for tax is also not shown in accounts. It is quietly deducted 
from the income from interest and discounts. In the balance sheet also 
it is not shown separately. It is merged with current accounts and is 
shown under the heading “curredt accounts and contingency accounts”. 

3-rPREPARATlON OF PROFIT AND LOSS ACCO^"^ 


Prescribed form. This has been given in Form B of the 
Schedule. Sometimes student is required to prepare profit 
account with imaginary figures. In order to enable him to do g 
practical hints have been given in bold type. These hints are 
the published accounts of Bank of India, Punjab National Esst ^ * 
of Baroda. 
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FORM OF PROFIT AND LOSS ACCOUNT 


Income^ (less provision 
made during the year for 
bad and doubtful debts 
and other usual or nece- 
ssary provisions) 

1. Interest and discount 

2. Commission, exchange 
and brokerage 

3. Rents 

4. Net profit on sale of 
investments, gold and 
silver, land, premises 
and other assets (not 
credited to reserves or 
any particular fund or 
account) 

5. Net profit on revalua- 
tion of investments, 
gold and silver, land, 
premises and other 
assets (not credited to 
reserves or any parti- 
cular fund or account) often nil 

6. Income from non- 
banking assets, and 
profit from sale of or 
dealing with such 
assets 

7. Other receipts 

8. Loss (if any) 


Expenditure 


Practical 
Hints 
% to total 


1. Interest paid on deposits, 
borrowings, etc. 

2. Salaries and allowances 
and P.F. (showing sepa- 
rately salaries and allow- 
ances to managing direc- 
tor, manager, or chief 
executive officer) 

3. Directors’ and local 
committee members’ fees 
and allowances 

4. Rent, taxes, insurance, 
lighting, etc. 

5. Law charges 

6. Postage, telegrams and 
stamps 

7. Auditors’ fees 

8. Depreciation on and re- 
pairs to the banking 
company’s property 

9. Stationery, printing, 
advtt. etc. 

10. Loss from sale of or deal- 
ing with non-banking ' 
assets 

11. Other expenditure 

12 . Balance of profit 


54 


28 


01 


4 

0*03 


1 

0-2 


1-4 


2-2 


1-5 


Total 100 


Salient features 


Pracffcal 
Hints 
% to total 
88 


10 

0-5 


often nil 


0-3 

1 


Total 100 


credit side by giving a note thnt ,■ ’ fact is made clear on the tnn 

fev j 
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amount deducted but admits the fact that amount has been deducted, T 

■ * ■ • silver, h 

. ■ ■ ■ . ■ kbit side 

profit and loss account but is deducted from income. 

3. Salaries and allowances paid to managing director, manager 
chief executive officer are shown separately and are not mixed up w 
salaries and allowances paid to the emplojees of the bank. 

4. It is not customary to write ‘To’ and 'By* in the profit and I 
account prepared for the banks. 

5. The balance of profit and loss account is taken direct to < 
balance sheet where it is added to the balance brought forward from ' 
previous year. From the total all appropriations are deducted. 

6. Lockers' rent is income for the bank but iockers are assets a 
included under the beading ‘furniture*. Similarly, postage stamps, e: 
are expenses and appear on the debit side of profit and loss account 1 
“stamps in band" is an asset. 

7. lQcome«tax and provision for tax. Banks usually do not sb 
this item anywhere. The amount of provision for tax is quietly deduci 
from the income from interest and discounts and the net income is sho 
on the credit side of profit and loss account In the balance sheet i 
amount of provision is added to “current accounts and contingency 8C( 
unts“ without disclosing separately the amount of tax provision. Tb' 
the public is not able to know tbe amount of tax paid by the company t 
profit before tax. 

8. Interest os doobtful debts. Interest earned on doubtful debts 
debited to tbe Joan account, but IS not credited to interest account, /. 
not treated as income. The amount of interest is credited to a nev 
opened interest suspense account. As and when interest is received 
cash a transfer is made to that extent by debiting interest suspense accot 
and crediting interest account. The idea behind this treatment is tl 
income from interest should not be considered so long as there is 
clement of uncertainty attached to it. 

Illustration 1 

While closing the books of a bank on 31st December, 1972, y' 
find in the loan ledger an unsecured balance of Rs. 2 lakhs in the accot 
of a merchant whose financial condition is reported to you as bad a 
doubtful Jnlfresf on the same account amounted to Rs 20,C00 duri 
the year. During the year 1973 the bank accepted 75 paise in the rup 
on account of the total debt up to 3Ist December 1972. Give the jourr 
entries and ledger accounts to record the transactions. 

(B. Coro. (Hons.) Delhi, 197 


JOURNAL ENTRIES 


Merchant’s loan accoant 
To Interest suspense account 
(Interest due on merchant’s loan credited to interest 
suspense account, being losn doebtfUl) 
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Cash account 

The Merchant’s loan account 
(Receipt of 75 paisc in the rupee as under ; 
Loan due 

Interest due 

2,00,000 

20,000 

Total due 

2,20,000 

75% of Rs. 2,20,000 

LbS.OOO) 

Interest suspense account 

To Merchant’s loan account 


To Interest account 

[Actual interest received being '75% of the account due 
(Le.y 75% of Rs. 20.000=Rs. 15,000) credited to in- 
terest account and the balance cancelled by trans- 
ferring to loan account] 

Bad debts account 
To Merchant’s loan account 

(The balance in merchant’s loan account cancelled 
being bad) 


1,65,000 


1,65,000 


20,000 

i 


5.000 

15.000 


50,000 


50,000 


Ledger Accounts 


MERCHANT LOAN ACCOUNT 



Rs. 


Rs. 

1972 


1972 


Dec. 31 To balance b/d 

2,00,000 

Deo. 31 By Balance c/d 2,20,000 

Dec. 31 To loterest suspcDSc 1 



account 

20,000 




Rs. 2.20,000 


Rs. 2,20,000 

1973 


1973 

C=3C=seE3«0t 

Jan. 1 To Balance b/d 

2,20,000 

P 

By Cssh (75% dividend) 1,65,000 



P 

By Interest suspense 




account (amount 5,000 




of interest not 




recovered ( 



P 

By Bad debts 50,000 


Rs. 2,20,000 


Rs. 2,20,000 


INTEREST SUSPENSE ACCOUNT 


1972 • 

Dec. 31 To Balance c/d 

1973 

P To Merchant's loan 
account (amount 
of interest not 
recovered) 

P To Interest-account 


Rs. 

1 

1972 

20,000 j 

Dee. 31 

E= = = ^ 

] 

! 1973 
Jan. 1 


By Merchant’s loan 
account 

By Balance b/d 


5.000 

15.000 


Rs. 


20.000 

20,000 


Rs. 20,000 


Rs, 20,000 
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niastntloo 2 

Prepare profit and loss account for the 3 ear ended 3Ut December, 
1969 of Very Sound Bank Ltd from the following balances ; 


Interest on loans 
Interest on savings account 
Interest on cash credits 
Interest on fixed deposits 
Interest on overdrafts 
Aniount charged against 
current account 
Rebate on bills discounted 


Solution 


150 


120 

no 


40 

160 


5 

190 

Dearness allowance 

35 

50 

Commission, exchange and 



brokerage 

15 

20 

Managing di'ector'a salary 

15 

19 

Contrihuitoa to provident fund 

10 


(I.C.W.A. Final. 1970) 


Very Sound Bank Ltd. 


PROFIT AND LOSS ACCOUNT 
For the yior tndfd Dee. 31, lf69 


Interest paid on deposits 
Salaries and allowances t 
Managing director 1I.C0O 

Others (establishment) .15,000 

Contri button to provi* 
dent fund lO.COO 


Rs. 

3.40.t0O 


tneomt (less proviiioa made 
during the >-car for bad and 
doubtful debts) 


Interest end discounts 
Commission, exchange and 
bfOkerag? 

Other receipts 


Rents 

Balance (net profit) subject 
to taxation 


- 1 , 10.000 , 
5.000 I 


10,000 ; 


15.000 

20.000 


Rs. 5.35.000 


Tutorlal.Nofes; Rebate on bills discounted Rs. 19 appears as a balance and hence entry 
for its adjustment must base been trade. If it were an jafoTTnaiio^i outside the trial 
balance, it would have been deducted Irom interest and discounts 
Illustration 3 


Frorh the following information, prepare profit and loss 
the Apex Bank Ltd for the >ear ended 3lst December, 1977. 


Interest on loan 
iDierest on cash credit 
Discount on b<IIs discounted 
Interest on overdraft 
Interest on savings bant 
Interest on fixed deposits 
Commission, cxcbacKcetc. 
Rent and taxes 
Postage and telegrams 


R* 1 
S.lS.flOO 
5.30roo 
a.w.tco 
1 os.oro 

I.36.0C0 
5.50.0C0 
16.400 .' 
36.000 
2,6001 


Sundry charges 

Provident fund conlribulion 

Directors’ fees 

Pnniirg 

Lega) charges 

Salaries 

Loclters’ re t 

Tranvfer fees 

Depreciaiion 


account of 


1.400 

8.400 
4.000 




1.400 

10,000 


AdJiliona! information ; 

(1) Rebate on bills discounted Rs. 98.000 /raliraff 1978) 

(2) Bad debIs-Rs. 58.000. (B. Co®. 
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PROFIT AND LOSS ACCOUNT OF APEX BANK LTD 

fot the year en ding 31st December, 1977 

Income (less provision made Rs. 
during the year for bad ana 
doubtful debts and other 
usual or necessary ptovfsions) ^ 
Interest and discounts ll^u.uuu 

Commission, exchange and 

brokerage 1 d,4w 

Other receipts : 

Lockers’ rent 

Transfer fees 1,400 


Expenditure : 

Interest paid on deposits and 
borrowings 

Salries, allowances and pro 
vident fund contribution 
Directors’ and auditors’ fees 
Rent and taxes 
Legal charges 
Postage and telegrams 
Depreciation 
Stationery and printing 
Sundry charges 
Balance of profit 


Rs. 

6 , 86,000 


1,09,400 

8,400 

36.000 

1,800 

2,800 

10,000 

4.000 

2.000 

5,48,100 


Tutorial Notes 

14,08,500 

1 

(1) Interest on loans 


Rs. 5,18,000 

Interest on cash credit 


5,30,000 

Discount on bills discounted 

3,90,000 

Interest on overdraft 

Less ; Rebate on bills 


1,08,000 

15,46,000 

discounted 

98,000 


Bad debts 

58,000 

1,56,000 

Rs. 13,90,000 


Rs. 14,08,500 


The above working is shown only for the convenience of students. 
This information does not form a part of published accounts. 

4— PREPARATION OF BALANCE SHEET 


Legal form. The legal form as given in Form A cf the Third Sche- 
dule is reproduced below. In the margin, some practical hi n t s for the 
preparation of imaginary balance sheet have been given in bold type. 

These hints arc based on the published accounts of Bank of India Piiniab 

National Bank and Bank of Baroda. ’ ^ 


FORM OF BALANCE SHEET 

Capita! and Liabilities 


CAPITAL (a) ; 

Authorised capita] : 
Shares of Rs. ...each 
Issued capital : 
Shares of Rs. ...each 
Amount called up at 
Rs. ...per share 
Less : calls unpaid 
Add : forfeited shares 


jRs. 

Practical 
Hints 
%to total 


0-5 to 1 


Froperiy and Assets 


Rs. 

Practical 
Hints 
% to total 


2 . 


CASH : 

In hand and with 
Reserve Bank and 
State Bank (including 
foreign currency notes) 5 to 7 
BALANCES WITH OTHER 
BANKS (showing 
WHETHER ON DEPOSIT 
OR CURRENT ACCOUNT) .' 1 to 2 
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2. RESERVE FUND AND 

OTHER RESERVES 1 tO 1*5 

3. DEPOSITS AND 

OTHER ACCOUNTS 75 (O 82 

Fixed deposits 
Savings bank deposits 
Current accounts, con* 
tingency accounts, etc. 

4. BORROWINGS fROM 
OTHER Banking 
COMPANIE-*, 

AGENTS, BTC. I 10 3 

(0 In India 
lit) Outside India 
Particulars : 

(/) Secured ^stating the 
nature ofsecunty) 

(fV) Unsecured 

5. BILLS PAYABLE O'S (O 1 

6. BILLS FOR COLLECTION 
BEING BILLS RECEIV* 

ABLE 5 to 6 

As pet contra : 

(/) payable in lodia 
(//) payable outside 
India 


(/) Ic India 
(//) Ouui^c India 

3 JIONEV AT CALL > ND 

SHORT NOTICE t Q E to t 

4. INV£STif£NTS 

mode of valuation, e.g., 
cost or market value 
(/) Securities of the Cen- 
tral and State Go- 
vernments and other 
trustee securities in- 
cluding treasury bills 
of the Central and 
State Governments 
(il) Shares (classifying 
into preference, or- 
dinary, deferred and 
other classes of shares 
end showing separa- 
tely fully and partly 
pa.d up) 

(///) Debentures or bonds 
(fv) Other mvestments (to 
be classi0ed under 
proper heads) 

(v) Gold 

5. ADVANCtSt 50 to 55 

(other than bad and 

doubtful debts for 
which provision has 
been made to the 
satisfaction of the 
auditors) 

(I 'Loans, cash credits, 
‘Overdraft, etc. 

If) In India 
(n) Outside India 
(II) Bills d'siountcd and 
purchased (cxclud- 
ieg treasury bills of 
the Central and State 
Governments) : 

(i) payable in I idia 
(//) payable outside 
India. 


tTfae details tad technique of preptratjon of the fcbedulc of advances have 
been dealt with separately in Swtio* 4 of tUs chapter. 
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7. OTHER LIABI- 
LITIES (C) 0 5 to I'S 

8. ACCEPTANCES, 

ENDORSEMENTS, AND 
OTHER OBLIGATIONS 

PER CONTRA 10 to 12 

9. PROFIT AND LOSS 0‘01 tO 0‘1 

Profit as per last 

Balance sheet 
Less : Appropriations 
Add :.Profit for the year 
brought from the 
Profit and loss account 

10. CONTINGENT 
liabilities (d) 


6. BILLS RECEIVABLE BEING 
BILLS FOR COLLECTION 

AS PER CONTRA : 5 tO < 

(f) payable in India 
(ii) payable outside India 

7. CONSTITUENTS’ LIABI- 
LITIES FOR ACCEPTANCES, 
ENDORSEMENTS AND 

OTHER OBLIGATIONS lU tO 12 

as per contra 

8. PREMISES LESS DEPRE- 
CIATION (G) 0 4 to 0 5 

9. FURNITURE AND FIX- 
TURES LESS DEPRE- 
CIATION (g) 

10. OTHER A'.SBTS INCLUDING 
SILVER (TO BE 

SPECIFIED) (h) 0 3 to 0-9 

11. NON-BANKING ASSETS 
ACQUIRED IN iTATIS- 
FACTION OF CLAIMS 

STATING MODE (l) 0 01 tO 01 

OF VALUATION 

12. PROFIT AND LOSS 


Total 100 


..r- . INUriSS 

rupee, if so 

the balance sheet rdatL So^uld ’ ^ - ^ preceding the year to whi( 

G.S.R. 1137 Sm ii « columns.” • -Vu 

(0 3 dated 6-11 58 “-Se- 

This applies to the profit and loss account. 

{A ) Capital : 

^'^Sshld"°“* or capital, if any, should be distin 

Shout 'payment S 

separately. ® received in cash should be sta 

?»<! ™oiiS”5ucd ’np'S subscribed capitr 

-cd subscribed 
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however, should not be extended to the outer column. 

(£) Omitted. 

(C) Under this heading may be included such items as the 
following : 

Pension or insurance funds, unclaimed dividends, advance payments 
and unexpired discounts, liabilities to subsidiary companies and any other 
liabilities. 

(/)) These should be classified under the following categories : 

(i) Claims against the banking company not acknowledged 
as debts. 

(H) Money for which the banking company is contingently 
liable showing separately the amount of any guarantee given 
by the banking company on behalf of directors or oilicers. 

(Hi) Arrears of cumulative preference dividends. 

(iv) Liability on bilh of exchange re-discounted. 

(t) Liability on account of outstanding forward exchange 
contracts. 

(£) Omitted, 

(F) Where the value of investments shown in the other column of 
the balance sheet is higher than the market value, the market value should 
be shown separately in brackets 

(G) Premises wholly or partly occupied by the banking company 


of capital or revaluation of assets, every balance sheet after the first ba- 
lance sheet subsequent to the reduction should show the reduced figures 
with the date and amount of the reduction made. Furniture, fixtures and 
other assets which have been completely written off need not be shown in 
the balance sheet. 


<r' 


sion and brokerage on shares, interest accrued on investments but not 
collected, investments in shares of subsidiary companies and any other 
assets. 

{/) Value shown shall not exceed the market value and In case 
where the market value is not ascertainable, the estimated realisable value. 


Salient featnres 

1. Uqnldity order. It wfll be seen that the asset side of the Warce 
sheet is arranged in the liquidity er,-/.e., what is the most liquid asset 
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k nut as the first item (cash in hand) and what is less liquid is put as the 
sefond item (balance with other banks) and then still less liquid assets as 
tiie third item and so on. Thus, main headings m the liquidity order may 
be put as follows 


(«) 

m 

(c) 

(d) 

(e) 


(/) 

is) 


Cash in hand and with Reserve Bank and State Bank. 

Balances with other banks, 

Money at call and short notice. 

Investments, 

Advances : 

(t) Loans, cash creditors, and overdrafts, etc., 

(li) Bills discounted and purchased, 

Bills receivable being bills for collection, 

Constituents, liability for acceptances, endorsements and other 
obligations. 


{K\ Premises, \ 

(i) Furniture, 

{J) Odier assets, 

(fe) Non-banking assets, 

(/) Debit balance of profit and loss account, if any. This appears 
only when all accumulated profits are exhausted. 

The summary of headings on the liability side is as under ; 

(a) Capital 

(b) Reserve fund and other accounts 
(p) Deposits and other accounts 

(d) Borrowing from other banks or agents 

(e) Bills payable 

(/) Bills for collection (it appears as sixth item on the assets side 
also) 

(g) Other liabilities 

•(A) Acceptances, endorsement and other obligations (it appears as 
seventh item on the assets side. 


(0 Profit and loss account 
(j) Contingent liabilities. 

(2) “Information regarding “In India” and “Onfside India”. It 
may be seen that only three headings on the assets side, i.e. 2nd, 5th and 
6th and two headings on the liability side, i.e., 4th and 6th are required to 
be divided into subheads : In India and Outside India. 


(3) Gold and aim. Note it very carefully that ‘silver’ appears 
under the heading ‘other assets’ but 'gold’ is classified under the headine 
investments . Similarly, investment in shares and debentures of other 
companies is classified under the heading investment but investment shares 
of subsidiary company are classified under the heading ‘other Sets’ 

« as sixth and eighth item respectively. ^ arrangement 
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(5) lorestmeots. Mode of valuing iovtaUncats must always be 
shown, / a., whether they are appearing at cost or at market value In 
the inner column the details as to quoted iawastmeriis and non-quoted 
investments must be shown and the market value of quoted im-estmentj 
must appear as an information. 

(6) Approprittioo. Unlike other companies the profit and Joss 
account on the liability side appears as a separate heading and is not 
included under the heading reserve fund. AIsc, it will be seen ihai details 
of all appropriations are shown to the inner rjlumn of the balance sheet. 
This leads us to the conclusion that Profit cr.i loss appropriation account is 
dispensed with in the banking companies acc -uni. 

Explanation of some terms relatieg to balance sheet 

Money at call and short notice. This is the third heading on the 
assets side of balance sheet. It consists of loans (f) at Cull, and t/0 at 
short notice. These are related to inter^bank transactions Under this 
arraneement money is borrowed by one bank from another bank usually 

f:r r Is' -. ir ■ * -...4 

■s .. :r. ; -j • ‘ ! Is 

■, I • I I * * •» t a ■ ■■ 



Investments Investments include (r) treasury bills issued by ({le 
Reserve Bank of India, (1/ Gold, (W) other usual iovestments in govtra- 
ment accarllles, and (/v) shires aod debentorcs of limited companies. 
Investment in shares of subildiary compaties Is not included under this 
heading. It is classified under 'other assets'. Mode of valuation of iovest- 
ments {i.e , whether at cost or market value) must always be shown. Ifcy 
are divided into : (o) Quoted aod unquoted investments. Market val:r 
of the quoted investments is shown in the inner column ; and (b)lrs^ 
meats in Government securities and other investments. Other investtrmr 
are further shown in detail as to Investment in debentures, shares, type 
of shares, etc. 

Advances. This heading is compesrf of (i) lotas, east 
and overdrafts, and (it) bills dlscooeted and porchased. The totaJ r'— 
two subheads js shown iu the outer column Any bad dc! 3 i.prr 32 = 
for bad debt is not shown by deducting it in the larer column, Sr’ — 
net amount is shown in the outer colsms The details of 
shown m the ‘Schedule of Advances* tto trehaique of prep a re m rr 
IS dealt with later in this ehsrter. Stert loans should not 
loans. Short loans are nothing bat berro*^^gs from other istr •c=- — 
shown on the liability side of the baJarce sheet, . _ 

Cash credits, lotos and bask overdraft. ‘These tame 
above, form one part of advasas. The three terree^- 
under : 

Cash credit is an a iraegeue m ty which the 5=^^ 
money up to a certaio Lfds. It a oot always . 

m( 45— nonpw) 






fe- "4ss'^?rsrs5^ " 
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to the bank. The bank is also handed over a bill or buodi drawn on the 
buyer. As per the iustructions by the seller, the back presents the bill to 
the customer and upon having collened the specified sum hands over the 
documents authorising the delivery of goods to the buyer For rendering all 
these services the banker charges his commission. After deducting bis 
commission from the amount collected, the barker hands over the balance 
to his client. 

Since this business forms a very targe part of total business of the 
Dank, It keeps a register for rccoroing the details of all the bills received 
for collection purposes When bills are collected, journal entry is passeu 
by debiting cash account and ciediting ciieul's account, tntry for the 
commission is also passed by' debiting client's account and crediting 
conin.is.ion account. On 31st Deceinber, when ome bilN are left un* 
colkcud, they t.re brought into account by passing an entry : 

Debit Bills Receivable being bills for collection account 
Credit Bills for collection being bills receivable account 
The former account appears as an asset and the latter as a liability. Since 
ttese bills are 8ti I uncollected and hank ha» been given the authority to 
coicct them, therefoie, money on tbese sccoulIs will come to the bank, 
hence an as^et But after having collected money o • these bills, it has to 
be handed over to the clients atd beocc a liability as wtll. 

Acceptaaces, cadorsements and other obligations The amount on 
this account, like (bat of bills for collection, aho appears on the a* >ets 
side as well as liability side. The proper heading under which it ap; ars 
is'as follows ' 

> Assets side : '‘Constituents” liability on acceptance, endo »e* 
inents and other obligations per contra”. 

Liability side : "Acceptances, eodorsements and orner obliga- 
• tions per contra”. 

The real meaning antf logic of these terms cau be found out in the 
facts that a seller will not like to take the risk of making the delivery o. 
goods unless he is sure of getting the payment. The guarantee of making 
the payment by the buyer in his personal capacity proves worthless 
inasmuch as the seller cannot rely on bis words Thus a normal procedure 
is that the buyer has to go to some repu.ed man tor siandiiig as surety for 
him O. e ot the reputed persons, wftose guferai,tce will be taken at its 
face value, is bank The bank is able to accommodate the parlies in the 
following three ways . 

(a) bv accepting on behalf of the purchaser a bili drawn by the 
seller, 

(A) by making an f 'JO' rsemert oo a promissory note drawn by the 
buyer m favour of the seller, and 

(cl by giving a guarantee to make ’’C payment on iliC failure of 
buyer. 

Since m all the above three ca‘es bank has taken upon iiself to rnake 
the payment, for all uncxpircd risks bank may be held liable hence it is 
bis liability. But as his position is that of a surety, after making ine pay- 
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mcnt to Ite seller, he the rigta of 'f »”i°S 

riiybetorc accepting any bill or siaaiiing as guarantee for the principal 

‘’'"‘"whenever such bills are accepted, they hre simply recorded in^ a 
renister. On 31st December, when U is found that many bills ot in 
nature are left undisposed, they are brought into account by passing th 

following journal entry : , 

Debit Constituents’ liability for acceptances, endorsements 


Credit Acceptances, endorsements and other obligations. 

(i) Inland letters of credit ; (») Foreign letters of credit ; {Hi) For- 
ward exchange contracts ; (/v) Credit guarantee claim accounts are some 
more examples of accounts which arc included under the heading accep- 
tances, endorsements and other obligations. .... j 

Contingency Account. Taxation provision is shown under tnis 
heading. The amount is usually merged with current accounts so that a 
reader of the balance sheet does not know the account of tax provision 
separately. 

Bills Payable. In order to remit money, one of the means is to go 
to a bank and get a bank draft, telegraphic transfer, circular note, or 
cash order. The money is handed over to the issuing bank and the draft 
so received is sent to the payee who encashes it. The paying bank is 
T reimbursed by the bank who issued such drafts. On the day of prepara- 
tion of final accounts, if such bills remain uncashed they are taken to 
liability side under the heading ‘Bills Payable*. Agency^ drafts, payable 
Travellers and gift cheques issued arc also shown under this heading. 

Cash certificates (cr, balance) call deposits payable on demand. This 
is included under the heading current account and is shown on the liability 
side of the balance sheet. It may be repeated that debit balance of cash 
credit is included as asset under the beading advances. 

ccrti'ficatcs/call deposits payable on notice, Recurring deposits 
They are included under the heading fixed accounts and ate shown on the 
liability side of the balance sheet. 


r Adjustments. Under the chapter ‘Branch Accounts’ in Vol, I 

o) the Advanced Accountany, Theory, Method and Application— it 
nas already been staled that there arc many transactions which take 
place between the head oflicc and branch and between one branch and 
another branch towards the end of financial year. When such trans- 
properly recorded in the books of the branch or 
bead ofiice v/herc the transaction takes place but in the absence of advice 
‘ransaction it remains unrecorded in the books of the 
left transaction., there is always some balance 

'ftr-inrh f This balance is 

This appears in the balance sheet 


as D!«onnfcd. This can also be called by other nara 

recetd bS/oS^ or ‘Unexpired discount’ or Discou 

ot earned and its treatment is the same as that for intert 
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received in advance. 'Rebate on bids discounted account* like inter< 
received in advance account h a personal account in nature and tfc 
if it appears— 

(o) In the trial balance it is taken direct to balance sheet on t 
liability side under the heading other liabilities, 

(b) under adjustments, it is to be taken to two places like any otfa 
adjustment. One part of tUs is taken to the balance sheet on the liablL 
side and the other part is taken to the profit and loss account and 
deducted from the income from interest and discount. The net amou 
of income then is taken to the outer column of the profit and loss accoui 

The calculation of rebr*' *•”*? j-* 

taking one simple example. . ■ i 

3,000 for 3 months at 6% on !> f ‘r • r.' 
will be involved— 

Bank will receive a bill of Rs. 3,000 

Bank will earn discount at 6% for 90 days 

3,000 44 (appro 

But this discount is for December, January and February. 
Since accounts are prepared on 31$t December each year, dlscoi 
i«n»oPv and February is notactua 
• • ed 'Rebate on bills discounte 

Rs. 14-41. 


Illostratlon 5 

In respect of the following transactions of the Prosperity Bank 1 
you are required to indicate the necessary journal entries as well as tfa 
treatment in the profit and loss account and balance sheet in respect 
year ended 31-12-1970 : 


(a) The following bills were discounted at 5 per cent : 

Discounted on Amount Due date inclush 


(i) 28-12-70 
(0)29- 7-70 
(Hi) 29-10-70 
(M 31-12-70 


Solotlon. 


Rs. of 3 days of grac 

50.000 31- 1-71 

1.00. 000 30-1 1-iO 

4.00. 000 30- 4-71 

30.000 3- 3-71 

(I.C.W.A., Final. 1971.ModIfi« 


Date of Mil 
1970 

28- 12-1970 

29- 7-1970 
29-10-1970 
31-12-1970 


Dale of Maturity No of days aftt 

I970‘7I December 31,197 

31- M97I 3! days 

3WI-1970 — 

30- 4-1 71 120 days 

3- 3-1971 


Ctapter 8/AdT80Cc4 Accoontassof 
Amount 


Rs. 

50,000 

1,00,000 

4,00,000 

30,000 


Hate 


5% 

5% 

?% 

5% 


Total annual 
discount 
Rs. 
2,f00 
5,000 
20,000 
1,500 


Proportionate 
amount of discount 

Rs. 

212 ^ 

6.575“ 

255» 

'TfiTl 


, 2,500x31 6,575 ; 

"1165 

, . “Rs. 255. 

3o5 

Journal entry ■. 

Re 7 nno 

Discount account 

To Rebate on bills discounted account Rs. i 

Rebate on bills d.scounKd, oeing discount unearned, will appear 

on the liaoility side of balance sheet, discount account, to be shown on 

the credit side of profit and loss account, will be reduced by Rs. 

, '''“'"So”4g fact, ata gi.an ^.r JSu« • 

and (Hi) The transaction of collecting the biU. 

Bills discounted ou.lst November, 1573 at 

4% p.a. for 5 months Rs. 90,000 

Interest and discount 32,20,000 

Solution . 3 ^ 40 / p a. for 3 months 

9'>000-Rs. 900. 

This discount is for 3 moLths. i.c., November, December a 
January. Tberefore, Rs. 322*10 dbcouut for January is received 
advance. 

JOURNAL ENTRIES 



1 

i Rs- 

1 ^ 

Entry on oLcounting ; 

Bills discounted and purchased account 

Dr. 

90.000-00 

! 

To Current account rperional account) 

To Interest and discount account (nominal account) 


89 


Enter on Adpisiing the rebate oo bills discounted : 
Interest and discount account 

Dr. 

1 322-10 ! 

i 

1 

To Rebate on bills discaunted account 


Entry on colIcctiDg tbc bills ; 

Cash (or other bank) account 

Dr. 

1 

j DO.OOO-CO 


To Bills discounted and purchased account 

90 


^“1 “ ‘I'* « crediied to the curreat account c 

tocacfi afetr (Jtductin^ the dt'couai. 
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niastration 7. 

The trial balance of the National Bank Limited as on 30th June 
1976, shows the following balances * ^5 

fl) Interest and discounts 45, 40, 600 

(2I Rebate on bills discounted (on 1-7-75) 4,750 

(3) Dills discounted and purchased 3,37.400 

The amount of unsxpired d scount as on 30-6-76 is Rs. 5,560. 

Write necessary adjusting entries and calculate the amount of 
“Interest and Discount” to be credited to profit and Joss account. 

(B. Com. Goj'arat Nor J976) 
JOURNAL OF NATION! AL BANK LIMITED 


Date 





1-7-75 

Rebate on bills discounted account 

To Interest and discount account 

Dr. 

1 4,750 

4.750 

30 6-76 

Interest and discount account 

To Rebate on bills discounted 

Dr. 

5.S60 I 

5460 


INTEREST AND DISCOUNT ACCOUNT 


Date 

50-6-76 To Rebate on bill* 
discouoted 

-do- To Profit and loss 

account transfer 


S.S60 

45.35.790 


Date 

1-7-75 By Rebate on bills 
diseouQced 

30-6-76 By Cash account and 

mierest and ducontu 
accrued account 41 


4.730 


Rs 


45.45.350 


Rs. 45,45,350 


From the above account it is clear that an amount of Rs. 45,39,790 
will be credited to profit and loss account by way of interest and discount. 
Illustrations. , - , . 

The .\soka Bank Ltd. owns premises. From the following 
culars relating to Its accounts prepare the balance sheet as on 31st 


December, 1973 : 

Authbnscd capital : 40,00,000 Letters of credit 

Subscribed capital 4,00,000 shares Telegraphic traosfen payable 

of Rs. 10 each Rs 5 paid 20,00,000 Bank drafts 
Investment 70.00.000 Short loans 

Bills discounted 1,50,00,000 Rebate on bills discounted 

Profit and loss account (Cr.) 8,50,000 Acceptances for customers 

Endorsement on bills negotiated 1,00.000 Loans 
Liability of customers for Cash credit 

acceptances 50.00,000 Bank overdraft 

Money at call and short notice 90.00.000 Bills purchased 
Cash in hand 20,00,000 Current and deposit account 5.60,00.000 

Cash with Reserve ’ lovestnieni fluctuation .nnnno 

Bankoflndia 40 00,(7X) account j.w.w 

Cash with State Bank of India 40.00.000 Bills negotiated l.ro.uw 

Reserve 30,00.000 

Circular notes 10,00,000 

Uibility on bill! of n!ctangn«-<li!coun.!d «monnl! R!.3 70.(^ 
rnd on accouni of ouistandiog forward exchange contrac • » * , 


Rs. 

5.00. 000 

3.00. 000 

2 . 00 . 000 

40.000 

10.000 

50.00. 000 

1.00. 00.000 

1 . 00 . 00.000 
lo.nn.ooo 

10.00. 000 
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From the above partitculars students are advised to prepare the trial 
balance. The difference between the two sides will be treated as premises. 
This has been assumed because the question after having ^ated that the 
bank owns premises discloses no balance for the premises. The difference 
between the two sides will be Rs. 10,00,000 which has been taken as the 
value of permises. 

Ashoka Bank Ltd 
BALANCE. SHEET 
as at 31-121973 


Capital and liabilities Rs. 
AUTHORISED CAPITAL : 

Shares of Rs each 40,00,000 

SUBSCRIBED AND PAID- 
UP CAPITAL ; | 

4,00,000 sharsc of Rs. 10 
each Rs. 5 paid 20,^0,000 

RESERVE FUND AND 
OTHER RESERVES : 

Reserve 30,00,000 

Investment fluctuation account 1,00,000 
DEPOSITS AND OTHER 
ACCOUNTS 

Current and deposit account 5,60,00,000 
BORROWINGS FROM 
OTHER BANKS 

Short loans 40,000 

... BILLS PAYABLE* 20,00,000 

BILLS FOR COLLECTION 
being 

Bills receivable as per contra 
Payable in India — 

Payable outside India — 

OTHER LIABILITIES ~ 

Rebate on bills discounted 10 000 

ACCEPTANCES, ENDORSE- 
MENTS AND OTHER OB- ' 

P®*’ contra** 51,00,000 
PROFITS AND LOSS 
ACCOUNT 8,50,000 


Rs. 6,91,00,000 


Property and Assets Rs. 

CASH IN HAND AND WITH RESERVE 
BANK AND STATE BANK 1 ,00,00,000 
BALANCES WITH OTHER 
BANKS 

In India — 

Outside India — 

MONEY AT CALL AND 

SHORT NOTICE 90,00,000 

INVESTMENTS at cost 
Quoted (market price) — 

Unquoted — 

. . 70,00,000 

ADVANCES (other than bad 
and boubtful debts for 
which provision has been 
made to the satisfaction 
of .auditor) 

(0 Bills discounted and 
purchased 

In India — 

Outside India — ■ 

(It) Loans cash credit 
and overdraft 
In India — 

Outside India 2,10,00,000 

BILLS RECEIVABL'ib;rn7"^’’®’°°’°°‘^ 
Bills for collection as per contra 

Payable in India 

Payable outside India — 

CONSTITUENT LIABILL ~ 

TIES FOR ACCEPTANCES 
ENDORSEMENT AND ’ 

OTHER OBLIGATIONS as 
per contra(2) 

PREMISES 


51.00, ( 

10 . 00 . 0 


Cominsm Liabilities 
0) On account of bills of exchange rediscounted 

“landing 


Rs. 6,91.00,1 


3,70,0 

2,00,0 


Pianccs-LEndorsemcnfs on bills negotiat. 
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IllostrttloD 9 . , 

The following balances are extracted from the general ledger of a 
commercial banking company on 31st December 1973 : p 


Reserve fond 
Share premium 
Dividend equalisation reserve 
Overdue interest reserve 
Fixed deposits 
Current accounts 
Savings bank accounts 
Contingency accounts 
Employees insurance fund 
Borrowing from other banking 
companies m India 
Unexpir^ cUscourts 
Unclaimed dividends 
Bills payable 
Branch adjustments 
Acceptances, endorsement and 
other obligations 
BUls for collection payable 
outside India 

Bills for collection payable 
in India 

Profit and loss account 


62.50.000 

55.00. 000 

17.50.000 

20 . 00 . 000 
15,46,99,000 
14.60,19.800 
5.09.16.530 
6,13.80.140 

50.00. 000 

75.00. 000 
89.2 U 

1,20,939 

18,42,150 

30,05,498 

2,49,59,150 

57,10,500 

33,55,280 

26,20,380 


The authorised capital of the bank is divided Into 5,00,000 shares 
of Ri. 100 each and 1,00,000 shares of Rs. 50 each. All the shares have 
been issued and subscribed for. The 1.00,000 shares of Rs. 50 ewh are 
bsued as fully paid bonus shares. In respect of the shares of Rs. ICO 
each, Rs. 5C per share has been called-up and paid. 

The bank has made no provision for future gratuities to staff, nor 
has it ascertained the amount of its liablli^. 

Claitas against the company are Rs. 95,230, which are disputed by 
the banh. 


Bills of exchange rc*discouDted, Rs. 92,000. 
Outstanding foreign exchange contracts anount to 
Details of profit and loss account — 

Balance on 1st January 1973 
Profits for 1973 

Appropriations out of profits in 1972“ 

-Reserve fund 
Final dividend 
Appropriations in 1973-- 
ffovision for taxation 
loterim dividend for 1973 
Provision for Bonus for 1973 


Rs. 14,35,000. 

Rs. 

43.50.000 

33.47,280 


5.C0,000 

25.00.000 


30.00,000 

I2.7(M)00 
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From tbe information given above you are required to prepare 
‘Capital and Liabilities’ side of the Bank’s balance sheet arranging the 
items in the serial order of the statutory form. [C.A. (Final) May 1974] 
Solntion 


BALANCE SHEET OF COMMERCIAL BANKING COMPANY 
as at 3ht DccemitT, 1973 
(Liabilities side only) 

Rs. 


Capila! and liabilities ; 

Authorised capital ; 

5.00. 000 shares of Rs. 100 each 

1 .00. 000 shares of Rs. 50 each 


Lsued and subscribed capital : 

5.00. 000 shares of Rs. 100 each Rs 50 
per share called and paid 

1.00. 000 shares of Rs. 50 each issued 
as fully paid bonus shares 

Reserve fund and other reserves • 
Reserve fund 

Dividend equalisation reserve 
bnarc premium account 

Deposits and other accounts • 

Fixed deposits 
havings bank deposits 
Current accounts and contingency 
accounts 

Bills pa) able 

bills 

rc.tivable as per contra 
</l Payable in India 
('0 Payable outside India 

Other liabili ies ; 

Daerepired discounts 
Branch adjustments 
Unclaimed dividends 
Employees’ insurance fund 


Rs. 


5.00. ro,000 
50,00,000 

5.50.00. 000 


2,50, 00, f 00 
50,00,000 


69.19,456 

17,50,000 

55,00,000 


3,00,00,000 


1,41,69,456 


15.46.99,000 

5,09,16,550 


20,93,99.940 


41,50,15,490 

75,00,000 
18.42,150 


33,55.280 

57,10,500 


89.214 

30,05,498 

1.20,955 

50.00,000 


90,65,780 


82.15,667 
2.49,.59,I50 



1;Bid]c Acccuti 5 27 


Profit and loss account : 

Balance as per last balance sheet 
Lesz : Appropriations 

Final dividend Rs 
for 1972 25,00.000 

Reserve fund 5,00,000 


Add : Profit for 1973 


l^ss Interim dividend 

fQt 1973 12.70,900 

Transfer to 

reserve at 20% 6,69,456 

Bonus to staff 

for 1973 8,06,000 


Contineent liabilities: 

(al Claims against the banking cotn> 
piny not acknowledged as debts 
Bills of exebanre rediscounted 
Gratuity pa] able to staff on 
retirement, atnomit ofliability 
not ascertained 


43.50.000 

30.00.0CO 

13.50.000 

33.47.280 

46.97.280 


27,45,356 

19,50,924 


51,27.18,617 


95,230 

92,000 


14,35.00 0 


£'2S Chester l/AirsKCcd Aecocntaocy 


(il) Debts considered 

gcod for which the 
beniing company 

holds no ether secu- 
rity than the debtors' 
personal security. 

1 

70,000 

60,000 

(f:j) Debts considered 

good secured by the 
personal liabilities of | 
one or more parties 
in addition to the ' 
penocal security of 
the debtor. 

2,10,000 

1,10,000 

1 

(fr) Debts conridtred 

doubtful or bad, not 
provided for. 

1 

NIL 

NIL 

1 

t 

i 

i 

Total Advance 

13.00.000t 

1 7,OO,0COt 

(y) Debts duo by tbe diree- 

■sa ea t=» cs *=* *=s 


or officers of the 
■banking company or 
any of them cither 
severally or jointly * 
with any other penons. 

30,000 


(ri) l^bts due by compa- 
nies or fiims in which 
the directors of the 
panking company are 
interested as directors i 
partners or, in tbe cas— ^ 
of Private companies' 

- 

~ 1 

i 


(//) About 5% of the total 
debts. Since the secu- 
rity is only of the per- 
sonal nature and that 
too only of the princi- 
pal debtor, the bank 
does not feel safe in 
giving advances of this 
nature. 

(i/i) Rest of the balance is 
Shown here. The figure 
here is more than the 
figure shown in second 
item because the secu- 
rity here, though of 
personal nature, is 
better than that avail- 
able in the above case. 

(fy) This figure is always 
nil as the hank provides 
for all bad and doubt- 
ful debts. Bank is 
allowed to do so with- 
out being required to 
disclose the fact. 
tThe total, l.e., 
^.120,00,000 is shown 
m the outer column of 
the balance sheet. 


(v^ •'’re write the amount 
om the officers, 
orraally not a 
aroount.- 



An alternative way of showing ihe schedule of advances is illustfat 
ed below. 

IllastrttfoD 10 

The trial balance of Zenith Bank Limited, made up as on 3l$t Dec. 
1974 contains the following items : 

Rs, 

(0 Loans, cash credits and overdrafb (payable to India) 4,50,00,00 
(fO Bills discounted and purchased (payable in India) 50.50,00 

(f/O Bills discounted and purchased (payable outside India) 50,00 
You are required to show how these items will appear in the Batane 
Sheet ofthe back as on 31st December 1974. Also prepare the scheduli 
of particulars of advances as required under the Banking Regulation Act 
1949, using imaginary figures. fC.A. (Inter) Nor. 1975 

Solotloo. 


Balance Sheet— Assets aide 


Advances (other than bad and doubtful debts for which 
provision has been made to the satisfaction of auditors) 
iO Loans, cash credits and overdrafts (all payable in India) 4,50,00,000 


(10 Bills discounted and purchased ; 
In India 
Outsde ludia 


$0,50,000 

50.000 


51.00,000 


5,01,00,000 


Schedule of particulars of Adraacea 
(using imaginary figures) 


(0 Debts considered good in respect of which the bwllng , jj 
company is fully secured. v v * ’ 

(U) Debts considered good in resocct of wUd ^ 

company holds no other lecuri^ than the de P«t 
sonal security. 
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(Hi) Debts considered good secured by the personal liability 
of one or m.ore persons in addition to the personal 
security of debtors. 61,00,00' 

O’v) Debts considered doubtful or bad not provided for Nil 


5,01,00,00 


(v) Debts due by directors or officers of banking company 
or any of them either severally or jointly w ith any other 

person - 2,50,00 

(vi) Debts due by companies or firms in which the directors 

of the banking company are interested as directors, 
partners or managing agents or in case of a private 
company as members. Nil 

(v/i) Maximnm total amount of advances including tempo- 
rary advances made at any time during the year to the 
directors or manager or officers of the banking company 
or any of them either jointly or severally with any other 
person. 6,75,00 

(vHi) Maximum total amount of advances includingjemporary 
advances granted during the' year to companies or firms 
in which the diiectors of the banking company are in- 
terested as directors, partners or managing agents or in 
the case of a private company as members. ■ Nil 

(ix) Due from banking companies 30,25,00 

Illustration 11 

From the books of account of Nachiketa Bank Ltd., as on 3Ist Dei 
1977 the following particulars regarding loans and advances given by tt 
Bank in India are available : 

Rs. 


(i) Loans to corporate sector fully secured (excluding 
batiks but including companies in which directors are 
interested) . - 

(it) Loan to Anugraha Bank Ltd — fully secured 
(Hi) Debts due by officers (excluding directors) fully secured 
(iv) Loan to non-corporate sector — fully secured 


(v) Loan to Vasu Bank Ltd— fully secured 

(vi) Debt due by Mr. M. Vasai-t, a director of the bank 

— futly secured 

(vii) Debts considered good which are unsecured 

(viVV) Debts considered good guaranteed by third parties 
(ix) Debts due by companies in which the directors are 
interested, fully secured (maximum ^ount of debts at 
any time during the year Rs. 20,00,000) 


(x) Doubtful debts 

(xi) Provision for bad and doubtful debts 


20,00,1 

5.00. 1 

3.00. 1 
10,00,1 

5.00. 0C 

2,C0,0G 

8.00. 0C 

i{',ro,ot 


10,00,01 

1 , 00 , 0 ( 

1,50,0( 
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xii) Maximum amount of debts due by officers and directors 

at any lime during the year 8,00,000 

You are required to show how the abose items are statutorily re- 
uircd to be disclosed in the balance sheet of the bank. 

IC.A. (lDter> Not., 1974 Modified] 


Nacfalketa Bank Ltd 

Schedule of Particulars Regarding Advances 

Rs. 

1 . Debts considered good in respect of fthich the bank is 

fully secured 45,00,000 

2. Debts considered good in respect of which the bank 

holds no security other than debtor’s personal security 8,00,000 

3. Debts considered good secured by the personal liability, 
of one or more persons in addition to the personal secu> 

rity of debtors 10,00,000 

4. Debts considered doubtful or bad not provided for Nil 

63,00,000 


Debts due by directors or officers of the bank or any of 
them severally or jointly with any other p.ersons 
Debts due by companies or firms in which the directors 
of the bank are interested as directors, partners or 
managing agents, or in the case of private compaBies, as 
mem^rs 

Maximum total amount of advances, including tempo- 
rary advances made at any lime during the year to 

d'reclors, or managers or officers of the bank or any of 

them severally or jointly with any other persons 

. . . .r.j. — «... rfnrinc the 

the 


agent or, in the case of prnaic cotnpaaies, 
Due from banks 


tgirg 

as members 


5,00,000 


10,00,000 


rn.oo.ooo 

in.co,ooo 


. examination questions 


Ulostration 12. 


. «r K-.iruna fiank Limited. 

The following are the b accriint and the balance 

You are requested to prepare the pr recuiremcnts of the Hanking 

shett as at 3 ist December, 1969 as per the ree,v..rtmeni 

Companies Regulation Act. 
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Share capital : 2,000 equity 
shares of Rs. 500 each, 
Rs. 100 per share paid 

Bad debts written oft 
Reserve fund investments 
General expenses 
Current accounts 


Ks, 


2,00,000 

12,871 

i,oo,coo 

18,242 

20,24.422 


16,052 

6,92,023 


Interest, paid 
Deposit accounts 
Profit and loss account 

22,, 9 34 

Acceptances for customers 1,54,282 
Discount 24.376 

Bills receivable 

Endorsements and guarantee 7,402 
Commission 4,424 


Cash in hand 
Interest received 
Cash with banks 
Endorsements and 
guaranfee.s as per 
contra 

Owing by foreign corres- 
pondents 

Customers’ liabilities for 
acceptances 
Short loans 

Loans and advances to 
customers 
Investments 
Bills discounted 
Premises 

BillS'for collection 


Rs. 

22,654 

53,226 

2,01,210 


7,402 

20,044 

1.54,282 

6,48.206 

15,45.670 

9,88,254 

6.22,824 

2,2‘!,790 

1,00,000 


The following information is relevant : 1. During the year interim 

dividend of Rs. 20,000 was paid ; 2. Reserve Rs. 6,438 as “Rebate on 
bills discounted" ; 3. Provide Rs. 15,000 for taxation reserve ; and 
4 Particulars of investments and advances are not required. 

(B. Com. Bombay, 1970 ; B. Com. Kerala 1972, Modified) 


Solution 


M/s Karnna Bank Limited 


PROFIT AND LOSS ACXX)UNT 
for the year ended 3Jst December, 1969 


Expenditure 

Rs. 

Income {less provision made 

Rs. 


during the year fer bad and 
doubtful debts amt cfler usual 





and necessary proprkdns) 


■ Interest paid 

General expenses 

16,052 
18,242 
11 an ^ 

Interest and discount 
Commission 

43,293* 

4,424 


Profit for the year 


Rs. 47,717 


r,717 


Rs. 47,717 


•Discount+Interest received -bad debtt— Rebate on bills discounted— Taxation 
. reserve. 

M/s Karuna Bank LIm ted 

BALANCE SHEET 
As at Shi December, 1969 


Capital and Liabilities 
SHARE capital : 

Rs. 

Property and Assets 

CASH: 

Rs. 

paid-up capital ; 

2 000 Eouity shares of 


1, In hand 

2. With other banks of 

22,654 

’Rs, 500 each 

Rs. 100 per share 

2,00,000 

India 

INVESTMENTS : 

2,01,210 

paid. 

1. Reserve fund investments 

1,00,000 
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RESERVE FUND AND 
OTHER RISERVJS : 

Statutory reserve : 

Balance as per last 
balance sheet (0 1,00,000 
A<Ui Transferred 
frooi profit and 
loss account 3, 655 

1,02.685 

DEPOSIT AND OTHER 
ACCOUNTS 

1. Deposit accounts 6,92.023 

2. Current a<xoun*s and 
contingency accounts 0) 20,39,422 

BORROWtNGS FROM OTHER 
BANKS 

(Short loans) 6,48,206 

Bills tbr collection as per 

contra 1,00,000 


Z Other investments . 
ADVANCES : (other than 
bad and doubtful 
debts for which pro- 
vision has been made 
to the satisfaction of 
the auditors) 

1. JLoans, cash credits 
and overdaAs 
(it) Bills discounted and 
purchased 

BILLS RECEIVABLE REINO 
DILLS FOR COLLECTION AS 
PER CONTRA 

CONSTITUENTS’ WABItlTV 

FOR ACCEPTANCES. END- 

ORSEMEN7S AND OTHER 

OSLICATIONS AS PtR 

CONTRA 

PREMISES : 

less : Depreciation 


9,S8Z54 


15,65,714 

6Z2.824 

J,00,6t0 


1,61,684 

2,21.790 


OTHER LIABILITIES : 

Kebate on bills discounted 6,438 

ACCEPrANCFS, ENDORSE* 

MENTS AND OTHER OBLIGA- 
TIONS AS PER CONTRA 1,61,684 


PROFIT AND LOSS ACCOUNT I 

Balance as per last 

balance shcet(2J 44,934tf 
Less : Interim divi- 
dend paid ' 20,000 


22,934 

^dd : profit for the 

year 13,423 


36,357 

Less : Transferred to 
statutory reserve 
@ 20% of current 
year’s profit 2,685 


33,672 


Rs. 39.84,130 


Rs. 39,84.13t 


rurORlALNOTE ^ . . 

(1) since there Is a reserve fund Ipveitmeat there oojht to be a reserve 

(2) Profit at per trial baIancc-i-4»vi4eod paid. 

(3) Includes taxation provision. 

(4) Loans and advances to caitomers— owing by foreigfl corresr 
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innstration 13. 


Bank of Rajasthan Ltd. 


as at December 31, 1973 : 

Rs, 

Rs. 

Authorised capital 

2 , 00,000 

5,00,000 

Unissued capital 


Uncalled capital 

1,50,000 


Reserve fund (invested in Mysore Government 


3,00,000 

Bonds) 


Investment fluctuation reserve account 

4,00.000 

20,000 

Bank overdrafts, loans and cash credits 


Bank premises 

Mysore Government Bonds (reserve fund 

60,000 


investments) 

3,00,000 


Other State Government securities 

2 , 00,000 


Current account 


6 , 00,000 

Profit and loss account, January 1, 1973 


25,000 

Money at call and short notice 

70,000 


Bills discounted 

73,000 


Shares 

17,000 


Cash in hand 

1 , 10,000 


Cash at bank 

3,00,000 


Income tax paid 

9,000 


Salaries and other expenses 

73,500 


Interest, discount, etc. 

1,70,000 

Interim dividend paid 

7,500 

Deposits and savings bank accounts 

3,55,000 

Rs. 19,70,000 

Rs. 19,70,000 


Additional information : 


{/) The bills discounted mature at an average date of February 1974 
(including days of grace). All bills are discounted at 10% p.a. 

(/i) The market value of investments in government securities was 
Rs 4,75,000. Increase investment fluctuations reserve account with the 
necessary amount. 

(//;) Bank added premises during the year by Rs. 10,000. Provide 5 % 
depreciation on the opening balance. ° 

(jv) Provision for taxation on 1st January stood at Rs. 15 OOO It is 
to be increased to Rs. 28,000. ’ 

(v) Details of loan, cash credits and overdrafts were as under : 

Anwimt Security {value as on December 31, 1973) 


1,70,000 

70.000 

10.000 
60,000 

50.000 

40.000 

4 uu.oon 


Government security Rs. 1,80,500. 

Personal security, value of personal property Rs. I 70 000 
Shares in textiles Rs. 6,000 (Debtor is in financial difficulty' 
Personal security plus security of two persons ^ ' 

Gold, value Rs. 85,000. 

Debentures of a company, value of security Rs. 46,000. 
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You are required to prepare ' pro0t and loss account and balance 
sbeet of the bank as on December 31, 1973. 

(vl) Interest accrued on investments Rs. 750. 

Solotloo 


New Bank of Rt|astban Ltd. 
PROFIT AND LOSS ACCOUNT 
For the year ended December 31, 1973 


Expeadlture 

Rs. 1 

Income [lets prorlsion made 
durinfihe year /or bad end 
doubtful debts end other 
tuual or necettary pnri- 
tloni) 


Snlartes and exnenses 


73.500 1 


1,38.750 

Depreciation, 5% of Rs. 50.000 

2400! 


Net profit 

62,750 1 



Rs. 

1,3«.750 

Rs. 

1.38,750 


Tutorial 

Notes 

Rs. 

Rs 

(1) (/) 

Rebate on bills discounted : 




73,000 X 50X10 

365X100 



(«) 

Interest and discount 


1,70,000 

Accrued 


750 




1,70,750 


Less : Rebate on bills discounted 

1.000 



Provision for doubtful debts 



(loan Rs. 10.000— shares in 
textiles Rs. 6,000) 

4.000 



Taxation provision 




(Rs. 28,000-Rs. 15,000) 

13,000 



Income tax paid 

9,000 



Investments lluctuation reserve account ; 

Mysore Government security 3,00,000 

Other Government security 2,00,000 

Total amount 5,00.000 

Market value of Govemnient 

securities 4,75,000 

Fall in value 25,000 

Less ; Fund already existed *0,000 

Additional required 5,000 

’32,000 
1,38,750 


Amount shown in Profit and loss account 
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New Btnk of Rajasthan Ltd 
BALANCE SHEET 
As on December 31, 1973 


1. Capital 

Authorised capital ; 

Rs. 

...Shares of Rs. ... each 

5,00,000 

Issued capital : 

...Shares of Rs. ... each 

Subscribed capital : 
...Shares of... each 

3,00,000 

Rs called up 

2. Reserve fund and other 
reserves : 

1,50,000 


Reserve fund 3.00,000 

Add 20% of 

Rs. 62,750 12,550 


1. Cash 

In hand and with 

Reserve Bank of India 1,10,000 


2. Balance uilh other banks 3,00,000 


3, Deposits and other 
accounts : 

Current deposits and 

3,12,550 

contingency account (1) 
Deposits and savings 

6,38.000 

bank account 

3,55.000 

'’^.^ Borrowlngsfrom other banks 

nil 

5, Bills payable 

nil 


3. Money ai call and 

short notices 7 q qqq 


4. 


Investments (At cost) 
(/) Government 
securities 
(//) Shares 


5,00,000 

17,000 


(Market value of 

Government securities 

IS Rs. 4,75,000) 5,17,000 


5. 


Advances 


(Other than bad and 
doubtful debts for 
which provision has 
been made to the 
satisfaction of the 
auditors) 

(0 Loans, cash credit 
and overdrafts 
(li) Bills discounted 
and purchased 


3,96,000 

73,000 


6. Bills for collection being bills 
reeehable at per contra 

Rebate on bills discounted 


nil 


1,000 


6. Sills receivable btlm 
^lUs for collection^ 
per contra 

1. Constituents, UabiUt 
l°'-^eptances, endor 
and other ol 
gations as per eot 


4,69.000 


lul 


nn 
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8. AeCeptanees, Endorse^ 
tnentt and other ObU- 
salons as per eontro 

9. Profit and loss aefount 
Balance as per last 

year 25.000 

Add profit 62,750 

87.750 

Less latenm dividend 7,500 


9. Fumhurt and 
Fixtures 

Less OepreciatiOD 


JO. Other efsett 
lD(ere$t acemed 
it. Son-bonkins assets 


(OCarreot tccooat Rs. 6,00.0004-Additiosa] taaalioo provitioaRs I3.000.f 
Bxhtlaf iavesttneat fluetuaiioo reserve accocat Ra. 20, OOO+Additioaa} Ifiveitacst 
floetuatioa reserve account Rs. 5.0CI0-RS. 6,38.000. 

SCHEDUtC OF PARTICUtARS RFOARDWG ADVANCES 



Loans, cash 
credit and 

LlUsdls. 
counted end 

Particulan 

1. Debts considered good in respectof which 

orerdrofts 

Rs. 

purchased 

Rs. 

bank is fully secured (i) 

2. Debts considered good in respect of which 
the bank holds no other security than the 

2,66,000 


debtor’s personal security. 

3. Debts considered good secured by the 
personal liabilities of ore Or more parties 
in addition to the personal security of the 

70,000 


debtors. 

4. Debts considered doubtfuc or bad not pr^' 

60, COO 

73.000 

v/ded for. 

5. Debts due by directors or officers of the 
bank or any of them either severally or 

3,96,000 , 

j 

”73.000 

jointly with any other persons. 

6. Debts due by companies or firms in which 
the directors of the bank are Interested as 
diiectOfs, partners or in case of private 



companies as members. 

7. Maximum total amount of advances inclu- 
ding temporary advances made at any 
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time during the year to directors or 
managers or officers of the bank or any of 
them severally or jointly with any other 
persons. 

8. Maximum total amount of advances, in- 
cluding temporary advances granted during 
the year to the companies or firms in 
which the directors of the banking com- j 
pany are interested as directors, partners 
or in case of private companies as mem- 
bers. 

9, Due from banks. 

TatorJtl Notes 


Limited as on 31sl December General Ledger of X ^ai 

Cl .. . Rs . 

2,S0.0O,O0O 


25,000 

1 . 00 . 00.000 

6.67.50.000 
'‘.16.25.000 

7.00. 11.000 
16,00.000 

3.16.54.000 

1.50.00. 000 


Share capital 
Calls in arrear 
Reserve fund 
Fixrt deposit 
Saving deposit 
Current deposit 
^TOwings from banks 
in hand 

Cash with Reserve Bank 
Balances with other banks • 

■ I aj nr , 

Mo.e?2e1,lfS,h„. 2.®:S 

Bill. 

Bills payable 3.15.77,000 

Unclaimed dividend 
expenses 

Loans 
Premises 
Furniture 
S'iK-er 


1.40,0 


13,00.0 

3.07,0 


Non-banking assets t«n 

Interest and discount (Cr.) 46 00 0 

SSfS"” (Cr.) ifio 

Profit nn investments 

Tmnsfer fw"^ 

Interest (Dr } 

Salaries and allotv-ances 
Salaries and alJow’ances to 
general manager 

Loslon”* contribution 
wssonsale of gold 

1 U‘^ Municipal tax 
1.11,000 Law charges 

^“<5 stamps 

Depreciation on furniture 

advertisement 
Ocneral expenses 


28,5 


r /mVAAiP 

5,50,000 


16,16.000 

4.43.21.000 

5.03.16.000 
50,00.000 
4,40,000 

30,000 


10,7 

5,12,0 

5,6 


6,; 

3,( 

3,f 

4.8 


•j-jjj . . 'jcnerai expenses 

Rs. 50,tO,000’,"’“S.'’“ fully covS «' 


over and ab^YrorofiW 

14.000 isbadand n^r^^- Rs2 0nrnn- J Persi 

due from a direemr '’’u made foSf and 

I ^*v0,000 is Hii 4» 1,1, _ f ^^xicQurn 

2 40 arc fuiJv J" bank. 


^ luuns are ruiiu oanJr 

' WRs for 

;0.10.0C(1 br“ ^ SfV' Ibe utom S thrlf,’’”''; "•■*s the do 

" Rs. lw,(Sa;I,S" «"»"S ood ’ 

-soutumr „f dS^' " 
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aod th£ maximani amouat ofsuch dtscounttQff durir? (hs year 1969 was 
Rs. 4,30.000. T»i)ls for 2a0o0 are dovbtfui aniffor Rs, .’O.OOOarebad 
and inoulo ne wtiltcn off. Rs. u.26.000 of iho bills are oue from other 
banks. Rebate on bills discounted as on Jlst December, 1969 amounted 
to R$. 1,06,093. 


The bank has customers* bills for collecifon ofRs. 12,00.000 aod 
has acceotances and endorsements on behalf of customers on 3lst Decern* 
ber, 1969 amounting to Rs. 18,50,000, 

The authonsed capital of the bank is Rs. 5.00,00.000 divided into 
e no -*-• .1-..,. .rn. ./.« All of thcsc sitaces see Usaed aed 

to the exteot'Of Rs, 50 per share. Ther« 
1,000 shares, 

.• , . .. u..|. 


You are required tc 
for the year ended 31st 
Coopasies Act and a 
Form A of the same Act. 


Solntioa 


(Adapted from C.A, Final. 


PROFIT AND LOSS ACCOUNT OF X BANK LIMITED 

for l\t ynr txdluf jUt I>eetm6er, J969 


ExpradUnrw 


10,700 


Xsttres paid oo deposits, borrow* 

isfs, tte. 13.09.000 

Salaries aod ailowaaee fie* 

elodiQS Rt. 15.000 to (eaeral 
niaoacerl 5,22,000 

CoBttibotioa to provideet fued 2S.500 
Directors fees aad allowance ““ 
Local coflunittee me m ben fees 
aad allowaace 
Rent, taxes apd iasnraace 
Law charges 

Pottage, telegrans tad stamp 
Auditor's fees 
Repairs to btnk propertr 
DeprecUtioa on furniture 
Sutionery. printiog. adveriise* 

meat, etc. tQ.ow 

Loss from sale of or dealing w/ch 
aoa*battk:tog assets 

Other exoeoditure J,7fiO 

BaUaee being net profit— sub;ect 

to taxatioa 50,(9.907 


5.600 

15.900 

6.500 

5.000 

4.(00 

5.600 


TvtorUI Note 


Ra. 47,51.007 


/Acome (Ifts fmhhn mode 
durOtt thtytotforbodoMd 
dcobtfal dAtt vtd cilitr arvei 
erittenten prertiUm) ^ 

Interest and discotust 44,65,907* 

CoDUBlsiioe, exehaage gad 

brokerage 1,55.000 

Rent 56.000 

Net profit OB saleof lamf* 
reents. gold and lUver, land, 
premises and other assets 95.009* 
Net profit on revaluarteo of Ia- 
vestments, gold, silver. Usd, 
premises and other assets -- 
Income from noa'banking auets 1 .009 

Other receipts (transfer fee) 100 


((} Interest and discount Rs 
LerxBsd debts 
„ Poubifjl debts 
,, Rebite on bills discounted 


10.000 

20.000 

J^«.093 


Balance shown in the psofii and loss acoooat 


(5) Profit oa «le of lavesTfTrents Rs. I.40i000-Los$©o uloe/^eoldRa. <ia» 

-Rs. 95.000. 
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balance sheet of X BANK LIMITED 
j4s OH 3131 December, 1969 


Capita! and LialAIHia 

Capital 

Antborlsed capital 

5.00. 000 Equity shares 
of Rs. 100 each 

Issued capital 

5.00. 000 Equity shares 
ofRs. 100 each 

Amount called up at 
Rs 50 per share 
Uss Calls in arrcar 


•Rs. 


5,00,00,000 


5.00. 00.000 

2.50.00. 000 
25,000 

2,49,75.000 

Reierre fund and other reserves 

^ervefund 1.00,00,000 

Deposits and other accounts 
Fixed deposit 6,67,50.000 

Saving bank deposit 4,16,25,000 

Current accounts and 

contingency accounts 9,12,75,000' 
Borrowings from other banhs, 
agents, etc. 

Its India 16,00,000 

Ou'side India — 16,00,000 

Bllb payable 5,50,000 

Bills for coUeetion being 
bills receivable 
As per contra 
Payable in India 12,00,000 
Outside India — 12,00,000 

Other liabilities 

Unclaimed dividend 34,000 

‘ Rebate on bilk discounted 1,06,093 

Outstanding expenses 1,11,000 

Acceptances endorsement 
and other obligations 

As per contra 18.50,000 

Profit and loss account : 


Property and Assets 
Cash in hand and with 
Reserve Bank 
Balance with other banks 

On fixed deposit 

In India 2,00,00,000 

Outside India — 

On current account 
In India 1,43,00,000 

Outside India — 


Rs. 

4.66,54,000 


3,43,00,000 

Money at call and 72,60,000 

short notice . 

Investments (at cost)^ 4,43,21,000 

Advances 

(Other than bad and doubt- 
ful debts for which provi- 
sion has been made during 
the year to the satisfaction 
of auditors) 

Loan, cash credit and overdraft 
In India 7,15,30,000» 

Outside India — 

Bills alscounted & purchased 
In India 3,15,47,0001 

Outside India 

10,30,77.000 

Bills receivable being 
bills for collection 
As per contra 
In India 12.00,000 

Outside India — 


12,00,000 


Balance 
Less Income tax* 


16,16,000 

5.12.000 

11.04.000 
30,19,907 


41,23,907 


Constituents’ liabilities for 
acceptances, endorsements 
and other obligations 

As per contra 18,50, (XX) 

Premises 

Less Depreciation 50,00,000 

Furniture 

Less Depreciation 4,40,000 

Other assets 

Silver 30,000 

Uon-bonking assets 

Acquired in satisfaction of claims 18,000 


Rs. 24,41,50,000 


Add Profit for the 
year 

Tutorial Notes Rs. 24,41.50.000 . 

1. Details of Investments are to be given in the schedule. 

2. It has been assumed that the tax is of the previous vear. 

balance Rs. 7,00,11,(»0 have been arrived at 
fS 0 n ?*• ?'‘2.14.C00 from the total credit balances of 

‘r P icturc clearly the total credit balances have 

-Rs 9 ^n 5 < 0 ^t .i’rf 7,00,ir,000+Rs. 2,12.14,000 

m^rrfr-.r;r hate been added to loans, cash credit and 

overdrafts The amount o*^ loans etc. has been arrived at as under ■ 

Amount as per trial balance ' < na i#: ntw 

Add Debit balances {which have been added on the liability side also) 


t Bills discounted 
Less Bad debts 
„ Doubtful debts 


Rs. 10,000 

20,000 

Shown in the balance sheet 


2,12,14,000 


Rs. 7.15.30.000 


30,000 


3.15.47.000 
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SCHEDULE OF PARTICULARS OF ADVANCES 


Forming Part of the Balance Sheet 

As at 31st Deefmbfrt 19^9 - Ks. 

(0 Debts considered good in respect of which the 

bank is fally secured 9,03^7,000 

<//) Debts considered good for which the bank holds 
no security other than the debtors* persona] 
security 62.86,000 

[fVV) Debts considered good secured by the personal ' 
liabilities of one or more parties in addition 
to the persi nai security of the debtor 62,;0.000 

(fv) Debts considered doubtful orbad,not provided for 2,14,000 


Rs I0.i0,77,«)0»« 


(V) 

(v/) 


(v/0 


(»•»/) 


(«) 


Debts due by the directors or officers of the bank 
or any of then either severally or jointly with 
any other person 

Debts due by companies or firms in which the 
directors of the bank are interested as 
directors, partners or in case of private 
companies, as members 

Maximum total amount of loans toclLiding 
temporary advances made at any time during 
the year to directors or managers or officers 
of the company or any of them either 
severally or jointly with other persons 

Maximum total amount of loans, including tern* 
porary advances granted during the year to 
the companies or fir s in which the dTcc- 
tors of the bank are interested as directors, 
partners or in case of private companies as 
members. 

Due from banks. 


6,03,000+ 


10,30 OOOH 


19,26,C00* 


* Table showiog csIcoUtioo of etnoupt. 


£pa twd 
doubtful 
debit nut 
pretided 

for 

R». 


(0 Loans as r»er trial 
balance 

11) Debit balance of 
current account of 
Rs 2,12,14.000 
It) Bills discounted 
eiven in the trial 
balance after writ- 
iD{ off bad and 
doubtful debts Rs 
30,000. it, Rs. 
3.I3.77.00(X-30,000 
-3,15,47.000 

Rs. 


ffeOtt juHy 
sttuttd 

Rs 

Secured pn 
pertenal 
Uobttitr of 
debtor 

R$. 

Securra t-n 
perrenol 
Habllll/ pf 
debtors end 
ether pertpns 
Rs. 

5,03,16,000 


- 

J.50.00,000 


12,40.f00 

2.50,11.000 

15,26.000 

50.10.000 
• 62.aWCr 

9.03,27.000 

62i6^ 


I — 
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t Current account debit balance 
Bills 


Current account debit balance 
AddBilU 


* 


balance 

Add Bills 


Rs 

4.00. 00( 

2 . 00 . 001 

Rs. 6, 00,00c 

6 , 00,000 

4,30,000 


Rs. 10,30,000 

6,m,OOQ 

13,26,000 


Rs. 19,26,000 


ASSIGNMENT MATERIAL 
ObjccfiTc Type Questions ; 

balfof the authorized capital and the L-T should not exce 
halfofthesubscribed capital. P ' -“P capital should not exce 

balance equals the paid-up capital. ^ ^ Premium acc 

shares until 

cpmission on issue of shares, etc. expenses, brokcrai 

«curi Jlftts^o^nlVrcs"’"^ grant any loans or advances on tl 

(5) The total of bank’c ^ 

overdraw or loans, cas 

In a bank’s hais.„. . “ short notice, 
whereas silver is shown under “nder ‘0th 
. W Bam, do , '“'“'-oot,.. Otbor a„e6 

(sT ' K r „ 

«d l„ 
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II. Under wiat leading will you alow the following item 
ice sheet of a banking company. Give your answers in 
rovided : 


tb« 


xht btJ. 
brackets 


1. Unctaiijied dividend 

2. Bins discounted 

3. Rebate on biils discounted 

4. Government of India bonds 

5. Demand drafts 

6. Telegraphic transfers 

7. Letters of credit 

8. Employees’ security deposits 

9. Building acquired in satisfaction of a claim 

10. Interest accrued on iavestmeots 

H. Fill in the blanks ; 


( ) 

( ) 

( ) 

( — ) 
( > 

( — > 
f — ) 
( ) 


1. When interest on doubtful debts is realised the amount is debited 

> account and credited to account. 

2. The basis for recording bank (ransaciinns arc the prepared 

y customers and sometimes bank staff. ^ 

. . colJeelioo will appear oo of the bank’s balance 

neet. 


..1' payers are to he shown on... 

..of the bank’s balance sheet. 

5. Banks are required to tfaosfef......of their profits to a statutory 

eserve. 


IVr Indicate the correct answer : 


1. Banks prepare the accounts for 

(a) the calendar year 

(b) the financial year 

(c) the Diwali year 

2. Banks show provision for income*tae under the head 
(a) Contingency account 

(h) Other liabilities 
(c) Contingent liabilities 

3. The heading 'Other assets* does not include 
(a) Silver 

(h) Gold 

(c> Library books 

4. Rebate on bills discounted is 
(a) an item of income 

(h) income received In advance 
(c) an asset 
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5 A non-banking asset is 

(a) an item of office eqmpment 

t) s^ecutc?roperty acquired from defaulting borrowers. 


^°''*r*Exp1ain the following terms : («) Mo'jy 

(b) Rebate on bills discounted ; (c) January, 196i 

(c) Circular notes. ' 


lai 11UH.O. , t J A itn 

2 The balance sheet of a Banking Company IS to be drawn up 

the fo?m set out in the Banking Companies Act Prepare a balance .fte 
wUhimasinaryfigttres in the set form or as nearthereto as 
regards particulars of ‘Advances’ show either m the 
in a separate schedule. (I.C.W.A., y, 

3. How are the followinc items treated in the profit and loss acc 
unt rnd balance sheet of a banking company ? (a) Provision for bad ai 
doubtful debts, and (6) Rebate on bills discounted ? 

(I.C.W.A., India, Final, January, 196 


4 Draw up a proforma skeleton balance sheet of a banking com 
any with imaginary figures showing the prescribed particulars regardi 
“Advances". No detailed balance sheet is required. 

(I.C.W.A., India, Final, July, 196 


5. Draw up a skeleton balance sheet of a banking company 
i accordance with the provisions of the Banking (Regulation) Act, 19 
showing your knowledge of such provisions in the said Act as (a) Coni 
items, < 6) Classification of advances, (c) Classification of investmer. 
and (d) Non-banking assets, 

(No full and agreed balance sheet is required.) 

(I.C.W.A., India, Final, July, 19i 


6. Enumerate the details to be given in a bank balance sheet 
respect of the following ; 

(a) Advances, and (6) Investments. 


(I.C.W.A , India, Final, January 19 

7. Differentiate between ; 


(a) Pills for collection, (b) Clean bills purchased, (c) Advar 
against bills for collection ; and {d) Documentary bills purchased. 

^ (I.C.W.A., India, January, 19 

Discuss the special treatment to be given to any three of 
following Items in respect of the final accounts of a bank : 

(a) Interest on doubtful debts, 

(b) Bills accepted on behalf of customers, 

(c) IncomCrtax and provision for income-tax, 

(d) Bad debts and provision for bad debts. 

(I.C.W.A., Final, July, II 
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9. (a)Sti\te particulars of advances required to be disclosed in the 
balance sheet of a banking company in accordance with Banking Com- 
panies Act and Kules. 

{b) State also the different accounts which are shown under advances 
in balance sheet of a banking company. 

(I.C.W.A., India, Final, Janoary 1972) 

10. Write short notes on any three 6f the following items which are 
usually found in a bank’s balance sheet 

(a)- Circular notes and letters of credit ; (h) Endorsements on bills, 
negotiated : (c) Acceptances on behalf of customers ; (d) Rebate on 
bills discounted ; (e) Customer’s liability for acceptances ; (/) Custo- 
mer’s liability for endorsements ; (g) Investments. 

(Indiaa loslltule of Bankers, Part, I( 1968) 

11. Prepare a schedule of the particulars required to be given under 
the heading "Advances” in the balance sheet of a banking company. 

(B. Com. Bombay 1967) 

12. Considering the provisions of Banking Regulations Act, 1949, 
affecting the presentation of 6nal accounts and the practice followed by 
banks, prepare with imaginary figures only the liability side of the balance 
sheet as at December 31, 1968 of Good Luck Bank Limited, having its 
registered bead office at Bombay and branches all over India. 

(CA . Flual, 1970) 

Problems 

1. Explain the follwing items appearing io the balance sheet of a 

bank : 

(/) Rebate on bills discounted ; (i7) Cash credits and overdraft ; 
(///) Endorsements and guarantees per contra ; and (/f) Customer’s liabi- 
lity for acceptances. fB.Com, (Hons.) Delhi, 1972J 

2. Which of the following items cannot be included under the head- 
ing investments : 

(o) Gold ; (6) Investment In shares of 2r Ltd : (e) Investment in 
shares of Y Ltd— a subsidiary company ; (d) Silver : (e) Treasury bills ; 
(/) Investment in debentures of Ahmad Ltd-they are quoted on the 
stock exchange ; (g) Investments in debentures of Dharraasi Ltd— they 
are quoted on the stock exchange : (A) Non-baoking assets ; (/) Invest- 
ment in Government securities. [(c) ; (d) . (A)J 

3 Where «ill you classify the following items: (a) Short loans : 

(h) Cash at bank (c) Cash in hand ; (d) Cash with Reserve Bank of 

India ; (e) Cash with State Bank of India. 

4. State in which books should the following transactions of a 
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be recorded and explain with the help of journal entries, how should 
their double entry be completed. 

(0 Navin Patel paid Rs. 2,000 cash in his current account. 

(/i) Paresh Parikh credited a dividend warrant of Rs. 250 in his 
current account. 

(Hi) A bill of Rs 10,000 was discounted for a bank’s customer Jayesh 
Desai and Rs. 200 was deducted towards discount. 

(B. Com. Gojarat April 1977) 

5. In the books of a bank there was an amount of Rs 1,00,000 due 
from a customer as on .'.Ist December 1975. The loan was unsecured 
and the position of the customer financially was not satisfactory. Interest 
accrued for the year was Rs. 5,000. 

The customer was declared insolvent on 5th February 1976, and the 
bank was able to collect at 80 paisc per rupee. 

Give the entries to be recorded in the bank’s books for the years 
1975 and 1976. (B. Com., Gujarat April 1976) 

(Bad debts Bs. 21 000) 

6. Prepare revenue account in respect of World Bank, incorporated 
under the Indian Companies Act, 1956, from the following balances as 
on 3 Ist December, 1970. The Management decides to make a provision 
ofRs. 1,00, COO for bad and doubtful debts 


Dr. Balance 


(in ’W; 
21C 


Interest paid on deposits 
Salaries other than managing 
director's 
Allowance to employees other than 
managing director 
Stamps 
Advertising 

Printing and Stationery 

Postage and telegrams 

Interest on borrowing ; 

Managing director’s salary 

Allowances of managing director 

Directors allowance and remuneration 

Local committee fees and allowance 

Rent 

Taxes 

Depreciation written off on bank 
property 

Repairs to bank property 
Loss on sale of Govt. Securities 
Misc. expenses 

Balance < 


Cr, balances 

Interest received 

Commission received 

Brokerage 

Discount 

Exchange 

Rent 

Misc. Receipts 


Rs. 
(in ’000) 
400 
' 300 
150 
210 
180 
no 

150 


Rs. 1,500 


Rs. 


1,500 


(Netpra/ii Bs. 4,00,000 -Jotal of profit 
certain particulars un?er”tbe^ma?or head required to stat 

sideofihcbalanSshe^t ’ Advances” appea.dng on th 
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In tbc case of Indian Ranking Organisation there appeared in the 
balance sheet on the assets side •‘Adsanccs” as under : 


Loans to customers 
Cash credits and overdraAs 
Local bills discounted 


Rs. 

50.00. 000 

75.00. 000 

25.00. 000 


Rs. 1.50,00,000 

State the required particulars of the total sum of Rs. 1,50,00,000 
sv/th assuined figures a^amst each head of the particulars. 

(fodian Institote of Bankers, Part II, 1968) 
S. Two jute merchants. Mr. P.M.. and Mr. R.R. borrow from 
the ComoiCrcial Bank Limited, Simfa, on Jucc 1,1962 a sum of Ra. 
3.00,000 on Ihejr joint and several promissory notes depositing as collateral 
security. Jute valued at Rs. 9,00,000. How will this loan appear b the 
bank's balance sheet on 30th June, 1963 ? 


They are charged interest at 6% p.a. with yearly rests. The jute is 
valued at Rs. 6,98,880 on June 30, 1964. How will this loan appear in 
the bank’s balance sheet on June 30, 1964: (fl)lfMr. P.M. becomes 
insolvent on September 30, 1963, while M.R* remains solvent ; and (6) If 
both become insolvent on September 30, 1963 ? 

(C.A. FiDil, 1965) 26 9 


9. Following facts have been taken out froiu the records of Adafsba 
Bank Ltd., in respect of the year ending December 31. 1977 : 

(fl) On M-77 Bills for collection were Rs. 7,00,000. During 1977 

Bills rece ■ ■■ " • and bills collected 

were Rs. '^ere Rs. 5,50,500. 

p.«epare Collection (Liabf* 

ity) A/c. 


(6) On M-77. Acceptances. Endorsements, etc., not yet satisfied 
amounted to Rs. 14,50,000. During the year under question, 
tances, endorsements, guarantee, etc. aroounlcd to Rs. 44,00,000. Baak 
honoured accepiauces to the extent of Rs. 25,00,000 and clients paid off 
Rs. 10,00000 against the gvaraojeed liability. Clients failed to pay 
Rs, 1,00,000 which the Bank had to pay. Prepare the “acceptances, 
endorsements and other obligations A/c.” as it would appear in t. e 
general ledger. 

(c) It ,s found fiom Ihe '5?;, 

fldv'.nr/n 7n./i.'77 at 10 rcf cent p.a., interest payable 


value was Rs. 98, as per the Stock kxciiaiige 

77. But, due to fluctuation, the price fell to Rs. 6 pe 82^r share. 

On3M2.77, the price as pef Stock Exchaose me ^ w 
State how you would classify the loafl as secured/un 
Sheet of the Company. 
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on 31-^12.77^^'' extracted from the Trial Balance as 


Dr 

Rs. 


Cr. 

R^. 

98, f>0.C00 

20,0U0 


Interest and discounts 
Rebate for Bills discounted 
_ Bills discounted and purchased 4 00 OfsO 

K». 

, rrr. j^,:,0M0 , (c) Secured loan ; (rf, /„rm'5/ oW 

10. On 31 st December '070 th. f » . 06.000] 

books of Citizen Bank Limited.,' 'aL prfna^in® balances stood i 1 the 
ai-count ; preparation of its profit and loss 


Share capital (authorised and 
issue^~70 f00 shares of 

fesb£f If-S 

Lv«,7r."' f notice 2 ?’m^ l“f7 "editors 

tii\f5inicnts {flt cost\ n /brcol1ef»*tr\f\ ••,*,v,vw 

">>0-00.000 Acceptances and endorsements 

Bills re“cSbIc®^‘'“*^°"’“'^ 14,00.006 

M(»# a»_ 0 Rfl 


14.70.000 

3.50.000 


account 

!■»• .^ftcdit). Ist January 1970 

Dividend for 1969 ^ 

Prsrnises (after depreciation up 

CushinhS°''’-»'55.W0) 79,45,000 

Cflsh with Reserw piwt. ^»20,000 

Cash with other banks ‘‘KS 


Short loans 

Loa^. overdrafts and cash 

‘inn 2.10,000 

”, 9,80.000 

endorsements 

BMi o 

fuls receivable 

for 1970 (after deduc 
Obs provision for bad nnrf 

Sr-ar- 


l‘7« as,u„,j il in »me S", >’^''“'>■7 

«'v si£l,a"5S,S 5")'S"sSerRy s-!' 

'^ank prep,arethe balance 


Share capital. ->o,yj , 

„ Rs.lCOeach -"'^rcol 

Rebate on bilJs 
Travellers' cheques 
Otrosits ' 

Money at call 

”«-ad:r 

lavestraenti 


Rs. 

7.00. 000 

7.00. 000 
5.000 

2.00. 000 

36.00. 000 

5.00. 000 

45.000 

7.00. 000 


Bills purchased 

Uans**"’^^^ ‘^“stomers 
Reserve^ 

Bind 

m hand 
Car.! at bank 
«n>'on fund 

fe"'“»sssfo,„„„ 


RS 

is.oo.o&o 

5.00. 001) 
22.O;).O0C‘ 

3.00. 00n 
lO.COO 

1.00. 00’J 

9.00. 000 
40,000 

5.00. 000 
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December 31, 1967 ; 



Rs. 

Paid-up capital 

20,00.000 

Bills discounted 

18,00.000 

Reserve fund 

7,70,000 

Ca<h credits 

20,00,000 

Overdrafts 

8,00000 

Unclaimed dividend 

iO.OOO 

Loans 

46.00.000 

Current and savings bank 


deposits 

38.00.000 

Furniture 

40.000 

Profit and loss account (Cr ) 

240.000 


(B.Com.. KertU, 1973, Modified) 
[Balanee shtet total Rs. 68,90.000] 


Stamps and staliooery 
Cash ia hand 
Cash with Reserve Baok 
Branch adjustments {Dr ) 
lavestments on December 
31. 196S 
Loans (Cr.) 

Recunmg deposits 
Fixed deposits 
Cash certificates 
Contingeoey reserve 


Rs. 

10.000 

5.00. 000 

13.00. 000 
1,70,000 


9.50.000 
12,00.000 
10 00.000 
20.O(H000 
10.00,000 

1.70.000 


The bank holds securities for debts amounting to Rs. 52.00.001) and 
personal security of one or more parties for the balance of book deb s 
Debts due by directors amounted to Rs. 2,30,000 and the doubtful debt! 
were Rs. 70,000. 


The rebate on bills discounted amounted to Rs 10.000. Credit ha: 
been taken for. Rs. 39,900 as interest on doubtful debts The bank*! 
acceptances on behalf of customers were Rs 6,50,000, 

Prepare the balance sheet of the bank as on December 31, 1967 

(B Com.. Andhra, 1970, Modified 
[Balance sheet total Bf, 1,28,20,000 

Hints. 1. Credit balance of profit and loss account IS Rs 1,75.100 
It has been arrived at after deducting the rebate on bills discounted Rt 
10,000 and interest on doubtful debts Rs. 39,900 

2. Interest on doubful debts js credited to interest suspense accour 
and is added to contingency reserve account The figure of this accoun 
cow stands at Rs. 2,09,900. 

3. Doubtful debts Rs. 70,000 will appear in the schedule of advincc 
in the fourth column. If it were provided Advances on the assets sidi 
and profit and loss account on tbc liability side both would have beci 
reduced by Rs. 70,000. Total of the balance sheet would have been les: 
by this amount. 

4. Cash certificates and recurring deposits are pari of fixea deposits 


13. The following is the balance sheet of Myur Nagari Bank Ltd 
as on 3lst December 1977 :• 


Share Capital 
Reserve fund 
Cash with Reserve Bank 
Balance with other Banks 
Fixed Deposits 
Demand rafts 
Borrowings from Banks 
Current account 
40(45-13071983) 


Debit Rs. 

Credit Rs. 


6,00,000 

9,00,000 

16,00,000 

13.30.000 

50,00.000 
... 1,75,000 
... 1.60.000 
... 40,01,100 
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Cash in hand 
Bills payable 
Money at call 
Bills discounted (due on 
14th March on Average 
discounted at an average 
rate of 15%) 

Advance payment of 
Income Tax 
Savings account 

Investments 

Loan 

Premises 

Furniture 

Silver 

Gold 

Non-banking Assets 
Profit and Loss account 
Stationery Stock 
Branch Adjustments 

Rebate on discounted Bills 
(dt. 1.1.1977) 

Interest accrued on in- 
vestment 


6,65,400 

7,26,000 


31,57,700 

2.07.500 

4,32,100 

50,31,600 

5,00,000 

44,000 

1,70,000 

13,200 

1.81.500 


1.52.000 

11.77.000 


1,27,250 


... 2,30,000 


... 38,10,900 


- 5,67,729 


70,521 


1,55,15,250 


- 1.55,15,250 


Balance Sheet of the BankTfter takVne^' f account ar 

further information : consideration the followir 

(1) Market value of non-banking assets Rs. 1 77 500 

(2) Bill, recavable for collection as on 31-12.77 R, 'l 77 

“"-I “blieation, ai 31 ^ 

WNocte3Rba,beea,.tafot,„,„e,.ac„acdo„i„,e,.„a 

S;’’"™.'"” “ Rs. 25,000, Fornilun 

niV50 percent has been 
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called up. The Bank has accepted Rs. 2,00,000 worth of bills (without 
consideratioo) oa behalf of customers, the securities lodged against these 
amounting to Rs. 3,00,000. Provide Rs. 8,000 for depreciation on build- 
ings, Rs. ? 500 on furniture, Rs. 25,000 for investment rescnc fund and 
Rs. 20,000 by way of bad debts reserve. An interim dividend at the rate 
of 7 per cent per annum was paid for the half-year ending 30lh June, 1967, 
Profit as per previous balance sheet was Rs. 1,80,333, In the Item of 
interest, exchange, etc., is included a sum of Rs. 5,900 for rebate on bills 
discounted. 


Rs. 

Paid-up capital 10.00.000 

Buildings (cost Rs. 3,00.000) 2.0S.C00 

Balance of profit and loss 
appropriation account 
(on 1st Jan , 1967) 

Advertising 
Current account 
Cash with other banks 
Directors and auditors' 
fees 

Liabilities for expenses 
Cash credits and overdrafts 
Postaie and telegrams 
Unexpired insurance 
Priatlag and stationery 


Cash at bead oSiee and 

Rs 

braoches 

Furniture and fixtures 

4.16.324 

(coftRi. 50,000) 

3‘’,2SO 

Fixed deposits 

58.98.354 

Interest, exchange, etc 

3.12423 

Investments (at cost) 

2,74.125 

loveitmentt (reserve fund) 

35.000 

Loans to enstomen 

50.00,000 

Stamps on hand 

189 

Rent, taxes and insurance 

8.507 

Reserve fund 

2.65.000 

Salaries 

52.150 

Reserve for bad debts, etc. 

40,000 


40.3)3 

l.6!0 

34.12.829 

16.0).t2S 


46,894 

34,00420 

l,tS6 


(0. Com., Nagpur, 1969 ; B. Com., Bombay, 1972) 26 4 

(iVer profit Rs. 1,76^90 . Balance sheet total Rj. J,10.7J.SOO\ 


15. The balances extracted fntm tbe books of Indian Banking 
Corporotion Limited on December 31. 1965 were as follows : 


Paid-up capital 

Rs. 

10.00.000 

Furniture 

Rs 

20.000 

Local bills discounted 

9.00,000 

Fixed deposits 

20,00.000 

Reserve fund 

3,85.0C0 

Profit and loss (Cr ) 

1,10.000 

Cash credits aod overdraft 

14.00.000 

Stamps and stationery 


UoJaimed dividends 

5.000 

(in hand) 

54)00 

Loans 

23,00,000 

Casn In hand 

2,50,000 

Current and saving 

Cash at btok 

6.50.000 

deposits 

25.00.000 

lovesuneol at coil 

4,75,000 


Out of the total debts, debts for Rs. 2.85.000 were doubtful and the 
rest were considered good. Om of the debts coisidsreJ good, Rs. 
24,00,000 were fully scoured and lor debts a.nounting lo Rs. 4,00,000 
(including Rs. 1,15.000 due by a director) the bink held personal securities 
ofoneormore persons in addition to tbe personal se:urity of the debtors 
and for the rest the bank held no seount.es oilur than the debtors* per- 
sona! security. 

The directors require the bank's investments to be shown ia 
balance sheet at market value which is Rs 5.25,000 


The authorised capital of the bank is Rs 12,00,000. Prepare 
sheet as on 31-12-1965, showing intelligently your acquainiarce 
requirements of the Banking Regulation Act in the aforesaid 

(B Com, Marathwada. 1971 ; B Com, Kanpur, 19*f r ’ 

Bangalore, 1972,73 ;B Com , Mj-sorf,!^*^'-'-:,.-^ 
Na 

[Balance sheer r , 
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16. From the following ledger balances ofLaxmiBank Limited 
prepare the profit and loss account and balance sheet as on 30th 
June, 1970 : 


Share capita! 12,500 ordinary 

Rs, 

Amount added to staff 

Rs. 

shares of Rs. 100 each 

12,50,000 

retirement fund 

3.000 

Reserve fund 

6,00,000 

Premises account— amount 


Current accounts and 

written off 

22,500 

deposits 

77,31,450 

Interest, discount and 

2,44,500 

Acceptances on behalf 

commission 

of cusiomers 

12,00,000 

Cash in hand and with 


Profit and loss account 

Reserve Bank of India 

15,84,750 

(balance) 

15,300 

Money at call and short 

Interest accrued and paid 

25,500 

notice 

2,74,250 

Government securities 

6,00,000 

Bills discounted 

3,79,500 

Other securities 

8,25,000 

Loans and advances 

46,65,000 

Shares and stock 

Current expenditure, salaries. 

6,37,500 

Premises and furniture 
Freehold and leasehold 

3,37.500 

rent. etc. 

71,250 

property 

1,80,000 


Make provision for rebate on bills discounted Rs. 2,450. 

(B. Com,, Poona 1975 ; B. Com., Mysore, 1971 ; B. Com., 

Osmania, 1971) 26‘6 

{Profit Rs. l,I9,80b ; Balance sheet total Rs, 1,09,19,000, 
Difference in trial balance Rs. 2,35,500 (Dr.)] 
17. The following is the trial balance of Dhanpati Bank Ltd. as on 
December 31, 1971 ; 


Rs. 

Loans, cash credits and over- 
drafts 2,85,000 

Premises 50,000 

Indian Government securities 4,00,000 

Salaries 28,000 

Genera! expenses 27,400 

Rent, rates and taxes 2,300 

Directors' fees 1,800 

Stock of stationery 8,500 

Bills purchased and discounted 46,000 

Interim dividend paid 17,000 

Shares 50,000 

Cash in hand and with Reserve 
Bank 1.93,000 

Money at call and short notice 80,000 


Subscribed capital : 50,000 


equity shares of Rs. 10 
each fully paid 5,00,000 

Rcsen’e fund 2,50,000 

Current deposits (including call 

deposits on demand) 1,00,000 

Fixed deposits (including cash 

certificates) 1,25,000 

Saving bank deposits 50 000 

Profit and loss account (1-M97I) 16,000 
Interest and discount 1,28,000 

Recurring deposits 20,000 


Rs. 11,89,000 


Rs. 11,89,000 


iirormation should be considered •( n Provision for 
ad and doubtful debts is required amounting- to Rs 5 000 pUnterSt 
.ccrued on investments was R.s. 8.000 • (3) Unexoirori ^ 

Is. 380 ; (4) Interim dividend declared wL 4 pe? cent acS 

.ements made on behalf of customers lotalle^d Rs 1 J?nnn ■ S 

•ised capital was 80,000 equity shares of Rs 10 eact (7?’Sf ,o^?nr 

idded to the premises during the rear. Depreciation 

aptning balance is required ; (S) Markct^vahie of^r 

securities was Rs. 3,90,000. ^ ^ Government 

Prepare profit ar.d loss account for the x i j 
1971 and balance sheet as at that date in the prkcribSStrm?®''"’ ' 

[AT:? Prtfit Rs 60 On • ^^7^) 26-7 

• 40 . Balance sheet total Rs. 12,2S,500] 
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18. From the lo8ow,ng particulars you arc required to perpare the 
balance Sheet of South Ea«:t BankLtd ason DcccniVr3I, 1971 r 


Authorised capital I, 

Subscribed capita] 4,00,000 
shares ol Rs 20 each. 

Rs 5 paid 

Government securities at cost 
Shares and debentures 
Bills discounted 1 

Bills purchased 
Premises 

Saving baolc deposits 
Compulsory deposits 
(iDCOmo'tax payers) payable 
account 


20,00.000 

40.00. PCO 
30.fC.0tO 
.OO.tO.OCO 
50.CO.000 

10.00. 0CO 

20.00. 000 


10 . 00,000 

Acceptances for customers 6,00.000 

Travellers cheques issuable 
account 12,00,000 

Compulsory deposits 
(employees) payable account 20,00.000 


Rebate on b J!s not doe 
Advanceo to cuaicnicrs 
Cash mdil (Dr) 
Endorsements on bills 
negotiated 
Reserves 
Cksh certificate 
Cash orders 
Recurrios deposits 
Call deposits payable on 
demand 

Call deposits payble on 
notice 

Drafts payable 
Cash in hand 
Money at call and short 
notice 

Profit and loss account 
Cash credit iCr.) 


tu. 

50.0CO 

2.C04».OCO 

20 . 00 . c 00 

1.00. 000 

30.00. 000 

co. 00,000 

30-000 

1,00,00.000 

1.40,CO.Og 

240.00. 000 
70.000 

1.00. 00.000 

90.00. 000 
840.000 

10.00. 000 

26 8 


{Balance sheet totaf Rs. 6,91,00,000 • Acceptances, endorsements, etc , 
Rs. 61,00,000 ; Bills payable Rs. 1,00,000 / Fixed deposits Rs. 

4,10,00,000. Current accounts Rs. I j0,00,000] 
19. From (he followtog informstion (appearing in trial balance) pre* 
pare profit and loss account of Thrifty Bank Ltd. for the year coded 
December 31, 1968 : 


KS. 

Interest oq loaes 2,59,000 

Interest on fixed deposits iacta- 
dine Interest on cash certificates 
and call deposits payable on 
notice 2,75.000 

Rebate on bills discounted. 

Dcc.31. 1968 49,000 

Commission 8,200 

Establishment 54,000 

Rebate on bills discounted 
Jan I. 1968 46,000 

Discount on bills discounted 1.00.000 
Interest OQ cash credits 2,23.000 



Rs. 

laterest on current sceountstnd 


00 call deposit} payable ea 


demand 

42.000 

Rest and taxes 

18.000 

Interest on omdrerta 

144.000 

Director! feei 

3.000 

Auditors fees 

1400 

Interest on saving bank 


deposits 

68,000 

Postage and telegrams 

1,400 

Printing and stationery 

2.900 

Sendry charges 

1,700 


Bad debts to be written off amounted to Rs. 40,000 Provision for 
taxation may be made at 55% (C A Final, 1970, Modified) 26*11 

(Net profit Bs. 1,27,350 ; Interest and discount after provision jar 
bad debts and taxation Rs. 5.86,350 ; Provision for tax Rs. Ifi5,650) 


20. From the folloiving balances of the Model Bank Ltd, Bombay as 
on 31st December 1977 prepare the Balance Sheet as on 31st December 
1977 and Profit and Loss Account for the year ended on that date : 


Equity Share Capital in Rs. lOO shares 

Profit and Loss Account as on I»l*!977 (Cr.) 

Current Deposit Accounts 

Fixed Deposit Accounts 

Savings Bank Accounts 

Directors* fees 

Audit fees 

Furniture (Cost Rs. I,{X),000 


20,00,000 
SO, 666 
68,25.658 
77,91,108 
51.16.000 
9,960 
2,000 

4 ''- 
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Commission and exchange 
Investment Reserve Fund 
Branch Adjustments (Cr.) 

Postage and Telegrams 
Printing and Stationery 
Rent and taxes 
Provident Fund Contribution 
Salaries and allowances 
Building (Cost Rs. 6,00,000) 

Law charges 

Cash in hand and with Reserve Bank of India 

Cash with other banks 

Investments at cost 

Loans, cash credits and overdrafts 

Bills discounted 

Unexpired insurance 

Stamps in hand 

Statutory Reserve Fund 

Reserve Fund 

Contingency Reserve 

Following additional information is available ; 


2.04.000 

70.000 
93,788 

2,312 

6,780 

17,014 

20.000 
1,04,300 

4.10.000 
3,300 

16,32,648 

24.10.250 

17.56.250 
1,40,00,000 

28,01,040 

874 

378 

1.30.000 

4.00. 000 

1 . 00 . 000 


fn Share Capital consists of 40 000 eouifv sharpc 

S has be'S 


(b) The Bank has accepted Rs. 4,00,000 worth bills on 
e customers, the securities lodged against which amount to Rs 6 00 000 

(d) Rebate on bills discounted amount to Rs. 1 1,800. 

(e) The market value of investments amounted to Rs. 17 00 000 


SUGGESTED READING 


1 . 

2 . 

3. 


Banking Regulation Act. 1949 
William Pickles 

Disclosure in financial statements of banks 


Discussion paper 
issued bylASC 



Insurance Company Accounts 


This chapter aims at Mplaining the lechniqnc of prcparitia the final 
sccoaots of Lile xnsuraoce and General Insurance business. The chapter 
nas been divided into five major heads : 

(i) Commercial and legal background of insurance business. 

(if) Books maintained by insurance companies. 

(HI) Explanation of special terms peculiar to insurance business. 

(fv) Accounts of Life Insurance business. 

(v) Accounts of General Insorance business. 

(0 Commercial and legal backgronnd of losnraoce bcslness 

Insurance is essentially a method of averaging risks. Several people 
exposed to a particular type of risk contribute small amounts to an 
insurance fund from which the unfortunate who actually suiter the risk 
are compensated. Depending on the type of risk, there are several types 
of insurance. Risks of hre are covered by hre insurance. Goods, vessels 
and freight exposed to marine risks are covered by marine insurance, 
losses by theft are covered by burglary insurance, risks due to employment 
in the form of accidents or ^atb are covered byworkmeD*i compensation 
insurance and so on. Life insurance takes two forms. In the case of an 
• * • ' j Qjj lljg attainment 

• » . • . • . » • Whereas, in the 

• . • • • 'e exact the oomiore 

■ ,, ■ « on the death of the 

• • if insurance. Other 

** •• Itfik tntlirnnCf; n a 



of life insurant is that apart from the /act u covert me ritx, U « awo ■ 
form of mvcsiroent and an fovestmeDt that is increasingly prelerrtd 
bemuse of the lax incentives. Under Section 80C of the Income-Tax 
Act, premium paid for life insurance can be deducted from total income 
subject to certain limits. 

CoBlrac/s of Insorance. Persons wiscing to cover the risks ib^d 
enter into contracts of Insurance with the insorance company. The 
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insurance company is known as the insurer and the person taking the 
policy from the insurance company is known as insured. Under the 
contract of insurance the insurer undertakes to indemnify the insured for 
any loss sufTcred by him due to specified risks. The document containing 
the terms of contract is kno^n as a policy. The sura for which the 
u surance is taken is knoi^n as the amount of policy. For this promise 
of the insured, the insurer provides consideration in the form of premium. 
In the ease of fire and marine insurance contracts, the policy is taken for 
one year and premium has to be paid again only if the contract is 
renewed. In the ease of life insurance premium will have to be paid 
regularly till the policy matures. 

All .and sundry cannot enter into contracts of insurance. For exam- 
ple A ca.inot insure the life of B who ia a total stranger. But if B happens 
to be his wife or his debtor or business manager, A has insurable interest 
and therefore he can take out a policy on the life of B. For every type of 
insurance contract presence of insurable ititctcst is insisted upon since in 
tnc absence of such interest the contract will amount to a wagcrinc 
contract. 


, “Under ordinary law of contract there is no positive duty to tell the 
Li relation to the subject matter of the contract. There is 

nf obligation to tell nothing but the truth. In a contract 

is implied condition that each parly must 
S Wm.“ This is because all contracts 

fat h rr' uberrimaefidcl i e., contracts of utmost good 

^ risk and determine the 
oSooS ‘^"rgcable only on the basis of the information provided m the 

the '^.-nsured ’"«“rcd only afte? 

sta J fS- f indemnify the risk, and therefore at the proposal 

accurate nSaSifr ^ ^ disclosure of all material facts in an 

(//' Books maintained by Insurance Companies 
insuranc"e‘^rom5Li?sSdin^fhe«l^ l‘l on the part of all 

(O) The name and address of the policyholder 
( The dale when the policy was effected 
( 0 ) record of any assignment of the policy. 

particular Jin wch^ckim following 

(ol The date of claim 

LI S.' r."" »f .he el.ime„, 

) The *,e on »hkh .he claim „a, dtehar£ed. 

•»d .he sroMd"for“iMton" "" .la.c of rejection 
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. Of licensed Insnrtnce tjenls-This book should 

contain the following particulars m respect of each agent : 


(а) Name and address of every insurance agent appointed 

( б ) The date of appointment 

(c) The date on which appointment ceased, if any. 


_ In addition to the statutory ^oks mentioned abo\e, insurance com- 
panies also maintain the following subsidiary books for recording the 
transactions ; . * 

(0 Proposal register 
(/O New premium cash book 
(h 7) Renewal premium cash book 
(iv) Agency and branch cash book 
(0 Petty cash book 
(v7) Claims cash book 
(v(/) General cash book 
(viii) Agency credit journal 
(wr) Agency debit journal 
(arj Lapsed and cancelled policies book 
(x») Chief journal 
(xK) Commission book 
(x///) Agency ledger 

(xiv) Policy loan ledger 

(xv) General loan ledger 
(xvl) Investment ledger 


(ill) Explanation of special terms peculiar to insurance business 

Nature of business of an insurance company is difTcrent from that 
of a manufacturing, a trading or a banking compan). Because of this, 
types and sources of expenses and iocoroes of such a company are diffcitot 
from those usually found in other business concerns In order to explain 
these incomes and expenses some new terms are used. It is thus necessary 
for a student to understand these terms first. 

Claims. The business of an insurance company IS to cover the risk 
of the insured for a consideration called premium If the ri«k falls on the 
insured then be makes a claim on the insurance company This is the 
c_. . L . 1 . — .... — . 1 -. j.i- . -j. -<■ — «— - account. Claim is 
. • after adjusting it in 

• be noted that it is 

which IS important 

for revenue account. In order to calculate the loss on account of claim 
the claim outstanding at the end is added and claim outstanding in the 
beginning is deducted. It should be noted that in keeping with the 

convention of conservatism, the claim intimated is taken at par with the 

claim intimated and accepted but not paid. Thus while calculating the 
claim ' outstanding at the end the cUtm intimated as well as the claim 
intimated and accepted both are considered. The adjustment erir)' required 
for this will be as follows : 


5 * 5 € 


Debit claims account 

Credit claims intimated and accepted but not paid account 
Credit claims intimated but not accepted and paid account 
At the commencement of the next period a reverse entry is passed, 
so that when these claims intimated are paid, they may -not mfluence the 
claims account of next year. However, if the company rejects any claim, 
such amount should be transferred to the insurance fund account and not 
to the claims account. 

Illostration 1. From the following you are required to calculate the loss 
on account of claim to be shown in the revenue account for the year 
ending 31st December, 1969. 

Claims ; 


Intimated in 

Admitted in 

Paid in 

Rs. 

1968 

1968 

1969 

15,000 

1969 

1969 

1970 

10,000 

1967 

1968 

1968 

5,000 

1967 

1968 

1969 

12,000 

1969 

1970 

1970 

8,000 

1969 

1969 

1969 

1,02,000 

Claim on account of reinsurance was Rs 

. 25,000. 



Solnflon Rs. 

Total claim paid in 1969 : Rs. {1,02,000+12,000+15,000) 1,29,000 

Less Outstanding in the beginning, i.e„ intimated in 1968 
or earlier whether accepted in 1968 or accepted in 
1969 (Rs. 15,000+Rs. 12,000) 27,000 

1,02,000 

Add OutstMding at the end, i.e., intimated in 1969 
whether accepted in 1969 or in 1970 (Rs. 10,000+ 

Rs. 8,000) 18,000 


Reinsurance claim 

Claims to be shown in revenue account 


1 , 20,000 

25,000 


Rs. 95,000 


for^culatinp^l^B^ that the column for 'admitted in’ is use- 
lor calculatmg loss on account of claim. This is a mere information. 

Rs.5.TO0’1suselS?al“/h^f‘^^^^^^ ^968, paid in 1968 

amount paid in 1969. “O'^nt paid in 1968 is not included in the 


ance the poh^ is always takca'fbr^one general ins 

the expiry of rte pcS I^e^Kh?" al 

company, or a fresh poliev' is policy is renewed with the sa 

ding practice that thc^ompany usuallv^PM^! company, it is a st 
uxapany usu^iy grants a reduction in premium 


Ctepter 2/lDtunate Coapssr AccftnU S*5 


the prescribed rate if the insured has not made any claim. This rate < 
reduction increases every year for usually three years if the insured do< 
not make any claim continuously year after year. For example. The Ke' 
Great Insurance Company allowi-sthe following rales of reduction for 
motor cycle ; 1st year 15%; 2nd year 25%; 3rd year 30%. This reductio 
IS catled bonus irTteduction of premium. In fact this transaaion shoul 
be divided into two parts— first the total premium (without any reduction 
should be assumed to be received and then reduction granted should b 
assumed to be paid separately. Thus total premium (without reduction 
should be treated as income and tonus which is subtracted should b 
treated as an expense. Thus — 

If net premium received ii - 126 and 

Bonus in reduction of premium is 14 

the revenue account on the credit side will show Rs. 140 (Rs. I26+Rs 14 
as tocome and on the debit side Rs. 14 as an expense. The Journal entr; 
is : 

Lebit Bonus in reduction of premium account 
Credit fremium account 

Reversionary Bonus In the case of life policies with profits, policy 
.y. -.-^ts of the buiiness 
t .?■ r . ' profits of L l.C. b; 
s I i ! V ■ » ; .*! • • " . , ; ' , . ’ against the futur 

premiums due from the policyholders or it can be paid on the matunl; 
of the policy, together with the policy amount. Bonus paid in the eni 
along with the policy amount is called reversionary bonus. 

Rc-losuriace. Sometimes the imurer considers a particular risk to< 
much for his capacity and ma re*msure a part of the risk with somt 
other insurer. Such an arrargeroem between two insurers is referred to ai 
re-insurance In such a case the first insurer cannot retain all the pre- 
mium oo the policy for himself. Derendiog on the share of risk under- 

‘■k?- hv i "r-r'S r*“ by the 

; ... .... I I .. . .r to be 

ii . . . ■ “ ; ■ • 's will 

have to be shown in the accounts of both the insurers. In the accounts of 
the first insurer amount of claim recovered from the second insurer has to 
be deducted from the total claim payable by him Similarly, the premien 
ceded to the second insurer has to be deducted from the total prccien 
received. In the accounts of the second insurer, claims paid ioclrfe 
claims paid on account of reinsurance and premiums received ieded? 
premium received on reinsurance business 

Commission on reinsurance eeded/acc»pted. The busicess cf ^ 
company is fetched through lU agents who are paid commission 
lo the amount of businejs they are g-ltmg for the company. ^ 
pany gets reinsurance business it has to pay commission to scs^^ 
company This comnission is called ‘commission on 
fed* and is shown as an expense in the revenue account. -s?- 


A / AOvanced Accoun ttncy 

cldi„ “XrJ^ayTrif ‘'" “f ••■ for 

date or balaace sheet. Since pcemi'um has'ilrm'S^'h' on the 

Of such policies provision r 

out of such psolicies. Insurance bushicTs k 

IS received in advance but the risk ciS premium 

insurance the policy is issued for a 5‘ear‘ wIPh! S^neral 

for a year. Chances of the riS 

proDoriionnielv will, occurring do not come down 

For c.xample, if on the 
particular policy is one 
ot sav that ih/> i-jci. — ai... 


for a ycar.““ Chance's^ ofthc risk covSed o^ - — 
proportionately with the passage of 

balance sheet date the unexSired%eriod^i^^^^ the 

month (eleven months having expired! l one 

policy is reduced to l/12th of , he total 7.k S on the 

Pf ‘oy company's risk is as high arir was on 7t!i of the 

issued. Therefore. \ncnr>ir<,^^ djiv the ^ifr..« 


policy is reduced to 1 /lithof , he total on the’ 

Pf ‘oy company's risk is as high arir was on 7t!i ^“.y of the 

issued, therefore, insurance com nniVc m a ^^y policy was 
ciatcd with all such policies for which the ?remirh?t" risks asso- 

pohcics are still in force. Thus a .• has been received and the 

mast be hp, b„o p PTr .<>' '.I'd P'™ia collcpltd 

the Executive CommitSnf,^ ,5'"S'" view the nature 
cil (which has been set up under the Tnc ^ 'he Genera] Insurance Coun- 
■nsurance companies) ha? laid supervise general 

unexpired risk should bcTooy jnsu.'ance 

vision shorn be sj- 'of t'h "'''” fire tj?, ^' 1 ?!'“^ 

W»n. provided 

m%TcT *8. In a „at'‘ T' 

General Insurance rnn* ^ -i '■'' P*^’^''^riiagc of nr/ami-. Particular year the 

In such a situation they may 'o meet 

reserve will also be debited* ^^rti'iona] reserve o”‘^?P‘r‘ed risks. 

accounts of life INcrin Problem. 

. h(.atiotiaIisation of T if r RANCE BUSINESS 
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( 1) To ensure absolute security lo the policy-holder in the matter of 
e insurance protection, 

(2) To spread insurance much more vtdely and in particular to the 
iral areas, and 

(?) As a further step in the direction of more effective mobilisation 
'public savings. 

Some of the important crovisions of the Act tvhich are worth rotieg 
•c stated below 

(1) Section 30. The corporation has the etclusjse privilege of 
irr)'ing on life insurance business in India. 

' (2) Section 37. All the contracts for assurance executed by the 
orporatioD are guaranteed as to payment in cash by the Central 
ioseroment. 

(3) Section 6. Functions of the Corporation 

(a) The general duly of the corporation is to carry on life insurance 
msiness whether in or outside India and to develop the life lusurance 
lusicess to the best advantage of the community. 


(6) In addition the corporation ha' the power 
(0 To carry on capital redemption business, annuity certain bust* 
ess or reinsurance business, 

(It) To invest the funds of the corporation, 

(III) To acquire, hold and dispose of any property for the purpote or 

5 business, and . - 

(ly) To acjianrt or lend moacy upon Ibe sccunly of any moiable or 
Timovable properly or otherwise. 

(4) Sections 14. 18 aad 20. The central ofTice is located at Bombay 

ad has zonal ollices at Bombay. Calcnna. Delhi, Kanpur and Madras, 
n each zone there arc divisional offices and branches. 

The general snperintendence and direction of the corl«ration alTatts 

! carried on by an eaecutive committee consistmc of not more than 5 

acmbers. The investment committee advises the 

elating to investment of funds. This committee can has-e a maaimnm of 

' members ofwhich 3 must be members of the corporation. 

As oer Secpon 4 the corporation coesUts of not more than 13 mcm- 

xrsappoffitrd by the Central Government and one of them nominated 
vdl news the chairman. Under section 20 the corporation can have one or 
acre ir.auagmE directors. Tliey are whole-ttme 

powers ard performing such duties as may he erttusled to them bv the 

Mccutive committee or the corporation. 

(5) Section 24 The corporation has its own fund and all receipts 
are credited to such fund and all payments are made therefrom 
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(6) Section 25. The accounts of the corporation arc to be audites 
by duly qualified auditors. The auditors arc required to submit thei 
report to the corporation and also forward a cepy of their report to th. 
Central Government. Auditors are appointed bv the corporation with th( 
previous approval of the Central Government. 

(7) Section 26. There must be an actuarial valuation at least onci 
in every two years and the corporation must submit the report to thi 
Central Government. 

(8) Section 27. At the end of each financial year the corpofatioi 
is required to prepare and submit a report to the Central Governmenl 
giving an account of its activities during the previous financial year anc 
also an account of the planned activities for the next financial year. 

(9) Section 28. Ninety-five per cent (or a higher percentage approved 
by the Central Government) from actuarial valuation made under section 26 
shall be allocated to or reserved for the policy-holders of the corporation 
and the remainder either paid «o the Central Government or utilized for 
such purposes and in such manner as the Government may determine, 

(10) Section 28A In the case of profits arising from business other 
than life, such profits after making provision for reserves and other matters 
are to be paid to the Central Government. 

(11) Section 29, The Central Government has to place before Parlia- 
ment a copy of the Auditors Report (Sec. 25), a copy of the actuaries 
report (Sec. 26) and a copy of the Report of the Corporation (Sec. 21). 


Types of policies. As stated earlier, under a contract of life insu- 
rance an insurance company guarantees to pay a fixed sum of mpney to the 
insured on his attaining a certain age or to his nominees or legal heirs on 
his death. The contract in its written form is called a policy and broadly 
there are tuo types of policies. They are (!) whole life policy and (2) 
Endowment policy. Under whole life policy the insured does not get the 
amount during his life time. The amount is paid only to his nominees or 
heirs on his death. In .he case of Endowment policy the amount is paid 
to the insured on his attainment of a specified age or if he dies before, ibc 
amount is paid to his nominees or heirs. As explained later life msuJance 

care of -wiihout profit nolicies- ,hun ^'^'^Paratively less in the 


case ot 'with profit poUcit-s’. In 


recent years the reversionarv bonus haVbr.n 
sura assured p-r annum on Endowment 
sum assured 
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Annuity Business. Life insurace asinpanies also do annuity busiresf. 
Annuity refers to fixed annual payment made by the insurance company to 
the insured on his attaining a specified age. The insured deposits lumpsum 
amount b> way of consideration for the annuity granted. This is a 
method under which the person purchasing the annuity receives back his 
money with interest. Annuity paid represents an expenditure of the life 
insurance business and the consideration received for annuities is an item 
of income. 

Surrender Value. In the case of life poIic>‘, the policy normally has 
value only when it matures. But to facilitate the promotion of business, 
insurance companies assign value to the policy on the basis of the pre- 
mium paid. Insurance companies will be prepared to pay such value on 
the surrender of the policy by a needy policy-holder desiring to realise 
the policy. Therefore the value is referred to as ‘surrender saluc‘. Surren- 
der value is usually nil until at least two annual premium are paid. Amount 
paid as surrender value is an expenditure and is similar to claims paid. 

Paid-up Policy. A policy-holder, who has difficulty in paying the 
premium, may be allowed an option to get the policy paid-up. In such a 
case, the policy-holder is relieved from the obligation of pajing off the rest 
of premium, but he will not get the full value of policy which is calculated 
as follows : 

_ . . . . . . No. of premiums paid 

Psid-up Valu(!=Sum a«urcdx 

The amount paid on maturity in respect of paid-up policies is included m 
the amount of claims. 

Life Insurance Fund. This represents the excess of revenue receipts 
over revenue expenditure relating to life business. The fund is available to 
meet the aggregate liability on all policies outstanding. Revenue account 
is prepared every year to ascertain the balance of life insurance fund at 
the end of the year. In the preparation of revenue accotint, the opening 
balance of the life insurance fund is the starting poiol Other items of 
revenue income are credited to the fund and revenue items of expense are 
debited. The resulting figure is the closing balance of the revenue fund. 

Valuation Balance Sheet. The balance m the the life assurance fund 
cannot be taken as the profit made by the life insurance business. For the 
purpose of ascertaining the profit, the insurance company should calculate 
its net liability on all outstanding policies. This calculation is done by 
experts called actuaries and is a highly complicated mathematical process. 
Prior to nationalisation insurance companies were naving this computa- 
tion once in three years. Since nationalisation L I C. is having it once 
every two years. 1 For calculating net liability, the actuaries calculate the 
present value of future liability on all the policies in force as well as pres- 
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FORM 


Form of Revenue Account applicable 
revenue account of 

IN RESPECT OF 




Claims under Policies (including provision for 
claims due or intimated) less Re-insuraaces— 

By Death 

By Maturity 

Annuities, less Re-insurances 
Surrenders (including Surrenders of Bonus), 

less Re-insurances 

Bonuses to Cash, less Re-insurances ... 
Bonuses in reduction of Premiums, less Rc- 


Busittess 

within 

India 


Business 
\ out. of 
India (a) 


Rs. 


P. 


Rs. 


P. 



insurances 

Expenses of Management (i)— 

1 . (fl) Commission to Insurance Agents 

{less that on Re-insucanccs)... 

{b) Allowances and Commission [other 
than commission included in sub- 
item (a) preceding) 

2. Salaries, etc. (other than to agents and 

those contained in item No. 1) 

' 3. Tratcliing expenses 

■ 4. Dircc ors’ fees 

5. Auditor’s fees 

6. Medical fees 

7. Law charges 

S. Advertisements 

9. Printing and Stationery 

10. Other expenses of management (accounts 
to be specified) 

11. Rents for ofiices belonging to and occu- 
pied by the insurer 

Rents of other offices occupied by the" 
insurer 

12. Bad Debts 

13. United Kingdom. Indian Dominion and" 
Forctgn Taxes 

14. Other Expenditure (to be specified) " 
Profit transferred to Profit and Loss 

Account 

fii’lmrc of Fund at the c: d of the year 
as shown in the Balance Sheet 


I 


Total 


!Rs. ?. 


Rs 
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D. {The Third Schedule), 
to Life Insttranee Business, 

FOR THE YEAR ENDED 19 . 

BUSINESS. 


Balance of Fund at the bcgmnins of the year ... 
Premiums, less Re*insurance$— 

U) First year premiums, where the maxi* 
mum premiums-paying period (g)— 

Two years 

Three years 

Four years . . 

Five years 

Six years 

Seven years 

Eight years — 

. Nme years ... . ... 

Ten years 

Eleven years 

Twelve years or over (mcludiog through- 
out life 

(U) Reneval premiums 

(///) Single prcraiuiDS ... 

Consideration for Annuities granted, less Re- 
insurances (e) 

Interest, Dividends and Rents 

Less Income-tax thereon (d) 

Registration Fees ... 

Other Income (to be specified) (e) 

Loss transferred to Profit & Loss Account 
Transferred from Appropriation Account 
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FORM 

Form of Revenue Account applicable 


revenue account of.. 

IN RESPECT OF.. 



Business 

within 

India 

Business 
out. of 
India (a) 

Total 

Claims under Policies (including provision tor 
claims due or intimated) less Re-insurances— 

By Death 

By Maturity 

Annuities, less Re-insurances 

Surrenders (including Surrenders of Bonus), 

Rs. P. 

j 

1 

Rs. P. 

* 

Rs. P. 


Bonuses in Cash, less Re-insurances ... 
Bonuses in reduction of Premiums, less Re- 
insurances 

Expenses of Management (6)— 

J . (a) Commission to Insurance Agents 
{less that on Re-insurances)... 

(6) Allowances and Commission [other 
than commission included in sub- 
item {a) preceding] 

2. Salaries, etc. (other than to agents and 

those contained in item No. 1) 

3. Travelling expenses 

. ! 4. Direc ors’ fees 

5. Auditor’s fees 

6. Medical fees 

7. Law charges 

S. Advertisements 

9. Printing and Stationery 

10. Other expenses of management (accounts 
to be specified) 

1 1 . Rents for offices belonging to and occu- 
pied by the insurer 

Rents of other offices occupied "by the ' 
insurer 

12. Bad Debts 

Srdfn iS”’ ”'1' 

14. Other Expenditure (to be spceifi'cd) 

Pro.1t transferred to profit and Loss " 
Account 

Bnlancc of Fund at the e: d of the year 
as shown m the Balance Sheet .. 


Rs 
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D. (The Third Schedule), 
to Life Insurance Business. 

FOR THE year ENDED. 19 . 

BUSINESS. 


— 

Bur/ness 

within 

India 

Business 

out 0} 
India (a) 

Total 

Balance of Fund at the beginning of the year ... 
Premiums, /ert Re-insurances— 

//) First year premiums, where the maxi* 
mum prcmiums-paying period (g)— | 

Ttt 0 years " 1 

Three years | 

Four years 

Five years 

Six years 

Seven years 

"Rs. 'P. 

'Rs. P. 

Rs. p 

1 

1 

i 

1 


£lsbt years — 

-Nine years 

Tea years 

Eleven years 

Tv^eJve years or over (includiog through' 

out life I 

(//) Reneval premiums 

{til) Single premiums 

Consideration for Annuities granted, less Rc' 
insurances (e) 

Interest, Dividends and Rents 

Less Income-tax thereon (d) 

Registration Fees ... 

Other Income (to be specified) (e) 

Loss transferred to Profit & Loss Account 
Transferred from Appropriation Account 



309^ 

Form o/ 

ctopt« 

\®“?;f \ (s^wW? 


^ stated 

■"' ^^U^eacTi c\as5 

-latatcW eacV' _- 

'■'"^sWisoER® 




,..eac1i 


■• cac^ 

-“^Mtesof^ 


SSssis®"' *— 

Balance 


®“'““ „dMco«oK- 


«Wto«'>'“S;,;a«®““”,ffied(I) ... 1 

>enslon ° ^ pet cent 

s'Ss»tr“ 

Vitcaten "^Mbct dut « ‘ 

*Stoe.«4.»”r*^ .. w,dte’ 


voMt.ts d ^^autance b . j^andvng and 

SiSSsB''---- 

SliS''^^"'-”""""’ ' 

j-i—.icA over 



A. {The First Schedule). 
Balance Sheet. 
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Loans : 

On Mortgages of property within the States 
On Mortgages of property outside the States 
On security of municipal and other public 
rates 

On Stocks and Shares 
On Insurer’s Policies within their surrender 
t^alue — 

On personal security 

To Subsidiary Companies (other than Re- 
versionary) (/) 

Reversions and Life Interests purchased 
Loans on Ke>ersions and Life Interests 
Bebentures and Pebenture StocLs of Sub- 
sidiary Reversionary Companies (/) 
Ordinary Stocks and Shares of Subsidiary 
Reversionary Companies (/) 

Loans to Subsidiary Reversionary Com- 
P2nies(/) 

Investments : 

Deposit with the Reserve Bank of India 
(securities to be specified) 

Indian Government Securities 
State Government Securities 
British, British Colonial and Bntish Domi- 
nion Goremment Securities 
Foreign Government Securities 
Indian Municipal Securities 
British and Colonial Securities 
Foreign Securities 

Bonds, Debentures, Stocks and other Securi- 
ties whereon Interest is guaranteed by the 
Indian Government or a State Govem- 


Olher 
[CIcssei cf I 
Business 
( 2 )* 


\Ufe and 
4nmdiy 
{Business 

m 


Rs. P- 


Rs. P. iRs. P. 


I 


f 


meot 

Bonds, Debentures, Stocks end other Securi- 
ties whereon Interest is guaranteed by the 
British or any Colonial Govemraent. 

Bonds, Debentures, Stocks and other Secu- 
rities whereon Interest is guaranteed by 
any Foreign Government 
Debentures ofany railway in India 
Debentures of any railway out of India 
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form 


Life and \ Other 
Annuity \Classes of 
Business 1 Business 
( 1 ) 1 ( 2 )* 


Total 


Brought fonvard Rs. 


Rs. P. 1 Rs. P 


Rs. P. 


NOTES 

(fl) The Reserves or Contingency Accounts must be separate! 
stated. 

(fe) If the insurer has not full and unrestricted control of the assel 
constituting the Pension or Superannuation Accounts, either thos 
accounts and the assets and Uabilit'.es relating thereto must be omitte 



Preference or guaranteed Shares of any 
railway in India 

Preference or guaranteed Shatet of any 
railway out of India 

Railway Ordinary Stocks II) in India, (//) 
out of India 

Other Debentures and Debenture Stock of 
Companies incorporated (!) in India, {//) 
out of India 

Other guaranteed and Preference Stocks 
and Shares of companies incorporated 
(0 in India, (li) out of India 
Other Ordinary Stocks and Shares of com* 
panies incorporated (/) in India, (//) out 
of India 

Holdings in Subsidiary Companies (f) 
House property (f) in India. (//) out of 
India 

Freehold and Leasehold ground rent and 
rent charges 
Agents' Bitances 
Outstanding Premiums (g) (d) 

Interest, Dividends and Rents outstanding (</)..., 
Interest, Dividends and Rents accruing but 
not due (</) 

Amounts due from other Persons or Bodies 
carrying on Insurance Business (A) 

Sundry Debtors (1) 

Bills Receivable 


Cash : 

At Bankers on Deposit Account 
At Bankers on Current Account and in 
band 

At Call on Short Notice ( j) 

Other Accounts (to be specified) (A) 

Rs. 




• Assets and Sflarc^oIde^t* Capitai «ai Retenei, BOt t''cci:e& 

any class of business specified io cc*ui-n (I) must be shown la columa (2). 


from the balance sheet or the assets of which the insurer has rot such 
control must be clearly indicated on the face of the balance sheet. 

(e) If the insurer has deposited securityascoscrinrespcclofacv 
of tbcfc items, the amount and nature of the securities so ccposiieci n . 

be clcar/y indicated on the face of ihe balance sheet. 
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{(i) These items are or have been included in the corresponding 
items in the Revenue or Profit and Loss Account. Outstanding an 
accruing interest, dividends and rents must be shown after deduction of 
income-tax or the income-tax must be provided for amongst the liabinties 
on the other side of the balance sheet. 

(c) Such items as amount of liability in respect o$ bills discounted, 
uncalled capital of subsidiary companies, uncalled capital of other invest- 
ments, etc., must either be shown in their several categories under the 
heading -Contingent Liabilities” or the appropriate items on the assets 
5 de must be set out in such details as will clearly indicate the amount of 
the uncalled capital. 

{ /) As respects life and annuity business full particulars of holdings 
in and loans to subsidiar> companies must be stated, giving the name of 
each company, the number and description of each class of shares held, 
the amounts paid up thereon, and the value at which the holdings in each 
com- any stand in the balance sheet. 

ig) Either this item must be shown net or the commission must be 
provided for amongst the liabilities on the other side of the balance sheet. 

ih) The aggregate amount owing by a subsidiary company or sub- 
^ sidiary companies is to be shown separately from all other assets and the 
^ .filSTCgnlc amount owing to a subsidiary company or subsidiary companies 

3 be shown separately from all other liabilities. 


(i) Amounts due from directors and officers must be shown 
separately. 


(j) No amounts must be entered under this heading unless fully 
secured. If not folly secured, the amounts must be included under the 
bending "Sundry Debtors”, 

[k) Under this heading must be included such items as the follow- 
ing, which must be shown under separate headings suitably described : 
Office furniture, goodwill, preliminary formation and organisation ex- 
penses. development expenditure account, discount on debentures issued, 
other expenditure carried forward to be written off in future years, balance’ 
being loss on Profit and Loss appropriation Accounts, etc. The amounts 
included in the balance sheet must not be in excess of cost. 


, 1 . , accounts, if any (to be specified)" on 

the left hand side, fines realised from the staff and their contribution to- 
hc^ads fund, if any, should be shown under separate sub- 


r maintain a separate account ir 

*5“siness this heading 

IS to he vplii up accordingly. “siaumj 
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lllostratlon 2 The following trial balance was extracted from the books 
of the New Bharat Life Assurance Company Ltd. as on 31-12-1974. 



Debiit 

Credits 

Paid'Up capital : 

Rs. 

Rs. 

lO.OCO shares of Rs. 10 each 


1,00,000 

Life fund balance as on I«I>!974 


29,72,300 

Dividends paid 

15,000 

Bonus in reduction of premium 
Premium less re*assuranct premium 

31.500 


(commission thereon Rs. 5,000) 


1,61,500 

Claims paid 

1,97,000 


Outstanding claims (I-1.I974) 

7,000 

Commission 

9,300 


Management expenses 

32,300 


Mortgages in India 

4,92,100 


Interest, dividend and rents 


1,12,700 

Agents balances 

9,300 

Freehold premises 

40,000 


Investments 

23,05,000 


Loans on i>oticies 

1,73,600 


Cash on deposit 

27,000 


Cash on current account 

7,300 


Surreoders 

7,000 


Medical fees 

7,000 


Consideration for annuities granted 


10,000 

Annuity 

10,000 



33,63,500 

33,63.500 


Prepare the revenue account for the >ear ended 3I-I2-1974 and a 
balance sheet of the company as at that dale after takuig the Ibllo^ing 
into consideration : 


(fl) 

Claims putstandmg 

lO.CCO 


Further bonus tn reduction of premium 

5.000 

(C) 

premium outstanding 

5.000 

(d) 

Claims covered under re^insurance 

80,000 

(0 

Management expenses due 

30.000 

Solution. 

(Bangalore B. Com. May 1975 modmtd) 


NEW INDIA LIFE ASSURANCE CO. LTD. 
REVENUE ACCOUNT 
for they tar tndedSlti December 197^ 


To CJ&inu less re-assor«Qces 
Claims paid 1,97,000 

Add Claims outstand- 
ina at the end of 
the year 10,000 

2.07,000 

Lett : Claims outstaod- 
iog at the begianlog 
oftbe year 7,000 


By Lite anaraoce fond at the 
' begincjDgofthcytar 
By I^emiuQ leu 

leassarance l.ei^CO 

Accrued 

premiums . 5,000 

By fionns m reduction 

ofpremiaio 5,000 

By Consideration for 
aBealnes (ranted 


Ri. 

29.72,300 


1.71.500 

io.rwo 


2.00.000 
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•IS : Claims covered 

under reinsurance 80,000 


o Surrenders paid 
o Annuities paid and due 
0 Bonus paid in cash 
o Bonus in reduction of pre- 
mium (31,500+5,000) 
o Expenses of management 
paid as per T/B 32,300 
dd O utsianding 30,000 


o Commission paid 
o Income-tax on profits 
o Dividends paid to share- 
holders 

6 O ther items, if any 
medical fees 

'o Life assurance fund at the 
close of the year to be 
transferred to Balance 
sheet' 


1,20,000 

7.000 

10.000 


36,500 


62,300 

9,300 


15.000 

7.000 

30,04,400 


By Commission on 
reinsurance ceded 
By Interest, dividends 
and interests received 
on investments 
By Fines for getting lapsed 
policies revised 
By Other items, if any 


5,000 

1,12,700 


Rs. 32,71,500 

e=s=:easss 

NEW INDIA ASSURANCE CO. LDT 
BALANCE SHEET 
as at 31st December 1974 


Rs. 32,71,500 


Liabilities 

Share capital : 

Paid-up capital 10,000 shares 
of Rs. 10 each 
Reserve and profit and 
loss account balance 
Life assurance fund and 
funds of other business 
life insurance fund 
Debentures 
Other liabilities 
Outstanding claims 10,000 
Outstanding expenses 

of management 30,000 


Rs. 


l.OO.OQO 


30,04,400 


40,000 


, Assets 

Loans : 

Mortgages in India 4,92,200 
Loans on policies 1,73,600 

Investments (including 
freehold and lease 
hold properties) 

Agents’ balances 
Outstanding premiums 
Interest dividends and 
rents outstanding 
Interest, dividends and 
rents accrued 
Amount due from other 
Insurers 
Sundry debtors 
Bills receivable Cash 
On deposit 
On current account 


Rs, 


6,65,800 


23,45,000 

9,300 

5,000 


27.000 

7,300 


Tuliirial Notes 


Other items, if any 


85,000(1, 


34,300 


Rs. 31,44.400 


(11 On account of claims 
On account of commission 


Illustration 3 


Rs. 80,000 
Rs. 5,000 

Rs. 85,000 


Rs. 31,44,400 


once in cterv two C'ompany gets its valuation 

bolder, d,v,deed f„, »» 


CbapUr S/losoruce Compaay Aecouts S75 

1978 disclosed a net liability of Rs. 32.20 000 An mt.ri.n 

Rs 80,000 BSS paid to the poljcy-holdcrs during tie previous t»o jears. 

Prepare a statement showing the amount now available as bonus to 

policy-holders, asbumingthatthepohcy.hOldcrs are entitled to tbc same 
percentage of surplus as under L.I.C. Act. 

Solution. 

(0 Life Insurance fund as on 31.12*1978 Rs. 45,65,000 

Less Dividend for the )ear 1978 *45*000 

Balance of fund net of dividends 45,20,000 


BHARAT LIFE ASSURANCE COMPANY LTD 
(/*) Valuation Balance sheet os on il-12-78 


Rs. 

To Net liability as per 
actuary's valuation as 
on 3M2.78 32.20,000 

To Surplus 13.00,000 


By Life assurance fund as 

per balance sheet 45, 20, COO 


Rs 45,20,000 I Rs. 45,20,000 

liii) Surplus as per valuauon balance sheet IJ,00,0C0 

Interim bonus for the period fcO.OOO 

Net profit for the period Rs, 13,80,000 


(iV) Diiinbulion of the surplus 
Net profit as calculated aoove 
Policyholders share @ 95% 

Less interim bonus already paid 


Rs. 

13,80,0C0 

13,11,000 

8Q.000 


Reversionary bonus to be declared 12,31,000 
Share-holders share of profit at 5% _ 

Accounting entries for disposal of surplus : There arc 2 methods 

to record the accounting entries for disposal of surplus ascertained from 

We business. Undec the first method wnich is followed m India the 

following journal cmrics arc made end from the emnes It IS dear that no 

separate profit and loss account is prepared 

(a) Pf-hir Revense account "I ‘^5 . 

Cr^t/ir Reserve account J iransfcrTcd to rcvcnie 
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(6) Debit Revenue account 
Credit Bonus account 

(c) Debit Revenue account 
Credit Shareholders 
life profit account 

{d) Debit Shareholders’ life profit 

account 

' Credit Dividends account 


') for the amount of bonus declared 
j to policy-holders. 

(only payable in cash) 

1 for the amount of surplus set 
1 aside for distribution as 

dividend. 

*1 for the dividends declared 
I from out of the surplus set 
j aside to shareholders 


Notes ; (I) Dividends can alternatively be debited direct to revenue 
account in which case sharehdlders’ life profit account can be dispensed 
with. Under this alternative approach, balance of surplus remaining 
undistributed is left in the insurance fund. 

(2) The amounts debited to revenue account (as appropriations of 
surplus) must not cxcecd the surplus determined as per valuation balance 
sheet. 

Under the second method, the surplus determined as per valuation 
balance sheet is transferred from the fund $o a separate profit and loss 
account. All the appropriations arc then debited to the profit and loss 
account credit being given to bonus account, dividends account, reserve 
account etc,, So far as reversionary bonus declared is concerned, credit 
will once again be given to life insurance fund. Any balance of profit 
and loss account will appear as a separate item in the balance sheet. 

Illnstralion 4 . The New India life Assurance Company Limited had a 
aid-up capita] of Rs. 2,50,000 divided into 25,000 shares of Rs. 10 each. Its 
net liability on all contracts in force as on 31-12-1975 was Rs. 22,50 000. 
From the following figures extracted from its books for the year ended 
31-12-1975, prepare revenue account and a valuation balance sheet. The 
company has paid an interim bonus of Rs. 1,03,806 and 25/ of the sur- 
plus is to be allocated to shareholders and 70% to the policyholders the 
balance being carried forward. - ’ 


Life fund 
Premium 

Interest, dividend and rents 

Fines and fees 

Bonus in cash 

Income- tax 

Management expenses 

Bonus in reduction of premium 

Commission 

Surrenders 

Surplus on revaluation of reversions 
Re-assurances irrecoverable 
Claims 

Consideration for annuities granted 


Rs. 

24.50.000 

13.80.000 

7.50.000 
,720 

1,58 400 
1,1 8’ 500 

1.75.000 
1,976 

54,000 

85.200 

4,800 

1,250 

8.90.000 

fR r « 

• • Bangalore April 1977) 



Solntlon. 
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THE NEW INDIA LIFE ASSURANCE CO LTD 
Revenue account for the year ended 31-12-197S 


To Claims paid 
To Surrenders 
To Annuities paid 
To Sonus paid 
m cash I, 

Add Bonus ift reduction 
of premium 


By Life assurance fund at the 
beginning of the year 2 
By Premiums less reinsurance l 
By Consideration for annuities 
granted 

By Interest, dividends and 


To Expenses of management • 

To Commission paid • 

To Income tax , 

To Re-assurances irrecoserable 1,250 1 

To Life assurances fund at the I 

close of the year 31,46,194 | 


VALUATION BALANCE SHEET 
Ason3Ul2'l975 


R*. 

To Net liability as per actuary’s 
valuation as on 3M2-75 22,50,000 

To Surplus 8,96,194 

By Life assuraaee fund as 
per balance sheet 



31,46,194 

Rs 31,46.194 


Rs. 31,46,194 

SfateincDt showing the allocation : 

Surplus as per valuation balance sheet 

Add Interim bonus for the period 


Rs. 

8,96,194 

1,03,806 

Net profit for the period 



10,00,000 

Net profit as per above 


Rs. 

7.00.000 
2,50,000 
50, COO 

Rs. 

10.00,000 


Total 

10,00,000 

jO.CO.COO 

u. nftlicvholders will be Rs. 5,96,194, 

T.ioriai Net amount payable to policyno 7,00,00".^^^ 

after adjusting the iotenm boniB already p 

Rs. 1,03,806). 
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Theforrisot final accounts prescribed for the general insurance 
business are given below : 

ACCOUNTS OF GENERAL INSURANCE BUSINESS 


FORMF 


Claims under policies, less reinsu- 
rances (a) (d) : 

Paid during the year 
Total estimated liability in respect 
of outstanding claims at end of 
the year whether due or intimated 
Lesi— Outstanding at end of previ- 
ous year (6) 

•Commission 

Commission on direct business 
Commission on reinsurances 
accepted 

•Expenses of management (c) 

Bad debts 

United Kingdom, Indian Domi- 
nion and Foreign Taxes 
Other expenditure (to be specified) 
Profit transferred to profit and loss 
account 

Balance of account at the end of the 
year as shown in the balance sheet 
Reserve for unexpired risks, being 
per cent of premium income of 
year 

Additional reserve (if any) 


Rs. 


Balance of account at beginning of 
the year : 

Reserve for unexpired risks 
Additional reserve (if any) 
•Premium, less reinsurance (d) 
Interest, dividends and rents 
iers— Income tax thereon 
Commission on reinsurance ceded 
•Other income (to be specified) (ej 
Loss transferred to profit and loss 
account 

Transferred from appropriation 
account 



INSURANCE BUSINESS 
Revenue account or. ......for the year ended 19...m respect of.. 


..Business. 


Rs. 


Rs. 


NOTES 

(a) This item must include all expenses directly incurred in relatioi 
to assessment of claims of the nature of survey fees, fees fo 
police reports, legal fees, court expenses and other similar chat 
ges, but should rot include any establishment or administratio 
expenses except in so far as they relate to any employee o 
survey or assessment of losses. 

(b) If in any sear the claims actually paid and those slill unpaid i 
the end of that sear in respect of the previous year’s Resent 
Account as provision for outstanding claims, then the amount i 
such excess must be shossn in the Revenue Account. 

•Where the account is furnished under the provisions of clause (6) of sub-sec 
tioa (2) of Section 16 of the lustirancc Act, 1933 by an insurer to whom that sectio 
applies separate figures for business within India and business out of India must I 
gieen against the items marked with an asterisk. Against all other items the toti 
Etnoum for the business as a whole may be given. 
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(c) If any sum has been deducted from this item and entered on 
the assets side of the balao.. sheet the amount lo deducted 
must be shown separately. 

(d) Where the account is furnished under provisions of Sec. 11 of 
the Insurance Act. 1938, separate figures for efa/ms ra/d lo 
claimants in India and claimants outside India and for premi- 
ums derived from business effected outside India must be given. 

(f) All the amounts re er/ed by the wsurer directly oi indireetJy 
whether from his head office or from any other source outside 
India shall also be shown separately m the revenue account 
except such sums as properly appertain to the capital account. 

FORM D 

FORM OP PROFIT AND LOSS ACCOUNT 
Profit and Loss Account of for the year coded 19 


Indian (Centrah taxes on the 
Insurer’s Profits (not appli- 
cable to any particular lunrf 
or account) 

Expenses of management (not 
appheabJe lo fi.iy particuiar 
lund or account)* 

Loss on realisation of 
Invesiojents (not charged to 
reserves or any particular 
fund or account) 

Depreciation of investment 
(aot charged to reserves or 
any particular fund or acco 
wx) 

Loss transferred from revenue 
accounts (details to be given) 
Other expenditure (to be spe- 
cified) 

Balance for the year earned lo 
appropriation account 


Interest, dividends and rents 
(not applicable to any parti- 
cular funa or account) 

Less Income Tax thereon 
Profit on realisation of invest- 
ments (not credited to reser- 
ves or any particular fund or 
account) 

Appreciation of investments 
(not credited to reserves or 
any particular fund ot acco- 
unt) 

Profit transferred from revenue 
accounts (deiai]i to be given) 
I Transfer fees 

I Other income (to be specified) 
I Balance being loss for the year 
I earned to appropriation 
I account 


I If an, sum ta, bean 

Of the balance »heet. ihe amouol rowt be shown «(M«Wr 
FORMC 

FORM OF PROFIT AND LOSS APPROPJUATIOV A^OtVI 

profit and loss appropriatio n account of : — Z 

• BaUnvf hfooght forward frryn 


Balance being loss brought for- 
'vLrd from last year 
Balance being loss for the year 
brought from profit and loss 
account (as m Forni B) 


Ustycar 
ifSj -Dixiier.if Hice pz.i n 
. Kipeciori2«;=a.''w 

I cifitdaEdacdiffl!! 

' (oteWllaMdl 



580 Chapter 2/AaTanced Accountancy 


Dividends paid during the year 
on account of the current year 
(to be specified and if “free of 
tax” to be so stated) 

Transfers to any particular funds 
or accounts (details to be given) 
Balance at end of the year as 
shown in the balance sheet. 


Balance of the year brought 
from profit and loss account (as 
in Form B) 

Balance being loss at end of the 
year as shown in the balance 
sheet. 


EXAMINATION QUESTIONS 


Illustration 5. 

From the following particulars you are required to prepare Fire 
Revenue Account, for the year ending 3 1st December, 1973 : 


— — 

Claims paid 4.80,000 

Claims outstanding on 1st 
January, 1973 40,000 

Claims intimated but not accepted 
on 31st December, 1973 10,000 

Claims intimated and accepted 
but not paid on 3lst Dec.. 

1973 60,000 

Premium received 12,00,000 

Re-insurance premium 1,20.000 


Rs. 

Commission 2,00,000 

Commission on reinsurance ceded 10,000 
Commission on reinsurance 

accepted 5,000 

Expenses of management 3,05,000 

Provision for unexpired risk on 

1st Jan. 1973 4,00,000 

Additional provision for uncx- 

pired risk 20,000 

Bonus in reduction of premium 12,000 


You are required to provide for additional reserve for unexpired 
risks at 1% of the net premium in addition to the opening balance. 

' [B. Com. (Hons.) Delhi, 1973] 

Solution. 

FIRE REVENUE ACCOUNT 
For the year ended December 31, 1973 


Rs. 

Claims : 

Paid 4,80,000 

Add Claims outstanding 
at the end of year 
(Rs. 10,000 4- Rs. 60,000) 

70,000 


Rs. 


5,50,000 


Rs. 


Balance of account at the 
beginning of the year : 
Reserve for unexpired risks 
Aoujtjonal reserve 
Premiums 12.00,000 

Lesi Reinsurance 

premiums 1,20,000 


Rs. 


400.000 

.20,000 


less Outstanding at 
the beginniDg of 
the year 


40.000 


Commission 

Commission on reinsurance 
accepted 
Bonus 

Expenses of management 
Provision for unexpired risk 
50% of net premiums 
Additional reserve : 

On 1st January 20,000 
Add 1% of net 
premium 


5.10.000 

2,00,000 

5.000 

12.000 

3.05.000 

5.46.000 


10,920 30.920 


Ri. 16.03,920 


Add Bonus in reduction 
of premium 

Commission on reinsu- 
ranee ceded 
Loss transferred to 
Gener.al profit and loss 
account 


10,80.000 


12,000 


10,92 


Rs. 16,08.920 
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lUustratlon 5. From th« foUowing particulars of Z Insurance Co Ltd 
prepare separate revenue accounts of Fire and Marine business and profi! 
and loss account for the year ended 3Isl December, 1969 ard u l-.nJance 
sheet as on that date : 


lavestpient 

4,06.980 

Share capital f4.000 shares of 

VA, 

Freehold premises 

3,06.412 

Re. ICOeieh) 

A.COfii/) 

leasehold 

12.60t 

Claims adm'lled but oof psid 

Agents' balances 

<6311 

Tat 

A. no 

Sundry debtors 

17,918 

Marine 


Income-tax on interest and 


Crediion 

My.i 

dividend 

4.513 

Due to te-insureri : 

Claims paid and outslaitdiog : 

I.02A12 

Fire 

2 An 

Fne 

Manne 

4.M3 

Marine 

z.6i,fn 

premium received : 

Expenses ot management : 

Ftie 

3.5^.<1? 

Fite 

96.512 

Marine 

tyty/) 

Marine 

1.42.218 

loterest and dividrsds 

i>^)2 

Committion : 

Fire 

Marine 

34.921 

62,857 

Other teceipii 

try! 


laterest accrued 
OIBce furniture 
Pretfminaiy e»pen'ci 
Cash and Moh bitances 


919 
U,H\ 
90,212 
l.Ol.fM 

Rs. 17,0^701 


PJ. J7j52.r,1 


provision for uoexphed risk »8 to fee ^ ^ 

ptemiUDi received. (B. Com Bomba; 1970 ; C. A. Ural JXL r. A. 
Solotlon. * 


REVENUE account OF Z tTD 
For thi year ending ijtt J)titrri<r, 


Hre Afarine 

Claims ferr reinsurance : 

Paid during the 
year 97,792 

Add Outstanding 4.620 

f.02.412 

Paid during the 
year 2,51.704 

Add Outstanding 9,803 

-J - 

Commission 34,921 <2.857 

Expeorej of management 96,5!2 1,42.218 

Reserve lor uoexpiied i 

title at 40% 1.42467 3.45,984 

Profit tra.isrerred to 
profit and loss account — 47,3W 

1 

, pjtraiun frrr 

Lon triaifc^ 
sod loti *==*= 

1 

tt-e sAtnr* 
JJL Tj 

- 



Rs. 3.76.412 «,39.9« 
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PROFIT AND LOSS ACCOUNT OF Z LTD 


For the year ending 3hl December, J969 


Ri: 

Loss transferred from fire 
revenue account 19,99't 

Balance— being profit shown 
in balance sheet 45,201 


Ra. 65.195 


Rs 

Profit transferred from marine 

revenue account 

49,38 

Interest dividend, etc. 

19.512 

Less Income tax 

4,513 

Other incomes 

14.99 

8C 


Rs. 


BALANCE SHEET OF Z LTD 
As on 31st December, 1969 


Liabilities Rs 

Capitol 
Aut* orised : 

...shares of Rs. 100 each — 

Subscribed : 

...sh'ares of Rs. 100 each — 


Called up and paid-up : 

4,000 shares of Rs . IW each 4,00,000 

Balance of Funds and Accounts 
File 1,42,567 

Marine 3,43,984 i 

Beserve and Contingency Account ' 

Profit and loss account 45,201 j 

Outstanding claims 14,428 ; 

Account due from other persons I 

or bodies earthing on insur- i 

,ancc business 6,614 I 

Sundry creditors 44,962 1 


Rs. 9,97,756 


Assets 

R 

Investments 

4,06,9 

Freehold premises 

3,06,4 

Leasehold 

12,6 

Agents’ balances 

46,2 

Interest accrued 

9 

Sundry debtors 

17.9 

Cash and bank balance 

1,01,7 

Office furniture 

14.7 

Preliminary expenses 

90,2 


Rs. 9,97,7 


Illustration 7. . The following balances arc extracted from the books 

account of J.-!! Zuclclal Marine Insurance Company Limited : 


As at 
31-12-196.} 


Rs. 

Premiums less 
reinsurance 45,000 

Commission on 
direct business 2,250 

Commission on 
reinsurance 

accepted 1,750 

Conmiission on re- 
insurance ceded 4.200 

Cl.oms (less reinsur- 
ance) paid durinp, 
the sear 7_f25 

l’. l'fia(.iii(,n on 

car etc 1.275 


As at 
31-12-1965 
Rs. 

50.000 

3,000 

2,500 

2,400 

14,225 

1J7S 


As at 

31-12-1964 

Rs 

Profit on sale of car 600 
Less on sale of old 

furtiiiure 


Double income tax 
refund 
Audit fees 
Salaries to staff 
Printing, postage, 
stationery 
. Legal charges 
I Bad debts 
) Miscellaneous 
} expenses 


1,400 

1,000 

12,500 

4,650 

500 

75 

1,550 


As a 
31-12- 
Rs, 


20 ' 

70 

1,00 

13,50 

5,75 

40 

2,22 

2,25 
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(a) Total amounts of estimated liability in respect of outstanding 
claims as at 31-12-1961, 31-12-1964 and 31-12-1965 were Rs. 3.425, Rs. 
4,475 and Rs. 5,555 respectively. 

(5) Reserve for unexpired risks at 31-12-1963 v\as Rs, 32,000 and 
additional reserve as on the said date was Rs. 3,200, 

(c) Reserve for unexpired risks was to be provided for at 100% 
and additional reserve at 10% of the net premium income for the >ear 
ending 31-12-1964 and 31-12-1965. 

(d) Prepare Marine revenue accounts from foregoing details. 

(B, Com, Bombay 1966) 

Solution. 


M/S JAI ZUELELAL MARINE INSURANCE CO LTD 
Marine revenue accounts for the year ended 3)st Dec 1964 
and 31st Dec. 1965 


J964 ■ 
Rs. 


ms 


iie4 


Rs. 


t9f>S 


Rs 


Claims under policies less 
reiDSurences 
7,62S Paid during t he year 14,225 
AM Tolal estimated liabi- 
lity in respect ofout- 
standing ciaios at the end 
of the year whether 'due 
44,75 or intimated 3.655 


12.100 19,780 

Lfts Outstandins at the e d 
3,425 of the previous year 4,475 


l.:50 


1.275 
12.500 
1 . 0 ',n 
4,650 
500 
1 550 


75 


15,305 

Commission on direct 

business 3.000 

Commission on reinsurance 

accepted 2.500 

Depfcc ation on furniture, 

car. etc. 1,575 

Siilaries to staff ' 13,500 

Audi fees 1,000 

Priotirp. postage, stationery 5.750 
Legal charges 400 

Mi.i-cllaneous expenses 2,250 

Bad debts 2.220 


200 


Loss on sale of furniture. 

Profit transferred to profit 
5 and loss account — 

Bataice of account at the 
end of the year as shown 
in balance sheet, being 
100% of prrnium rn- 
1 come of the year 50000 
0 Aildi'ional Reseive 5 COO 


Rs. 


Balance of account at the 
beginning of the year 
being reserve for un- 

32.000 expired risks 45,000 

3.200 Additional reserve 4,500 

45.000 Premiums less re-insurances 50,000 
Commission on re-insur- 

4.200 ances ceded 2,400 

rOO Profit on sale of car - 

1400 Double income tax refund 700 

Loss transfirred to profit 

and loss account 100 


P.v. 1.02.700 ' f5,4CO 


86.400 
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Notes. Since only marine insurance business is carrM on by the 

Company, all expenses and income including double taxation relief and 
profit on sale of car must be charged to revenue account as being applic- 
able to marine revenue account. 

ASSIGNMENT MATERIAL 
Objective type Questions : 

I. State whether the following statements are ‘True’ or ‘False’ : 

1 . Life insurance is more appropriate to be called life assurance. 

2. All insurance contracts are contracts of indemnity. 

3. There is no difference between a wagering contract and contract 
of insurance. 

4. Bonus payable on maturity of the policy is called reversionary 
bonus. 

5. A life insurance business is said to have earned profit only if its 
life assurance fund exceeds its net liability on all outstanding policies. 

6. The balance sheet of a life insurance company is called a 
‘Valuation balance sheet’. 

7. Life insurance contract is a contract of indemnity. 

8. The commission on reinsurance ceded is debited to revenue 
account and the commission on reinsurance accepted is credited to reve- 
nue account. 

II. Fill up the blanks ; 

1 . The excess of net liability over the 'Life Assurance Fund’ repre- 
sents the for the inter-valuation period. 

2. The concept of surrender value of a policy is peculiar to 

3. When an insurance company finds the risk heavy, part of the 
risk is insured with another company. Such a procedure is known as...... 

4. The purpose of preparing the valuation balance sheet is to 

ascertain the made by life insurance business.. 

5. Valuation balance sheet is prepared once in every years in 

the case of life insurance business. 

6. In the case of marine insurance the provision against unexpired 

risk should be of the net premiums. 

7. Commission on policies effected through insurance agents cannot 

M«ca of the premium in respect office and in others. 

III. Indicate the correct answers ; 

! . A valuation balance sheet is prepared by 
(a) a trading company 
(/') a banking company 
ff ' .a li'" insurance company 
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2 . A general insurance business canying On more than one Ivne 

I insurance business prepares 

(a) a separate revenue accoaot for each type of business 

(b) a separate profit and as account for each type of business 

(c) a separate revenue accoont and a combined profit and loss 

ccount. 

3. Survey expenses for marine insurance claims must be 

(a) added to claims 

tb) added to law charges 
(e) shown as a separate item 

4. Income-tax on interest dividends and rents should be 

(a) debited to provision for taxation 

(b) credited to provision for taxation 

(c) deducted from interest dividends and rents. 

5. Cash at call and short notice will appear in balance sheet 
(a) as a separate item 

(bj under the heading ‘Cash’ 

(e) under the heading ‘Other Accounts’ 

6 . Valuation balance sheet is 

(a) a statement of assets and liabilities on a particular date 

(b) prepared to determine profit by comparing Life Assurance 
Pufld with net liability 

(e) a statemert of all assets and liabtlitie« at market value 
Problems on Life losuraoce 

1. The Life Assurance Fund of Sunshine Life Assurance Company 
minuted shows a balance of Rs. 76,87,500 on 31.12-1978. It was later 
jbserved that the following had not been taken into account . 

(a) Dividend from investments Rs. 3,50,000 

(b) Income-tax on the above Rs. 32,000 

(e) Bonus in reduction of premium Rs. 4,85,000 

(d) Claims covered under reinsurance Rs. 3,25,000 

(e) Claims intimated but not yet admitted by the company 
Rs. 8,07,000, 

Ascertain the balance of Life Assurance Fuad in the light of the 
above particulars {Adjusted Ufe Assurance Fund Rs 75,2j,500} 

2. The revenue account of Ethereal Life Assurance Corporation 
jhowed a balance of Rs. 4,75,000 at the end of 1977 before considering 
:he following items : 

( 1 ) Bonus utilised in reduction of premium Rs. 45,000 
(//) Outstanding premium Rs. 1,00,000 

(ill) Interest accrued on investments less income-tax Rs. 25,000 
(iv) Claims intimated but not yet admitted Rs. 30,000 
(v) Claims covered under reinsurance Rs. 5,000 
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Pass journal entries necessary to make the above adjusln ents and 
recompute the balance of Life Assurance fund. 

{Balance of Life Assurance Fund Rs. 5,75,000) 


3. From the fo!lov\ing balances as at 31st December, 1976 in the 
books of the Sun-Moon Life Assurance Company Limited prepare the 
revenue account and the balance sheet . 

Rs. 


30,00.000 
- 20.000 
69.000 
6,65,000 


Life Assurance fund 
as on !st January, 1976 
Annuitifs paid 
Surreaders 
Reserve fund 
Deposit with 
Reserve Bank of India 
Government Securities : 

Indian Government securities 
Foreign Government securities 1,87,000 
Loans on comp tny‘s policies 6,70.000 

Leasehold ground rent SS.OOO 

Securities on which inlarcsl is 
guaranteed by the government 13.50,000 


3 . 00.000 

32.50,000 


Due from re-insurers 
Due to re-insurers 
Agents* balances 
Interest outstanding 
Sundry creditors 
Premium less reinsurance 
Bonus to policyholders 
Commission 
Claims less reinsurances 
On Death 4.00,000 

On Maturity 5,00,000 


Rs. 

39.000 

49.000 

20.000 

15.000 
4,000 

7,00,000 

30.000 

60.000 


Share capital 
Mortgages in India 
Cash with bankers on C/A 
Cash with bankers on 
deposit acount 
Cash on hand 
State G ivernaient securilic 
Furniture and fixturci 
Outstanding premiu-n 


50,00.000 

16,36.000 

30,000 


16.000 
. 10,500 
8 . 88.000 
40 000 
68,000 


Consideration for annuities 
granted 
Salaries 
Directors* fees 
Auditor.s’ fees 
Law charges 
Rent paid 

Other expenses of mtnagcment 
Interest and rent (accountable 
for the year) loss taxes 
60.000} 

Interest accrued but not due 


9,00,000 


40.000 

50.000 
6,000 
8,000 
2,000 
4.000 
1,500 


3,00,000 
30,000 

(C.A. Final November 1977) 
(Balance of Life Asairance Fund at the end of the year Rs.28,89,500 ; 

Balance sheet total Rs. 86,07,500) 

4. From the figures stated bc’ow prep ire a revenue accou It and a 
valuation balance sheet as at 31st December 1974 shoiving surplus for 
policyholders. 


Life assurance fund (opening) 

Premiums 

Interest, dividends and rents 
Considcratipn for annuities granted 
Claims paid 

Surplus on revaluation of .’•eversion purcha.sed 
Bonus in reduction of premiums 
Surrenders 
Commission 

isei liability on policies in force on 31-12-74 


Rs. 

40.00. 000 

25.00. 000 

15.00. 000 

1 , 00,000 

3.00. 000 
8,000 
5,000 

1 . 00 . 000 

50,000 


56,53.000 
[I C.W.A. (Final) December 1916. 
{Lift assurance fund at close Rs. 76,53, OOC 
an surp us as per valuation balance sheet Rs. 20,00,000) 
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5. The life assurance fund of Jcevan Jyothi Life Assuranc 
Company Limited showed a balance of Rs. 50,25,000 at the end of 1971 
The dividend payable to shateholden> for the year amounted to Rs. 75, OW 
The actuary’s valuation placed ihc net liability at Rs. 45,50,000. A 
interim bonus of Rs. 1,00,000 has been paid to the policyholders. 

Prepare a statement showing the amount row available as bonus ( 
policyholders. {Surplus available to policyholders Rs. 4,7S,00C 

6. Life assurance fund of Aoiar Life Insurance Company Limile 
on 3I-12-1978 stood at Rs. 125 lakhs. As per actuar)''s valuation nc 
liability on that date was Rs. 85 lakhs. The company has paid an intenc 
bonus of Rs. 50,000. 

• The company has a p.aTa*ui> capital of Rs. 5 lakhs cn which a divi 
dend of 10% is payable for the year. Ascertain the aniount due to policy 
holders. {Balance due to policyholders R3.57,$0,00C 

7. From the figures tet out below, prepare the balance sheet of . 
Life Insurance Company as on 3lst DecemLer 1974 in form (as far a 
circumstances permit) prescribed by Insurance Act, 1938 as governed b, 
Life Insurance Corporation .Act, 1956. 

The company’s deposit vith Controller General in 3i% G.P. Note 
are of the face value of Rs. 10,»0.00o and it als> holds the followini 
investments, besides loans of Rs. 3,00,000 on the »ecunty of the company’i 
policies. 

4% Port Trust bonds of the face value of Rs. 12,00,000, 

5J% War bonds of the face value of Rs. 25,00,000. 

Agents collection of r — * •* — 
out of which after dedc • . . ^ 

they remitted to the comp. . 

1975. 

'Other assets and liabilities were : Furniture Rs. 80, f 00 cash in hand 
Rs. 20,000, cash at bark Rs. 1,00,000. Outstanding premium Rs. 4,00,000. 
Interest accrued Rs. 1,00,' 00 out of which Rs. 30,000 was due. Share 
capital consists of 4,000 shares of Rs. 1,000 each, Rs. 500 paid-up. 
Commi'sion due but not paid Rs 2,0O,OCO. Estimated liability regarding 
claims unpaid Rs. 6,00,000. 

The balance consists of Life Insurance fund 75% find InvestmeBt 
reserve fund 25%. (I.C.W A. (Fioal) December 1975J 

{Balance sheet total Rs 61,00,000 ; Life Insurance fund Rs. 24,75,000) 

8. From the following trial balance, prepare a balance sheet and 
revenue account of Happy-go-Lucky Life Insurance Corporation f.’f lie 


year ended 31-12-1978. 

Dr. 

Cr. 


Amount 

Antead 

Loans on Reversion 

80,000 


Loans on Life policies 

6,40,000 


Municipal securities 

4,00,000 


Oovernment of India securities 

6,40,000 


Foreign Government securities 

1.60,000 


Freehold ground rents 
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Rcs'ersions 

4,00,000 


Outstanding premiums 

40,000 


Outstanding Interest, dividends, etc. 

1 0,000 


Surrenders 

14,800 


Cash in hand 

40,000 

8,000 

Claims admitted but not paid 


Claims on business 
i:i India 

1,60,000 


outside India 

8.000 

12,000 

Sundry Creditors 


Balance ofLife Assurance Fund on 1-1-1978 


32,00,000 

Expenses of management 

16,000 


Premiums on business 
n India 


3.20,000 

outside India 


68,800 

Mortgages on property 
in India 

2,40,000 

outside India 

1,20,000 


Rs. 

36,08,800 

s==scaic= 

36,08,000 


(^Bahnce of Life Asswance Fund Rs. 33,90,000 ; 

Balance sheet total Rs. 34,10,6 QxL^ 

Problems on General Insurance 


9 . The following balances appeared in the books of the Hindustan 

Fire and General Insurance Company Limited on 31st December, 1972. 


Rc>n«urancc premmms paid 50,000 
Reserves for unexpired risk as 

on 1-1-1972 8.24,800 

Expenses of management 1,25,600 

Premium* received 7,89 OOO 


Commission 
Claims paid 
Loss on exchange 
Claims outstanding 1-1-1972 


Rs 

142.000 
2.2i.m 

9,000 

2.81.000 


deration: (/) Provide for unexpired risks at 

Create additional reserve or plism > (») 

end of the ye, ar were Rs. 1,50 000- f/vl On at the 

claims outstanding were Rs 3 37 000 m ^^^2. the 

^ J Kanpur 1972 Modified] 

me ll^roft Rs. 6,39,700 : Balance of fund Rs 5 19 snm 
10. From the followine balanrj-e * J ns. 19,500} 

m Decembnr,® J^yo^prepa^r-^fM General Insurance 

(6) Marine revenue account, and (c) P?ofi? and loss^SoSm"”^ account : 


«<5oetion of premium 

Bsd dffits IFire') 

Did deb’s (Marine) 

Hirpctors' ficj 
Auditor,' fees 
.8h.,ri' tran-ircr fees 
F’d t'ebtt ffcnvfrcd 

Tire fund (lit Jan 1970) 


ZOOO 

5,000 

IZOOO 

5,000 

1.200 

SCO 

1,200 

2,50,000 


Aooitiona^reservc on 1st Jan. 197( 
Depreciation 

Profit on sale of land 

reinsurance 
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Marine fund fist Jan. 1970) d^.OOO 

Cla/ras patd fFire) I.gO.OOO 

Claims outstanding (Fire) 10,000 

Claims paid and outstanding 

(Marine) 3.80.000 

Commission paid (Fire) 90,000 

Commission paid (Marine) 1,08,000 


Management expenses (Fire) 1,43,000 

Management expenses (Marmel 4.00,000 
Commission on reinsurance ceded 

(Fire) 30,000 

Commission on reinsurance 

ceded (Marine) 60,000 

Commission on reinsurance 

accepted (Fire) 10,000 


(B. Com. Nagpor 1969 ; B. Com. Marathwada 1971 Modified) 


[Profit — Fire Rs. IfiSfiOO ; Loss —Marine Rs. 20,000 ; 

Net Profit Rs. 2,03,100] 

11. From the following ioformation, prepare revenue account of a 
Fire Insurance Company for the year ending December 31, 1970 ; 


R*. 

Fire fund on 1.1-1970 6,00.000 

Premiums received 4,30^000 

Premiums due but not receised 30,000 
Premiums paid for re-msurance 10.000 
Interest, dividends and rent 

(gross) 70,000 

Income tax deducted therefrom 8,000 
Profit on sale of investments 7,000 
Sundry incomes 2,000 

Claims paid during the year 3,80,000 


Rs. 

Claims outstanding on i-1-1970 20,000 

Claims outstanding on 31-12*1970 24,000 

Claims recovered under 

reinsurance 18,000 

Commission to agents 42,000 

Expenies of management 84,000 

Rent prepaid for olfice building 1,000 

Loss on sale of office machines 2.000 

Commission on reinsurance 

accepted 3,000 


Keep a reserve for unexpired risk equal to 50% of (he premiums 
and additiooal reserve of Rs. 80,000. 

(B. Com. pDojab 1971 Modified) 27 1 
{Profit Rs 3,29,000) 


12. On December 31 1967 the books of the Good Luck Insurance 
Co Ltd contatned the following particulars in respect of the fire 
insurance : 


Reserve for unexpired risks 

onDec. 31, 1966 5.00.000 

Additional reserve on 

Dec. 31, 1966 l.OO.OCO 

Claims paid 6,40,000 

Expenses of management (in- 
cluding Rs 30.000 legal ex- 
penses paid la connection 
with claims) 2,80,000 

Re-insurance premium 73,000 


Re-jasurance recoveries 

Rs 

20.001 

Premiums 

ll.30.00o 

Interest and dividend 

64.32” 

laccme tax on abov e 

6.520° 

Profit on sale of investments 

11 CSX) 

Commission 

1.32.000 

Eslimaicd liability in respect 
of outstanding claims : 
On Dec. 31. 1966 

63,000 

On Dec 31. 1967 

90,000 


Prepare the fire insurance revenue account for the year 1967 rc>erv- 
ing 50 per cent of the premiums for uncxpired risks and kecpiciaa 
additional reserve of Rs. 1,00,000, (B. Com. Nagpur 1970) 27-2 

(Profit Rs. 

13. From the following balancesof the Reliable General 
Co Ltd prepare revenue account* of fo) Fjre deparlroent. 
department, and profit and loss account for the year ending 
31, 1959. Ill addition to usual reserves of 50% (Fire 
10)% (Mirine departm^, It) of premiums, addllional rcse^i^^ 
insurance IS to be iQcreas^ by 5% of net premiums- .. 
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(epreciati'on _ Rs* 52,500 

ntercst and dividends, ttc. 
received 

JifTcrence in exchange (Cr) 

"ire fund as on 1-1-1969 
darinc fund as on 1-1-1969 
lad debts (fire) 
lad debts (marine) 

Auditor’s fees 
Directors' fees 
!hare transfer fees 
DIaims outstanding at the begin 
ning of the year (fire) 

DIaims paid during the year 

(fire) 2,00,000 

"laims outstanding at the end 

of the year (fire) 1,60,000 

Claims outstanding at the begin- 
ning of the year (marine) 60,000 


21.000 

450 

3.75.000 

12.30.000 

7.500 
18,000 

1,800 

7.500 

1,200 


75,000 


Claims paid during the year 
(marine) 

Claims outstanding at the end of 
the year (marine) 
Commission paid (fire/ 
Commission paid (marine) 
Additional reserve on 1-1-1969 
ifire) 

Miscellaneous receipts 
Fire premiums less re-insurance 
Marine premiums less re- 
insurance 

Management expenses (fire) 
Management expenses (marine) 
Commission on re-insurance 
ceded (fire) 

Coinmission earned on re-insur- 
ance ceded (marine) 


Rs. 

4.00. 000 

2.30.000 

1.35.000 

1.62.000 

75.000 
7,500 

9.00. 000 

16,20.000 

2,17,500 

6 . 00 . 000 

45.000 

90.000 


(B. Com Advanced Accounting Poona 1970) 27'4 
[Profit : Fire Rs. 1,80,000 ; Loss Marine Rs. 30,000 ; 

Net profit Rs. 1,18,350] 

14. The following figures have been extracted from the books of 
Mational Insurance Co. Ltd. in respect of their marine business for 1975 •; 


{In lakhs of Rs.) 


Direct premium income received 
Reserve for unexpired risks as on 1-1-1975 
Claims outstanding as on 1-7-1975 (net) 

Bad debts 

Income from investments and dividends (gross) 
Rent received from properties 
Investments in Govt, securities as on 1-1-75 
Investments in shares as on 1-1-75 
Commission paid on direct business 
Expenses of management 
Income-tax deducted at source 
Profit and loss account (Cr) balance on 1-1-75 
Other expenses 

Re-insurance premium receipts 
Outst.inding claims as on 31-12-1975 (net) 
Direct claims paid (gross) 

Re insurance claims paid 


50-00 
60-00 
2000 
10-00 
10-00 
5 00 
100-00 
2000 
5 00 
5-00 

3- 00 
1000 

1-25 

5-00 

30-00 

25-00 

4- 00 


Prepare a revenue account, profit and loss acro.it,/ i .t, 
and loss appropriation account for the vear after profit 

following further information : ^ ’'"‘o account the 


( 0 ) 

(c) 

id) 

(0 

(») 


All direct ri ks arc re-insured for 20% of the risk 

re-insurance ceded. 

Proude 25% commt.ssion on re-insurance accepted 
Market value of invc-stments as on 31-12-75 ic nr 
Government securities ' 

Shares 105 lakhs 

18 lakhs 
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Adjust separately for each of these two categories of investment 
(e) Provide 65% for income-tax. [C.A. (Final), May 1976] 

[Profit in revenue account Rs. 18 lakhs, Het profit Rs. 10 35 lakhs. 
Balance tn the appropriation account^ Rs. 20-35 lakhs] 
Hints : (i) From the direct claims paid deduct 20% covered by re- 
insurance. 

(2) From the premium received deduct 20% passed on to re- 
insurers. 

(3) Provision for income-tax : {in lakh Rs.) 

Income as per revenue account 1 8*00 

AddT&x deducted at source (income is not grossed up) 3*00 

21 00 

Provision at 65% 13'65 

Less Tax already deducted at source 3'CO 

Net provisions required 10 65 


15, From the following balances of Hemshah General Insurance Co. 
Ltd. prepare the necessary revenue accounts and the pro&t and loss account 
in respect of the year 1971 : 


Bad debts (fire) Rs. 5,000 

Bad debts (oariae) 10,000 

Auditor’s fees 2,000 

Directors* fees 4;ZOO 

Share transfer fees 400 

Miscellaneous income 1,600 

Fire fund (M-71) 2.30,000 

Marine fund (1-1-71) 8,20,000 

Claims paid (6re) 1,40,000 

Claims paid (marine) 3,00.000 

Commission paid (fire) W,000 

Commission paid (marine) 1,08,000 

Additional reserve as on 

M-71 (fire) 30,000 

Depreciation 15,000 

Interest, dividends etc. received 19,000 


Difference la exchanse (O'.) 
Frofit on sale of land 
Fire premium less rebsurance 
Marme premiam less re- 
insurance 

Masaremenl expenses : 

Fire 

Maxine 

Claims ootstandina on 
1-1-71 (fire) 
outstanding on 
1-1-71 (manne) 
Coommion earned on re- 
insniance ceded : 

Fixe 

Marme 


Rs. 300 
60,000 
6,00.000 

10,80,000 

I.45.D00 

4Wxr. 

•cpz 


(i) The normal reserve Inquired is 50% of net premizstri?^ 
100% of net premium for marme. lo addition, for £re " 

premium is to be provided as additiosal reserve. 

(it) The estimated liabiljty m respect of outslarii?^=^.'^r 
intimated as on 31st Decemb^ 1971 was : Fire, Px. 1/--^' ^ 

Rs. 1,40.000. '*• 

(ii7) The mansgeceut expenses atated above xr" re- 

fer the respertive de p a r t m ents. In additiorn cr — js=r:- .7 6 
Rs 20,000 were incurred whxfc oust beriiarjef”^ 
meats la the ratio of p remi ums received. 
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(n-) The following re insurance premiums 
accepted and ceded respectively have not been mcluded in the abov 
figures : 

Reinsurance accepted Reinsurance ceded 

Fire ' Rs. 25,000 Rs- 20,000 

Marine Rs. 60,000 Rs. 45,000 

(v) The rate of commission in case of fire business is 15% of re 
insurance premium accepted and in case of marine business it is ® 
reinsurance premium accepted. (,B. Com. Bombay 1972 

[Profit : Fire Rs. 100,882 ; Loss : Marine Rs 38,882 ; Net profit Rs. 52, IOC 
Note ; Management expenses have been divided in the ratio o 
6,05,0C0; 10,95,000 i e., 121 :219. 

16 The following balances have been extracted from the books c 
General Insurance Co. Ltd. as on 31st December 1974, who are carryin, 
on only fire insurance business : 


Rs. 


Premium less re-insurance 

Reserve for unexpired risks as on 31st December 1973 
Claims less re-insurance 
Claims outstanding as on 31st December 1974 
Commission on direct business 
Commission on re-insurance ceded 
Commission on re-insurance accepted 
Bad debs 
Foreign taxes 
Rent, rates and taxes. 

Establishment charges 
Audit fees 

Postage and telegram 
Printing and stationery 
Depreciation 
Policy stamp 
Share capital 
General reserve 

Profit and loss app. account (31-12-1973) 

Amount due to other persons carrying on insurance business 80*^ 
Amount due from other persons carrying on ' 
business 
Cash in hand 
Cash at bank 

Deposit with Reserve Bank 
Investments : G. P. Notes 
Shares 

Interest and dividends received (Nell 
Directors’ fees 

Nlaraging Director's reiruncration minimum 
Sundry debtors 
Sundry creditors 
Investment reserve (31-12-1973) 

Motor car, furniture, etc. 


5.00. 000 

2 . 00 . 000 
2,75,000 

75.000 

30.000 

20.000 
10,000 

1,50C 

l.OOC 

12,000 

50.000 
2,000 

1.500 

2.500 

4.000 
500 

5.00. 000 

1 . 00 . 000 
20,000 


insurance 


4.00. 000 
2,600 

1,21,400 

2 . 00 . 000 
2,50,000 
1,00,000 

15.000 

2.000 
18,000 

50.000 

20.000 
60,000 
56,000 
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The followins further particulars are available : 

(1) Claims less reinsurance, Rs. 2,75.000 has been arrived at after 
taking Into account claims paid, a^d also outstanding claim of Rs. 50,000 
as on 31st December 1973. 

(2) Reserve for unexplred risks to be kept at 30% of the premium 
income. 

(3) Share capital is composed of 50,000 equity shares of Rs. 10 

each. 


(4) Market value of investments as on 3Ist December 1974 was 
Rs. 2,80,000. 

(5; Provision for l&xatioo to to made at <0%. 

You are required to prepare the 6re revenue and profit and lots 
appropriation accounts for the year ended 3Itt December 1974 and to 
draw up the balance sheet as on that date. |C A. (Flotl) May 1975] 
[Revenue aeeount pro/it Rs. 75,000, Balance in the appropriation account 
Rs. 46,000, Balance Sheet total Rs. 11,80,000] 
17. The account of the Mutual Benefit General Insurance Co. Ltd. 
has extracted a few items from the trial balance of the company as at 
December 31, 1971 and has requested you to prepare necessary accounts 
in the statutory forms to disclose the profit or loss for the year I971* 
The items extracted are as follows ; 


Directer'i fee* 
Dividends received 


77.000 

25.000 


laierest received Ri 9,OCO 

Fixed assets (Jisoary 1. 1971) 10,000 


(January 1, 1971) 75.000 


Marine 

Rs. 

Outstandinx claims as on January t. 1971 

15.000 

5.000 

Claims paid 

45.000 

23.000 

Reserve for unexpired risk (Jaauary 1, 1971) 

50,000 

37.000 

Premiums received 

1,35.000 

79.000 

Commission to agents 

15,000 

10.000 

Expenses of management 

19,070 

7.000 

Reinsurance premium (Or.) 

13,000 

3,000 


The following points are also to be taken into account : 

(o) Depreciation on fixed assets at 10% to be proviucd. 

(6] Intctesi accrued Rs 2,000. 

(c) The directors have decided that the provision for taxation 
should stand at Rs 40,000 as on December 31, 1971. 

{d) Claims outstanding as on December 31. 1971— Fire Rs. 5,000; 
Marine R<. lOOO. 


(e) Premiums outstanding as on December 31. 1971— Fire Rs. 
,12,000; Marine Rs. 8,000. 

f/l Reserve for unexpired risks to be kept ; Fire ^0% 
miums ; Marine 100% of the premiunw (Marathwtfl* . 

[Profit Fire Rs. 45,000 ; Loss : Afarinc Rs. 7,000 ; AV/ /-rr/fi RJ- 51,^1 
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(iv) The following re-insurance premiums in respect of business 
iccc^d and ceded r^pectivcly have not been included in the above 
igures : 

Reinsurance accepted Reinsurance ceded 
Fire ' Rs. 25,000 Rs. 20,000 

Marine Rs. 60,000 Rs. 45.000 

(v) The rate of commission in case of fire business is 15% of re- 
insurance premium accepted and in case of marine business it is 10% of 

reinsurance premium accepted. (B. Com. Bombay 1972) 

{Profit ’. Fir<t Fs. 100,882 \ Loss : Marine Rs 38,882 ; Net profit Rs. 52,100] 
Note : Management expenses have been divided in the ratio of 
6,05,000: 10,95,000 le., 121 ;219. 

16 The following balances have been extracted from the books of 
General Insurance Co. Ltd. as on 3 1st December 1974, who are carrying 
on only fire insurance business : 

Rs. 


Premium less re-insurance 

Reserve for unexpired risks as on 31 st December 1973 
Claims less re-insurance 
Claims outstanding as on 31st December 1974 
Commission on direct business 
Commission on re-insurance ceded 
Commission on re-insurance accepted 
Bad debs 
Foreign taxes 
Rent, rates and taxes. 

Establishment charges 
Audit fees 

Postage and telegram 
Printing and stationery 
Depreciation 
Policy stamp 
Share capital 
General reserve 

Profit and loss app. account (31-12-1973) .ty wu 

Amount due to other pcrsoiis carrying on insurance business 8o!o00 
Axiount due from other persons carrying on insurance 


5.00. 000 

2 . 00 . 000 
2,75,000 

75.000 

30.000 

20.000 
10.000 

1,500 

1,000 

12,000 

50.000 
2,000 

1.500 

2.500 
4,000 

500 

5.00. 000 

1 . 00 . 000 

20.000 


business 
Cash in hand 
Cash at bank 

Deposit with Reserve Bank 
Investments : G. P. Notes 
Shares 

Interest and dividends received (Net) 
Directors’ fees ' 

Managing Director's reir uncration minimum 

ountliy debtors 

Sundry creditors 

ln\cstmcnt rcsersc (31-12-1973) 

Motor car, furniture, etc. 


4.00. 000 
2,600 

1,21, <00 

2 . 00 . 000 
2,50,000 
2,00,000 

15.000 

2.000 
18,000 

50.000 

20.000 
60,000 
56,000 
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The follo^ins further particulars are available : 

(1) Claims less relnsuraace, Rs. 2,75,000 has been arrived at after 
taking into account claims paid, a«d also outstanding claim of Rs. 50,000 
as on 31st December 1973. 

(2) Reserve for unexpired risks to be kept at 50% of the premium 
income. 

(3) Share capital is composed of 50,000 equity shares of Rs. 10 

each. 


(4) Market value of investments as on 3Ist December 1974 wai 
Rs. 2,80,000. 


(S) Provision for taxation to be made at (0%. 

You are required to prepare tbe fire revenue and profit and lots 
appropriation accounts for the year ended 31sf December 1974 and re 
draw up the balance sheet as on that date. IC A. (Final) May 1975] 
[Revenue account profit Rs. 7S.000, Balance in the appropriation account 
Rs 46,000, Balance Sheet total Rs. JJ,S0,00O] 
17. The account of the Mutual Benefit General Insurance Co. Ltd. 
has extracted a few items from the trial balance of the company as ai 
December 31, 1971 and has requested you to prepare necessary account: 
in the statutory forms to disclose the profit or loss for the year 1971. 
The items extracted are as follows ; 


DirectOf’i fee* 
Dividends received 
Provision for tssatioo 
(lanuary 1. 1971) 


Rs 27.000 Interest received Ri 9.000 

25.000 Fix^ assets (lanoary 1, 1971) 10,000 

Income las paid durmi the year 50,000 

75.000 


Outstandina claims as on January 1, 1971 
Claims paid 

Rererve for vaexpUed risk (/aouary i, I97J) 

Premiums received 

Commission to agents 

Expenses of nanagenient 

Reinsurance premium [Dr.y 



Marti* 

I^a. 

Ra. 

13,000 

3,000 

45.000 

2).000 

50.000 

37.000 

1,33.000 

79.000 

15,000 

10.000 

19,000 

7.000 

13.000 

3,000 


Tbe following points are also to be taken into account : 

(fl) Depreciation on fixed assets at 10% to be proviued. 

(b) Interest accrued Rs. 2,000. 

(c) The directors have decided that the provision for taxation 
should stand at Rs 40,000 as on December 31, 1971. 

(d) Claims outstanding as on December 31, 1971— Fire Rs. 5,000 , 
Marine R<. lOOO. 

(e> Premiums outstanding as or December 31, I971--Fjre Rs. 
,12,000; Marine Rs. «,000. 


(/) Reserve for unexpired risks to be kept : Fire .^0% of O'®! 
miums ; Marine 100% of the premiums. (Marathwada 1972) ^ 

[rn,flf ; Hrc Rs. 45,000 ; Lots : Afarinc Rs. 7,000 ; hlet profit Rs. 31,000] 
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Commission : Dr. 

Fire 34,800 

Marine 24,700 

IncomMax on interest 2,900 

Directors' fees and travelling expenses 5,800 

Depreciation on Furniture 400 

Contribution to staff provident fund 1,500 

Securities deposited with Reserve Bank of India 12,59,100 
Co-operative Land Mortgage Dank debentures 2,93,500 

Interest accrued 3,600 

State Government loans 1,52,000 

National Savings Certificates 90,000 

Shares in companies 40,000 

Premiums outstanding : 

Fire 70.400 

Marine 59,600 

Sundry deb'ors 19,300 

Fixed deposit (Staff Security) 7,200 

Fixed deposit (Emp. P. F. Investments) 7,000 

Cash and bank balances 65,400 

Furniture less depreciation 3,200 

Library Books 1,000 


Reserve for unexpired risks : 
Marine 
Fire 

Premiums less re^iosuracce 
Fire 
Marine 


Cr. 


1,22,000 

65.100 

1,65.300 

1,11,800 


Additional reserves : 

Fire 

Marine 

Claims outstanding at the commeoerment : 
Fire 
Marine 

Interest on investments 
•Miscellaneous receipts 
Share capital— 1 ,40,000 shares of Rs. 10 each 
General reserve 
Staff security deposit 
Staff provident fund 
Sundry creditors « 

Contingency reserve 
Investment lluctuation reserve 


71,400 

7,500 

1,900 
100 
25.700 
100 
14,00,000 
1,27.800 
7.200 
7.000 
1 .60.000 
20,000 
14,000 

Rs. 06, 900 23,06,900 


(1) Estimated Liability in respect of claims oulsUndmg at 
of the year was as under : 


Fire 

Marine 


Rs. 2,600 
Rs. 9.400 
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(2) You ore requested to make following provisions ; 

(/) Rs. 10,000 for survey expenses for marine insurance claims. 

(?7) Rs. 20,000 for provision for taxation. 

(3) Provide in ease of Fire Insurance for Additional Reserve for 
nexpired risks at 10%ofthcnct premium in addition to the opening 
alance. 

(4) In respect of fire insurance, a rcinsuiance premium paid Rs. 
0,C00 a claim of Rs. 10,000 covered by reinsurance and commission at 
% on reinsurance ceded have still to be accounted for. 

(5) Market valuc'of the investment Rs. 18,25,500. 

(6) Reserve for unexpired risks should be 50% of the premiums 
css reinsurances in case of Fire Business and 100% of the premiums less 
reinsurances in Marine Business, 

You are required to prepare the Revenue Accounts and Profit and 
Loss Account for the year ended 31st December 1973 and the Balance 
Sheet as on that date. [C.A. (Inter) May 1975) 

[Profit : Fire Rs. 620, Marine Rs. 7,100, Net Profit Rs,.l,920 

Balance sheet total Rs. 20,82,8001 
20. From the following trial balance as on 31-12.69 t rawn from 
the books of Calcutta Gcner.,1 Insurance Co Ltd and with the help of the 

further information, draw up the separate revenue accounts, profit and 
loss appropriation account for 1969 and a balance sheet as on 31-12.69. 


Dr. Balances Rs. 

Claims paid less re-insurances ; 

Fire 2,00.000 

Marine 73,000 

Miscellaneous 1,30,000 

Commission paid 

Fire 43,000 

Marine 30,000 

Miscellaneous 37,000 

Expenses of management ; 

Marine 24,000 

Fire 30.000 

Miscellaneous 22,000 

Investments (at cost) : 

Deposits with Reserve Bank 
oflnJia (Central Government 
Securities) 1,00.000 

Centra! Government 


Securities 6,50,000 

State Government Securities 2,00 000 
Fully paid shares of joint- ’ 

stock companies 50 ooo 

Interest accrued but not due 5,000 
Amounts duo from other insurers 85 000 
Furniture (cost Rs. 8,000) 7’000 

Building (cost Rs. 1,50,000) 1.40’000 

Cash in hand 8*200 

Cush at bank in current account 2,50,000 


Cr. Balances 
Snare transfer feet ■ 
Comj)ens8tion from Life Insu- 
rance Corporation (Transfer 
to profit and loss account] 
General reserve 
Share capital (equity shares of 
Rs. 10 each) 

Balances of funds ai on 1-1-69 : 
Fire 
Marine 
Mi.tcellaneous 

Premiums less te-insuranccs : 
Marine 
Fire 

Miscellaneous 
Unclaimed dividend 
Amount due to other insurers 
Sundry credittis 
Profit .and loss account 
(Balance on 1-1-69) 

Interest and dividends (net) 

(not relating to any fund) 
Investment reserve 
Outstanding claims as on 1-1-69 
Marine 
Fire 

Miscellaneouo 


Ra. 

200 


2.00.000 

50,000 

3.00. 000 

2.50.000 

50.000 

1 . 00 . 000 

2 . 00,000 

3,00,000 

2.50.000 
5.000 

1.75.000 

25.000 

30.000 

20.000 

50.000 

10.000 

30.000 

20.000 
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Coninuuioa on refosortnce 
ceded : 

Fife 

Manse 

Miscelljneoua 


15.000 

18.000 
10.000 


Further information : 

(a) Outstanding claims as on 31-12-69 (less re-msurances) : 

Ftre Rs, 40,000 

Marine Rs, 20,000 

Miscellaneous Rj. 25,000 

tb) Market value of investments on 31-12-69 Rs. 8,90,000. 

(c) Depreciation on furniture @ !0 per cent and on building @ 2 
per cent to be charged to profit and loss account. 

(d) Reserve for unexpired ri»ks to be provided 50 per cent of the 
premium income for the year. 

(e) Transfer to general reserve— Rs 2,00,000. 

(/) Ignore taxation, (I C.W.A 1965) 27'8 

(Profit . Fire Ri IJOfiOO, Marine Rs. 29,000, Miscellaneous Rs 21,000 ; 
Net profit'Rs. 3,36.400 , Profit and loss appropriation account Rs. 1,66,40 ') ; 

balance iheet total Rs. 14,91,4001 
Note* . t. Depreciation has "-n* '-d or. cost, 

2. Reserve for unexpired n$k on marme business also bas been 
calculated at 50% of net premiums. 


SUGGF5TCD RCADING 

1. Insurance Acr 193S 

2. Life hsurancr Corpo'afion Act, 1956 

3. Accow’tar i-’,V.I.'.am Picnics 
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Double Account System 


So far we have adopted a single account system of presenting annus 
iinancial statements (final accounts). It is a system where annual financia 
statements include trading and profit and loss account and one balanc 
sheet. Single account system must not be confused with single entr 
system. Single entry system is a defective double entry system whil 
single account system only says that annual financial statements of a nrr 
include one balance sheet. Thus a firm, whether having double entr 
system of single entry system, is said to have single account system if 
puts forth owe balance sheet while presenting its annual financial stab 
ments. 
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Double account system is a system of presenting annual financi 
statements where a firm prepares tiro balance sheets instead of one. Agaii 
double account system must not be confused with double entry systcr 
Double entry system is the system of recording transactions in bool 
while double account system is the system of presenting annual financi 
statements. A firm presenting its annual statements on double accou: 
system-keeps its books of accounts on double entry system. 


Double accounts system is used in England by public utility orgar 
sations such as railways, electricity, water and gas undertakings. The: 
public .utilities enjoy monopolistic rights in their business of renderir 
service to the community. There are special Acts of Parliament regula 
ing such business and the Acts also provide the manner in which the: 
undertakings will have to present the accounts. The main features < 
double account system are as follows : 


(0: The undertakings which adopt this system of presenting the 
final . becounts require a large amount of fixed capital. This capital 
permanently invested in fixed assets and it cannot, ordinarily, be tab 
back from the business. A large part of the capital is raised from tl 
public and hence the undertaking has a moral responsibility to give f\ 
information to the public as to the sources from which the fixed capil 
was raised and how the amount was utilised on account of the importan 
of the;fixed capital and fixed assets, the details regarding current asst 
and current liabilities are separately dealt with. This is done by solittf 
the balance sheet into two sections : (o) Statement of receipts and expe 
account, and (h) General balance sheet. The balance 
capital account, is carried to the general bS 
..IS - because of this feature that this system is called ‘Doul 
Account system. It should, however, be understood thlt aSuSfne 
kept on the basis of double entry book-keeping only, ^ 
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(ii) profit and loss account is renamed as revenue account and 
profit and loss appropriation account ?s net revenue account. 

(fil) Depreciation is not shown as a deduction from fixed assets. 
Thus fixed assets are shown at otigiral cost pfus additions ilurirp the 3ear 
and depreciation is provided hy creatinp reserves and other funds which 
appear on the liabilit) side of the general balance sheet. 

(iv) General reserves, sinking fund, depreciation fund, investment 
fluctuation fund, balance of ret revenue avtount, vapilal reserve are shown 
in the general balance sheet on the liability side. 

(v) Loans and debentures are treated as capital and shown in the 
capital account. Consistent wnh th‘s procedure interest on loans and 
debentures is debited to Net Revenue Account as an appropriation of 
profits. 

(vO Discount and premium on issue of shares and debentures are 
permanently retained as capital items. 

(vfV) Renewals are provided for out of current revenue. 

(v/ij) The capital account shows the total expenditure to date on 
assets which m.ay or rrav not he in existence at the date of the account. 

(/x) The published accounts arc accompanied by voluminous statis- 
tical returns and statements. 

(.v) In the capital account and a'so the gei eral balance sheet the 
prefixes *to’ and 'by' are used 

Differences between Single Accoeat and Doehlc Account System : 

1. All transactio s it.-dei the double account system are recorded 
on the same principles of double entry a> are followed by anv undertaking 
keeping Its accounts urder «hc single uicoui i vystem It is only in the 
presentation of final accounts to the public that the double account 
5)ste. II dt.i'crs from the single account sjMcm Dnder the single account 
system only one balanic sheet •• prepared in the form of a stale.T.cnt of 
assets and Labilities hut under the double account system the balance 
Sheet is prepared ard prevented m two p.uis, wj.. capii.il account and 
general balance sheet. 

2. The main puiposcorprfpariig the balance sheet under single 
acvouri sys'ein is to %lu-v. the firtncicl po'iticn of the concern on a parti 
ciilar dale but in the case of dcuble account *ystem the mam pu-posc is 
to show the amount of capital received and how the same has ben inves- 
ted in fixed assets. 

.1. Under single account syitem r.'vets are shown in the balance 
sheet after deduction of depreciation from the voncerned avscis. i'nder 
double account svMcm the lived assets are always shown in the capital 
account .-a their origMal cot wittiout deducting any depre^muon there- 
from. They are not written down in tie nooks year after year. Depre- 
ri.ilioii on these as cis is, hov.evcr; provided for by th,.r: ng tl e amount 
«*r<’uprcci.u»i'ii t«« rcvtnuc anoint iserv' .-eir and errdit rg a ti the 
dcprevt.ition land accotr . 'Me depreiiatrn f.nd i» in'c-tvd m vutsidc 
vcstritic, whuh afe irviitc.l n<‘iepfccinion Lmd invcstmtnts. The dvprc- 
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ciation fund and the corresponding investments arc shown in the general 
balance sheet. 

4. Under the single account system the revenue accounts arc called 
the profit and loss account and the profit and loss a ppropriation 
unt.^ They take the form of revenue account and net revenue account 
respectively under the double account system. 

Advantages of Double Account Sj’stem 

1. The capital account is in the nature of cash account. It readily 
discloses the sources of capital and the manner in which the capital 
is used in the form of assets and the cash balance left, pc account is 
easily understood even by persons who do not have special knowledge of 
accounting. 


2. Depreciation fund is compuhorily created and invested m 
securities. This helps in the replacement of assets without affecting cash 
resources of the undertaking. 


3. Public utility concerns which ailopl the double account system 
enjoy monopoly rights granted by the State. The prescribed form of pre- 
senta* '>on of accounts enables the State to ensure that the concern renders 
the most efficient service at reasonable cost. 


4, Revenue Account is concerned purely with the operating activi* 
ties of the undertaking. AH items which are extraneous to the actual 
working of the concern are taken to the net revenue account. 

5. The standardisation of the form in which the accounts arc pub- 
lished enables the undertaking to compile easily many statistical return: 
refiecting the services rendered to the public. 

The double account system comes in for criticisms on the following 
grounds ; 


I. Ail assets are shown in the capital account at cost and hence the 
balance sheet docs not reveal the true position. It may be stated in reply 
to this criticism that while the assets remain at cost, a depreciation fund 
is built up to cover obsolescence and wear and tear of the assets. 


2. The capital account includes expenditure on promotion of Par 
liamentary bills and preliminary expenses. This holds good in the cas' 
of single account system also, 

3. Capital Account includes assets having very hort life. Sue' 
assets appear in the account even after they are reduced to scrap value. 

4. The repairs and renewals arc charged to revenue acccunt of th 

same period in which they are incurred. This involves little or no expen 
ditiire in^ some years and very heavy expenditure in others. Therefore 
each year’s profits and losses are incorrectly stated. In order to equalis 
Itic burden to revenue over the different year, some undertakinss main 
t renewals reserve Particular attention to this questioi 

siould be na;d m the early years of the undertaking because actiu 
r- vviU he very small during siu h periods. 

5 It is not always possible to calculate e.xactlv the amount to b 
charged to revenue on replacement of an asset by the cotisinicl.-on of 
new and improved asset. 
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6. The general public cannot easily understand the accounts and 
the accompanving statements. 

FINAL ACCOUNTS UNDER TKIS SYSTEAt 

The final accounts prepared under this system normally comprise 
{/) Revenue Account, (it) Net Revenue Account. (Hi) Capital Account and 
(»■) General Balance Sheet 

(0 Revenue acconnt It is like the ordinary profit and loss account 
of any trading concern, shoeing on the debit side all items of expenditure 
and showing on the credit side all items of income. It may be noted that 
depreciation is debited to revenue account and credited to the depre- 
ciation fund account and not to the asset account concerned 

(/() Net Revenue Account. It is similar to the profit and loss 
appropriation account of a trading concern with the exception that 
interests on loans and debentures are shown on the debit side of the net 
revenue account as if they are appropriations out of profits. Such a 
treatment is given because debentures and loans are considered as a patt 
of the capital of the concern and shown in the capital account along with 
fixed assets This is in contrast to the praciicc followed in trading con- 
cerns whose interest is considered as a charge against profits and hence 
debited to profit and loss account. 

(Hi) Capital Account. The mam purpose of this account is to show 
the total capital and its sources and the application of this capital m the 
investment of fixed assets for the purpose of carrying oo the business of 
the undertaking It is also called the receipts and expenditure on capita! 
account. It discloses the receipts from the issue of shares, debentures and 
loans and the expenditure out of such receipts on tbe acguisition ofatid 
additions to fixed assets. Tbe caoital account is preparad in a columnar 

- • .« ... *-■ «k^ e>/4* fh* ^^St 

• . • . Ig- 
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shown in three columns oo the other side. 

Preliminary expenses on formation are treated as capital expenditure 
and shown on the expenditure side of the account. Premium received on 
issue of shares and debentures is shown on the receipts side. The dis- 
counts on issue of shares and debentures are deducted from the proceeds 
of such issue and only the net amount is shown. 

The balance of the capital accounits carried down and shown as a 
separate item in the general balance sheet. In the case of electricity supply 
companies the total capital receipts and the total capital expenditure are 
shown in the General Balance Sheet instead of only the balance. 

(iV) General Balance Sheet. The general balance sheet displays the 
balance of capital account on the appropriate side and the current assets 
and liabilities. In the case of electricity supply companies total of the 
.. .. , • ^ and the total 

*. in the usual 

i' • fund, current 

liabilities and other credit balances and on the right hand side the floating 


assets and other debit balances. . . 

Prescribed forms. As problems given in the examinations are »u 

based on the old forms, both the old and the new forms are giv«i_^r 

convenience of students. 
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A. OLD FORMS 

The forms given below are the statutory forms under the Indiah 
Electricity Act of J910. 

REVENUE ACCOUNT 
For the year ending 


A. Generation j Rs- 

1 - 

1. To Fuel 

2. To Oil wastage, water etc 

3. To Salary of engineers 

4. To Wages and gratuities 

5. To Repairs and maintenance 


i 

B. Distribution I 

1. To Salary of engineer^ 

2. To Wages and gratuities I 

3. To Repairs and maintenance i 


C. Public Lamps 

■ J. To Attendance and Repairs 

2. To Renewals 

D. Rent, Rates and Taxes 

1. To Rents Payable 

2. To Rates and Taxes 

E. Management Expenses 

1. To Director’s Remuneration 

2. Management 

3. To General Establishment 

4. To Auditor of the Company 

P. Law Charges 
1. To Law Charges 

G. Depreciation 

1. To Lease 

2. To Buildings 

3. To Plant 

4. To Mains 

5. To Meters etc. 


H. Special Charges 

1 To Bad Debts 

To Balance carried to Net 
Revenue Account 

Rs, 


Rs. 

1. By Sale of energy for lighting 

2. By Sale of energy for power 

3. By Sale of energy under 
special contracts 

4. By Public lighting 

5. By Rental of meters 
6 By Rent receivable 

7. By Transfer fees 

8. By Other items 

9. By Miscellaneous receipts 

10. By Sale as ashes 

II- By Reconnection and dis- 
connection fees 


Rs. 
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RECEIPTS AND EXPENDITURE ON CAPITAL ACCOUNT 
For the year endrd 










S|SS”S™ 

"b.teffi''' “ e«M 


net RBVBNUE account 

ending, 

' Ri~T~ ■■■ 


Rs. 




f set”? <■'<’» 1.S. 

' '"■”> -eve. 

[ Ey b!S"' ali’S feeeunt 

' baiance sheet *” sencral 


WusfrafioD 1. From *1. *’'===/ R 

appearing in the lerfop following balan I 


^quity share 
debentures 

^ands on 31.I2.iQ<n 
M?cWb”“,?5"|J S'i'JS 1>™ 




?®P«ciation fuL 
’“adry debtors for r 
supplied ^ '“"eut 
''a« debtors 

»lution ; 


/ Salh * 

asf or 

“■S I & »f ‘“fifei'f'S'y 


20,000 I 

"■«» Div'gd?'’"’'»>u.« 


R*. 
700 
300 

3.000 
600 
400 

1.200 

2.000 
13.200 

300 

1,000 

2.000 

2,850 


(Adapted fron, g ^on, 

^ , revenue Acror ’ Andhra, 1970^ 

fZ!t^enr ended 

£s«r““ eS/ 

account “ aet revenue / 

___ J5,300 / 

1,000 n ^ ~~~- 

2.«,„ — Hr 


'deiids” ‘^^^^atures 
a«ce shSt*'* *° General 



6,300 
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RECEIPTS AND EXPENDITURE ON CAPRAL ACCOUNT 
For the year ended December 31, 1910 


Expenditure 

■B „ 

^ S a 

Pl^: 

1 

III 

1 

K 

& ^ 

1 ^ 1 

Receipts 

0- H 

a 

2 5-a •- 

1 

1 

Is 

3> 

*1 

1 

To Lands 

To Machinery 

To Mains 

1 Ri 

15.000 

60.000 
20,000 

1 K«, 
500 

1 500 

1 9.100 

i 

1 Rs. 

15.500 
j 60.500 
25.100 

By Equity capital 
By Debentures 

By Balance of 
capital account 

ToUI 

Rs 

54,900 

20,000 

Rs 

Rs 

34.900 

20,000 

74,900 

“ 

74,900 

26,200 

Total 

S5,000 

6,100 |l,0t.l00| 

74,900 

1 

1,01,100 


GENERAL BALANCE SHEET 
As on December 31, 1970 

~£iebihiies"~^ ^ ^ ^ Assttt^ ^ ...*^ 4 : 


• ■ M 

I Cash SCO 

Rs. LW.Tso R3. I.M.ISO 


niustratloD 2. The following is the trial balance of The Social Electric 
Lighting Co. Ltd. for the year ended December 31, 1970 : 


Dec. 31, 

1969 

Dec. 31, 

, 1970 



Dr. 

Cr. 


Nominal capital 10,000 shares of Rs. 50 each 


1,00,000 

Subscribed~S.OOO shares, Rs. 25 paid 


1,25,000 

75,000 

Debentures, 6% interest 


75X»00 

5,600 

Depreciation i^und 

5,000 

5,000 

_ 

Calls in arrears 


46,500 

Freehold land 

46,500 


20,000 

Buildings 

25,000 


30,000 

Machinery at station 

50,000 


25,000 

Mains 

40,000 


5,000 

Transformers, Motors, etc. 

10.000 


2,500 

Meters 

7,500 


1,500 

Electrical instruments 

2,000 


8,000 

General stores (cables, mains, etc.) in stock 

11,750 


2,250 

Office furniture 

1,250 


Coal and fuel ' 

9,500 



Oil, waste and engine room stores 

3,750 
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Coal, oil waste, etc. in stock 
Repairs and replacements 
Rates and taxes 

Salaries of secretary, manager, etc. 
Wages at station 
Directors’ fees 

Stationery, printing and advertising 

Incidental expenses 

Law charges 

Sales of meters 

Sales by contracts 

Meter rents 

Sundry creditors 

Sundry debtors 

Cash in hand and at bank 


500 

2.500 

1.500 

7.500 
15,000 

5.000 

3.000 
500 

1.000 


15,000 

16,500 


43.750 

25,000 

1,500 

5,000 


Rs. 2,80,250 2,80,250 


(1) Provide depreciation on : 

Building 2|% ; Machinery 7i% ; Mains 5% ; Transformers etc. 10%, 
Meters 15%.' 

(2) A call of Rs. 5 per share was payable on 30th June, 1970 and 
arrears are subject to interest at 5% per annum. 


Prepare revenue account and capital account for the year ended 
^•December 31, 1970 and balance sheet as on that date. 

^ (B, Com., Madras, 1971) 


REVENUE ACCOUNT 
For the year ended December 31, 1970 


To Coal and fuel 
To Oil waste and engine room 
stores 
To Salaries 
To Wages 
To Directors' fees 
To Stationery, etc. 

To Incidental expenses 
To Law charges 
To Rates and taxes 
To Repairs and replacements 
To Depreciation : 


Building 500 

Machinery 2,250 

Mains 1,250 

Transformers 500 

Meters 375 


Rs. 


9.500 

3,750 

7.500 
15,000 

5.000 

3.000 


By Sales of meters 
By Sales by contracts 
By Meter rents 


500 

1,000 

1.500 

2.500 


To Balance carried forward to 
general balance sheet 


4,875 

16,125 


Rs. 70,250 


Rs. 

43,750 

25,000 

1,500 


Rs. 70.250 
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RECEIPTS AND EXPENDITURE ON CAPITAL ACCOUNT 
For the year ended December SI, 1970 



Illustration 3. Lunar Co. Ltd, bas an authorised capital of Rs. 
divided into 10,000 equity shares of Rs. 100 each. The foUovinr .2 ^ 
Trial Balance extracted from the books of the company s =r 
December 1978. 

Trial Balance 


Equity share capital fully called 
Calls in arrears 
6% Debentures 
Creditors 
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Reserve fund 
Debtors 

Reserve fund investments (market value 53,000) 
Depreciation fund ; 

Machinery 

Buildings 

Vehicles 

Fixtures 

Profit and loss account 
Machinery (1-1-1978) 

Addition during the year 
Buildings (1-1-1978) 

Additions during the year 

Stock 

Fixtures 

Vehicles 


90.000 

95.000 

50.000 


1.25.000 
10,000 

2,00,000 

25.000 

2.60.000 

10.000 
50,000 


50,000 


15.000 

10.000 
8,000 
2,000 

62,000 


9,17,000 9,17,000 


You are required to prepare the balance sheet under (/) single 
account system and (//) double account system. 

Solution ; 


(i) Single account system 

BALANCE SHEET as at 3Ist December, 197S 


Capital and Liabilities 
Share capital ; 

1 

Rs. 

Authorised capital : 

10,000 equity shares 
of Rs. 100 each 

10,00,000 

Issued and subscribed capital : 
6,000 equity shares of 

Rs. 100 each 

6,00,000 


Property ondyissets 


Called up capital : 

6,000 equity shares of Rs. 100 
each fully called 6,00,000 

Less calls in arrears 2,000 


Reserves & surplus : 
Reserve fund 
Profit and loss account 
Secured loans : 

6% Debentures 
Current liabilities : 
Creditors 


■ 5,98,000 


50.000 

62.000 


1,00,000 

70,000 


Rs. 8,80.000 


Fixed assets 

Buildings 

Additions 


2,00,000 

25,000 


Less Dep. 


2,25,000 

10,000 


Machinery 

Additions 


1,25,000 

10,000 


2,15, 


Less Dep, 


1,35,000 

15,000 


Fixtures 
Less Dep. 


10,000 

2.000 


1,2C 


Vehicles 
Less Dep. 


50,000 

8,000 


Investment : 

Reserve fund investment (market 


value 53,000) 
Current assets : 
Stock 
Debtors 
Bank 


Rs. 8.80,0 
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(it) Doable accooni system 

RECEIPTS AND EXPENDITURE ON CAPITAL ACCOUNT 
for the year ending 3Ist December, 1978 



Llabihiiti 
To Cftpltal account receipt! 
To Reserve fund 
To DeprecialioQ fund 
To Net revenue account 
To Creditors 


R4 Assetf 

6,99.000 By Capita] account 

50.000 expenditure 

35.000 By RF lavestment fmarket 

62.000 «!ue R». 53.000) 
%.000 By Sipci: 

By Debtors 
By Bank 


B. NEW FORMS 

The new forms arc prescribed tn aoDexurcs IV aod V of the Indian 
Electricity Rules, 1956^ Annexure IV deals with technical and financial 
particulars. Annexurc V deals with forms of accounts The electricity 
companies are now required to prepare their accounts in the forms given 
below. The accounts are to be prepared every year for the year ending 
31st March and submitted to the State Governments. After going 
through the new forms given below, an intelligent student would make 
out (hat the capital account as well as revenue account are split into tno 
statements each and the forms Ore more lietaihd than before The table 
below gives a ready comparison of the old forms with the forms now 
current. 



• Theie rule* arc framed under the Eleetricify (Supply) Aci of 
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Tiere are also other staternenls which form part of published 
accounts under ‘Electricity Rules, 1956. They arc 
(5) Statement of provision for depreciation. 
f6) Statement of cofitirgency reservetund 

(7) Statement of tariffs ard dividerd control reserve account. 

(8) Statement of consumers rebate reserve account. 

(9) Statement of special appropriations permitted by the State 
Government. 

ANNEXURE IV 

Summary , of Technical and Financial particulars far the year ended 
31st March, 19 

[See Rule 26 (3)] 

A. TECHNICAL— 


1. Year of working. 

2. Area of supply in square miles. 

3. Approximate population in the area of supply. 

4. Installed capacity : 

(a) Generating plant (excluding retired plant). 


(i) Hydraulic kW 

(//) Steam kW 

(///) Internal combustion kW 

Total kW 

(b) Receiving Station 

Transformers kWA 

5. Normal maximum demand on the system kW 

6, kWh generated : 


(i) Hydraulic 
(n) Steam 

{Hi) Internal combustion 
Total 

7. kWh used for Generating Station Auii'iliaries. 

8. kWh purchased from other agencies. 

9. kWh available for sale (6— 7)-f g. 

10. kWh supplied free fif any) to officers and staff. 

■11. kWh supplied free (if any) to offices, canteen, etc 

12, kWh sold, 

13. kWh unaccounted for (9~(]0+ll + l2)]. 

, W « Cod and/or fursace oil consumed in tonnes 

rurn2or“' of oonl and, 

iurnace oil consumed. 
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'' (HI) Oil consumed io tonnes. 

(b) (i) Oil consumed in tonnes. 

(//) Average caloriSc value per kg. of oil consumed. 

(//O .Average cost of oil per tonne. 

15. Lubdcating oil : 

(fl) Quantity consumed (litres). 

(6) Average cost per litres. 

16. Consumers: No connected load kW. 

(а) Domestic or residential. 

(б) Commercial. 

(e) Industrial. 

(/) Low and medium voltage. 

(i7) High and/or extra high voltage. 

Total 

17. Segregation of kWh sotd-~ 

(/) Domestic or residential : 

.. "(a) Lights and fans. 

(6) Heating and small power. 

(//) Commercial : 

•(a) Light and fans. 

(6) Heating and small power. 

(ii'O Industrial power : 

(а) Low and medium voltage 

(б) High voltage. 

(/v) Public lighting. 

(v) Traction. 

(vi) Irrigation. 

(vii) Public waterworks and sewage pumping. 

(viVt) Supplies in bulk to distributing licensees. 

B FINANCIAL— 

1. Share capital (paid'Up). 

2. Loan capital Rothes than loans advanced by the Slate Ele2.'-=<? 
Board), 

3. Licensee’s capital (1+2). 

4. Total capital expenditure. 

5. Capital base (vWe paragraph XVII (1) of the Sixth 
Electricity (Supply) Act, 1948). ^ 

* iDcludiog unmetered nupply. 
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6. Reasonable return [vi* paragraph XVH (9) of the Sixth Sche- 
dule to the Electricity (Supply) Act, 1948]. 

7. Clear profit [vide paragraph XVII (2) of the Sixth Schedule to 
the Electricity (Supply) Act, 1948]. 

8. Maximum sum permissible for distribution to share and dcbcn- 
turcholders [vide paragraph II (1) of the Sixth Schedule to the 
Electricity (Supply) Act, 1^8). 

9. Actual sum available for distribution to share and debenture- 
holders. 

10. Item (9) expressed as a % of item (3). 

11. Item (9) expressed as a % of item (4). 

12. Item (9) expressed as a % of item (5). 

13. Dividend declared for the year : 

(a) On ordinary shares. 

(b) On preference shares. 

14. Market price of shares, 

(a) Ordinary shares. 

(b) Preference shares. 

1 5. Operating revenues (vide Statement HI— Annex ure V), 

16. Operating expenses i-cluding depreciation (v/de Statement IV— 

Annexure V). 

17. Depreciation set apart for the year \ylde Statement V — 
Annexure V), 

18. Revenue per kWh sold (Overall) (item l.‘^-f-kWh sold). 

19. Revenue per kWh sold ; 

(0 Domestic or residential : 


(a) Lights* and fans. 

(b) Heating and small power. 
(ii) Commercial ; 

(а) Lights* and fans. 

(б) Heating and small power. 
(Hi) Industrial power : 

(a) Low and medium voltage. 

(b) High voltage. 

(iv) Public lighting. 

(v) Traction. 

(v/) Irrigation. 


(TO) Public waterworks and sewage pumping. 

(.1..) Suppto in bulk to dislribnting Licensees. 
_20_^per kWh sold (overall) (Item le^kWh sold). 
* Intludijg unmetered supply. 
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ANNEXURE V 
[ 5 « seeiion It and rule 26 (3)] 

ELECTRIC LICENCE 19 

Date of Comnfoeei&rat of Llcmce 

fi'ame of undertaking Year of opemtion. 

NO L— STATEMENT OF SHARE AND LOAN CAPITAL FOR THE 
YEAR ENDED 3|ST MARCH. 19... 
t,App]ieahle to Licences other than Local Authorltf Lieensets'i 



...uiuiuaiy 

...% Pteffifcncc ihates of R*. cacH 
TOTAL PAID UP CAPITAL 
~Capltal Reserves 
Share Forfcifuro A/C. 

Share Premium A/c 
Other ilema tto be specified) 
TOTAL CAPITAL RESERVE 
—Loan Capital 

Loan from State Elec'ricily 


-Other Canita! 

Contributions from consumers 
including local authorities fo.r 
service lines and ruhlic light* 
tng after the contmsocement 
of the Electricity (Supply) Act. 
1948. Special items (to be 
specified). 

TOTAL OTHER CAPITAL 
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No. I. A ( 0 )— STATEMENT OF LOAN AND OTER CAPITAL 
FOR THE YEAR ENDED 3I»t MARCH, 19 


fartlculars 


A. Capital RalJtd 

Amouot ofloaos outitaadinf 
[as per coL 10 of statetneat I-A 
( 1)1 

Grants and advances made froo 
the general funds of the local 
authority. 

Granls*In>a!d from Government. 


TOTAL CAPITAL 


B. Capital Btune 

Loan redemption account [as per 
col. 9 of statement LA (>}] 

Other items (to be specified) 


TOTAL CAPITAL RESERVE 


C. Other Capital 

Consumers* contributions for ser- 
vice lines after the cowfiience- 
mentofthe Electricity (Supply) 
Act, 1948. 

Special items (to be specified). 


TOTAL OTHER CAPITAL 


TOTAt CAPITAL RAISED AND 
APPROPRJATED (A+B + C) 





S-IM Cb«pter3A 


Adrunced Acconntancy 
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No. I. A («)— STATEMENT OF LOAN AND OTER CAPITAL 
FOR THE YEAR ENDED 3Ilt MARCH. 19 


Capital Raised 

Amount of ioftos outitandios 
[as per col. 10 of statement I-A 

m- 

Grants and advances made from 
the general funds of the local 
authority. 


Graots*in*aid from Government. 


TOTAL CAPITAL 


£ Capital Ftterve 

Loan redemption account [as per 
eof. Pofitatement f*A (I)}. 

Other Items (to be specified). 


TOTAL CAPITAL RESERVE 


C. Other Capital 

Consumers* contributions for ser* 
vice tines after the commence^ 
meat of the Electricity (Supply) 
Act. 1948. 


Special items (to be specified). 


TOTAL OTHER CAPITAL 



TOTAl CAPITAL RAISED AND 
APPROPRIATED (A-f-B + Q 
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. No. I A («)—STATEMENT OF LOAN AND OTER CAPITAL 


FOR THE YEAR ENDED 31it MARCH. 19 


fOTlicaloTS 

Balave 
at the 
betlMlm 
eftht 
pear 

1 Rs. 

1 Recelrec 
1 during 

J the year 

1 Rs. 

i Redeemei 
daring 
the year 

Rs. 

J Balance 
at the 
end af 
the year 
Rs 

Renarks 

1 1 2 1 3 1 4 1 3 

1 6 

A. Capital Raised 

AmouDt of loans oulitaB<Iiof 
[as per coL 10 of itatemeot I-A 

(D). 

Grants and advances made from 
the general funds of the local 
authority. 

Graots-in-aid from Govemmeot. 

TOTAL CAPITAL 

B. Capital Rtsene 

Loan redemption account [as per 
col. 9 of statement I>A (I)]. 

Other items (to be specified). 

TOTAL CAPITAL RESERVE 

C. Other Capital 

Consumers’ contributions for ser- 
vice lines after the commence- 
ment of the Electricity (Supply) 
Act. 1948. 

Special items (to be specified). 























! 



TOTAL OTHER CAPITAL 






TOTAl CAPITAL RAISED AND 
APPROPRIATED (A+B + Q 
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No. H-STATEMBNT OF CAPITAL EXPENDITURE FOR THE YEAR 
ENDED 31st MARCH, 19. 



A. Intangible Assets 


1. Preliminary and Promotional 
expenses. 

2. Cost of licence. 

3. Other expenses, e.g., expenses 
incidental to conversion from 
D.C. to A.C., change of fre- 
quency, etc. 

TOTAL INTANGIBLE ASSETS 

S. Hydraulic Power Piant 

1. Land & Rights 

2. Buildings and civil engineering 
works containing generating 
plants and equipment. 

3. Hydraulic works forming part of 
a hydro-electric system inclu- 
ding 

(/) dams, spillways, weirs, 
canals, reinforcM concrete 
flumes and syphons. 

(//) reinforced concrete pipe-lines 
and surge tanks, steel pipe- 
lines, sluice gates, steel surge 
tanks, hydraulic control val- 
ves, and other hydraulic 
works. 

4. Water wheels. Generators and 
ancillary equipment including 
plant foundations. 

5. Switchgear including cable con- 
nections. 

6. Miscellaneous power plant equip- 
ment. 

7. Othar civil works (to be speci- 
fied). 

TOTAL HYDRAULIC POWER 
PLANT 

C. Steam Power Piant 

1. Land & Rights. 

2. Buildings and civil engineering 
works containing generating 
plant. 

3. Boiler plant and equipment in- 
cluding plant foundations. 



Retirements 


Additions 
during 
the year 

during the 
year vide 
Col. 3 
statemtnts 

Balance 
at the 
end of 
the. year 


II-A 

Rs 

Rs. 

Rs, 



Rentarks 
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4. hnsines. Turbisei. Oenerators 
and ancillary equipment incite 
dmg plant foundations. 

5. Wafer cooling system comprising 
cooling towers and circutstiag 
water. 

6. Switchgear including cable con- 
nections. 

7. Miscellaneous power plant and 
equipment. 

8. Other civil works fto be ipeci- 
fied). 

TOTAL STEAM POWER PLANT 


1. Land & Rights. 

2 Buildmss and civil eggmeenng 
works coelaining gtoeratiog 
plant and equipoient. 

3. Ettgines, Generators and anctl- 
lary equipment tacludiag plant 
foundation s. 

4. Water cooling system comprising I 

cooling lowers and circclating 
water systems. I 


6. Miscellaneous power plant and 
equipment. 


7, Other civil works (to be speci- 
fied). 


TOTAL INTERNAL COMBUS- 






4. Switchgear including cable con- 
nections. 

5. Towers, Poles. Fixtures, Over- 
head conductors and devices ; 

(0 lines on steel or reinforced 

concrete supports operating 
at nominal voltages higher 
than 13-2 kilovolts. 

(jV) other lines on steel or rein- 
forced concrete supports. 

(Ill) lines on wood supports. 

6. (0 Underground cables and 

devices including joint boxes 
anjd disconnecting boxes. 

(i7) Cable duct system. 

TOTAL TRANSMISSION PLANT 

f. Distribution Plant— High Voltage 

1. Land & Rights, 

2. Buildings and structures inclu- 
di^ civil engineering works con- 
taining distribution plant and 
equipment. 

3. (•) Sub-station transformers, 

transformer kiosks, sub- 
station equipment and other 
fixed apparatus including 
plant foundations. 

(//) Others. 

4. Switchgear including cable con- 
nections. 

5. Towers, Poles, Fixtures, Over- 
head conductors and devices; 

(0 lines on steel or reinforced 

concrete supports operating 
at nominal voltages, higher 
than 13*2 kilovolts. 

(/O other lines on steel or rein- 
forced concrete supports. 

(///) fines on wood supports. 

6. (i) Underground cables and de- 

vices including joint boxes 
and disconnecting boxes. 

(//) Cable duct system, 

7. Service lines. 

8. Metering equipment. 

TOTAL DISTRIBUTION PLANT 
(H.V.) 

G. Distribution Plant— Medium and 
low voltage 

1. T.and and Rights. 

2. Budding! and structures inclu- 

ding civil engineering works con- 
taining civil engineering works 
containing distribution plant and 
equipment. , 
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1 

2 

3 , 

4 

3 

6 

former kiosks, sub-station e^ujp'. 
meet and other fixed appara* 
tus Including plant foundation : 
(0 transformers including 

foundations having « rating 
of 100 kilovolt amperes and 
over. 

(/O. Others. 

4. Switchgear including cable 

connections. l 

5. Towers, Poles, Fixtures, Over* 
head conductors and devices : 

(0 lines on steel or reinforced 

concrete supports. 

(i/) lines on wood supports. 

D. (0 Underground ctbles and 
devices including joint boxes 
and disconnecting boxes. 

(fO Cable duct system. 

7, Service lines. 

8. Metering equipment. 

TOTAL DISTRIBUTION 
(M.&L V.) 

B. PubUe Lighting 

1. Street and signal lighting sys* 
terns 

I. Cenent Eijuipment 

^ot allocated to other tub-beads) 

1. Land and Rights. 

2. Buildmgianj slructurei. 

3. OIE» furniture and equipment. 

4. Transportation equlpmsDt 

5. Laboratory and meter testing 
equipment. 

6. Workshop plant and equipment. 

7. Tools and work equipmint. 

8. Communication equipment. 

9. Miscellaneous equipment, 

TOTAL GENERAL EQUIPMENT 

TOTAL CAPITAL ASSETS IN 

USE. 




! 

1 

1 

1 

! 





1 





i 

i 




1 

1 


I 



Notes: (1) Capital expenditure oaiiems F7 sod C7 ihould include contriba> 
tions made by coosufflcrs (o*-ardi lervice tine chartes. 

(2) Where it is not possible to f in lesregstion of capita] expenditure 
in respect of certain itemsand where hi(h, medium or low voltase 
distribution lines arc canied on same supports, the combined 
fisures for such items may be Biven. 

(3) Retirement during the year referred to In Col. A in respect of : 

(/) intangible assets relate to amounts written off during the year. 
(W) tangible assets relate to the original co'l of assets transferred 
to the special account, under Paragraph VII of the Sixth Sch^ 
dule to the Electricity (Supply) Act, 194*. 
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No, n-A— STATEMENT SHOWING THE WRITTEN-DOWN COST OF FIXED 
ASSETS RETIRED. ON ACCOUNT OF OBSOLESCENCE, 
INADEQUACY, SUPERFLUITY, ETC. 


tyriiten 

Written 


Amount 

Excess 

Annual 

lialancc 

down 

down 



of sale 

Instalment 

of 

cost of 

cost of 

cost of j 

1 during 

proceeds 

written- 

written- 

assets at 

assets 

assets 

1 the year 

over 

off during 

down 

the be- 

retired 

sold 

i 

written 

the year 

cost at 

Sinning 

during 

during 


down cost 

vide col. 

the end 

of the 
year 

the year 1 
vide col. 

4, 

S(. II less 
column 8, 
Statement 

y 

the year 


transferred 
to" Contin- 
gencies 
Reserve" 
Account 
vide col. 

4 of 

Statement 

7 

Statement 
' VI 

of (he 
year 

Rs. 

Rs. 


Rs. 

VI 

Rs 

Rs. 

Rs. 

2 

3 

n 

5 

6 

7 

8 
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No. III-5TATEMENT OF OPFRATlNO RE^'ENUE FOR THE YEAR 
ENDED HJt MARCH, 19... 



NET REVENUE BY SALE OF ELECTi 
CITY FOR CASH AND CREDIT 


1. Domestic and residential. 

(a) Lights and Fans. 

(b) Heating and small power. 

2. Commercial. 

(a) Lights and Fans. 

lb) Heating and small power. 

3. Industrial. 

(а) Low and Medium voltage. 

(б) High voltage. 

4. Public Lighting 

5. Public Water«Works and Sewage pumping, 

6. Irrigation. 

7. Traction. 

8. Supplies in bulk to distributing licensees. 
Total Revenue by sale of electricity. 

5-MISCEaANEOUS REVENUE FROM 
CONSUMERS 

1. Rent from 
(al Meters. 

(6) Electric motors, Sttings, appliances and 
other apparatus hired to consumen . 

2. Service connection fees. 

3. Public Lighting Maintenance. 

Total Miscellaneous Raenue from conxmers. 
C— OTHER REVENUES 

1. Sale of Stores. 

2. Repair of lamps and apparatus. 

3. Commission for the collection of electricity 
duty. 

4. Other miscellaneous item (to be specified). 
Total Other Revenue 

TOTAL OPERATING REVENUES 
Deduct 

Total Operating Expenses are per St, IV 
Net surplus or deficii carried to the Net 
Revenue and Appropriations A/c— St. X. 
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No. IV-STATEMBNT OF OPaRATET'rG EXPENSES FOR TUB YEAR ENDE 

31st MARCH, J9... 


■Particulars of expenses 


I 


A. HYDRAULIC POWE£^ GEISERATION. 
(a) Operation. 

1. Water for power. 

Lubricants and other consumable stores. 
Station supplies and miscellaneous expenses. 
Proportion of salaries, allowances, gratui* 
Um, etc , of Engineers, Superintendents, 
Officers, Supervisory and other staff. 

Wages and gratuities to labour. 
Contributions to Provident Fund or Staff 
Pension. 


Corresponding 
Amomt for 
the previous 
year of 
account j 
Rs. 1 

Amount 
for the 
year of 
account 

1 Rs. 

L . 2 

1 3 1 


2 . 

3. 

4. 


Total Operation 
(6) Maintenance. 

1 . Salaries for supervisory staff. 

2. Buildings and civil engineering works con- 

tailing generating plant and equipment. 

■ 3. Hydraulic works forming part of a hydro- 
•, electric system, including-' ^ 

(0 dams, spillways, weirs, canals, rcinfor- 
/•]\ flumes and syphons. 

00 reinforced concrete pipelines, and surge 
tanks, steel pipelines, sluice gates’, steel 
0 *^^° j^y^taulic control Valves 
A \tr hydraulic works. 

4. Water wheels, generators and ancillary 
equipment including-plant foundations ^ 
6 including cable connections. 

6. Miscellaneous power plant equipment 

7. Other Civil works fto be specified). 

?nsioS'°“®^° Provident Fund or staff 

Total Maintertance 
(c) Depreciation. 

Depreciation on Hydraulic Powi'rr'/.n 

generation ^°wer 

<®) 

’■ of 


steam. 
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I ■ I 2Ty 

2. Lubricants and other consumable stores. 

3 

5. ! ‘ . • 1 ■ . es, etc., 

: ■ ' — ' ■—.••• .r pervisory 

and otber staff. 

6. Wages and gratuities to labour. 

7. Contributions to Provident Fund or staff pension. 

Total Operation 
(6) A/flin/enance 

1. Salaries for supervisory staff. 

2. Building and civil cngiflccring R-orks containing 


4 ! : •' • ■ ■ 

3. Water cooling S)siem comprising cooling tov.er end 
circulating water systems. 

6. Switchgear including cable conoeettons. 

7. Miscellaneous power plant and equipment. 

8. Other Civil works (to be specified). 

9. Contribution to Provident Fund or staff pensions. 

Total Maintenance 

(e) Depredation . j 

Depreciation on Steam Power Generating Plant tnd 
Equipment (f/o a Statement V) 

TOTAL STEAM POWER GENERATION EXPENSES 
C. INTERNAL COMBUSTION POWER GENERATION 


(fl) Operation 

1. Fuel. 

2 . " • 


■ M» stores 


3. 

4. 

5. 


• etc. of 
ory and 


uinet stall. 

6. Wages and gratuities to labour. 

7. Contributions to Provident Fund or staff pensions. 

Total Operation 
{b) Maintenanc! 

J ^ . . 

2. , 

3 I ’ ’ ■■ • ■, including 

4. wlt^'^oJlrassJltein comprising cooling tontrs and 

5. connection^ 
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1 

6. Miscellaneous power plant, and equipment. 

7. Other civil works (to be specified). ' 

8. Contributions to Provident Fund or Staff Pension. 

Total Maintenance 
(c) Depreciaiion 

Depreciation on Internal Combustion Power Generating 
Plant and Equipment (from Statement V). 

TOTAL INTERNAL COMBUSTION POWER 
GENERATION EXPENSES 

D. POWER PURCHASED : 

TOTAL PRODUCTION EXPENSES (A+B+C+D) 

E. TRANSMISSION (HIGH OR EXTRA HIGH 
VOLTAGE) 

(a) Operation and Maintenance 

1. Proportion of salaries, allowances, gratuities, etc., of 
Engineers, Superintendents, Officers, supervisory and 
other staff. 

2. Wages and gratuities to sub-station labour. 

3. Wages and gratuities to labour on lines. 

4. Buildings and structures including civil engineering 
works containing transmission plant and equipment 

5. Sub-station transformer, transformer kiosks, sub-sta- 

■- ® of 

f) Others, 

6. Switchgear including cable connections. 

7. Towers, Poles, Fixtures, Overhead conductors and 


(0 lines on steel or reinforced concrete supports operat 
.... at nominal voltagp higher than 13*2 kilovolts^ 

(if) Cable duct system. 

9. Contributions to Provident Fund or ctafr • 

Tola! Transmission Expenses 

.other staff. ’ supervisory am 

2. Wages and gratuities to sub-station labour 
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equipmcQt and other fixed apparatus mcluding 
foundations. 

(0 transformers including foundations having a rating 
of 100 kilovolt amperes and over. 

(if) Others. 

6. Switchgear including cable cooDcctions. 

7. Towers, Poles, Fixtures, Overhead conductors and 
devices ; 

(/) lines on steel or reinforced concrete supports.operaN 
ing at nomiaal voltages, higher than I3‘2 kilovolts, 
(/i) other lines on steel or reinforced concrete supports. 
(///) Lines on wood supports, 

8. (i) Underground cables and devices including joint 

boxes and disconnecting boxes 
(U) ^blc duct system, 

9. Services lines. 

10. Matering Equipment. 

11. Contributions to Provident Fund or Staff Pension. 

(6) Depreciation on Distribution Plant anJ Equipment 

(from Statement F). 

Total Distribution (ff V.) expenses. 



G. DISTRIBUTION (MEDIUM AND LOW VOLTAGE) 
(d) Operations and Maintenance. 

L Proportion of salaries, allowances, gratuities, etc. of 
Engineers, Superintendents, Officers, supervisory and 
other staff. 

2. Wages and Gratuities to labour. 

2. Buildings and structures including civil engineering 
works containing traastnission plant and equipment. 

4. Sub-station transformers, transformer kiosks, sub- 
station equipment and other fixed apparatus including 
plant foundations. 

(/) transformers including foundations rating of 100 
kilovolt amperes and over. 

(i7) others 

5. Switchgear including cable connections, 

6. Towers, Poles, Fnstures, Overhead conductors and 
devices : 

(/) lines on steel or reinforced concrete supports opem- 
ting at nominal voltages, higher than 13‘2 kilovolts. 
(//) lines on steel or reinforced concrete supports. 

(lil) l.'nts on wood supports 

7. (/) Underground cables and devices including joint 

boxes and disconnecting boxes. 

(fi) Cable duct system. 

8. Service lines 

9. Metering Equipment. - 

10. Contributions to Provident Fond or Sfafi Pension. 

(b) Depreciation on Distribution Plant and Equipment 
(from Sfaleme t V) 

Total Distribution (M. and L V, Expenses) 
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H. PUBLIC UGHTiNG 
(c) Operoitofi cifii Mclnmotice 

I, Operation and Maintenance. 

2. Renewal of lamps . . , r 

(6) Depreciation on P.L. system & eguipment (from itiatement i ). — 

Total Public Lightiug^penses. — 

CONSUMERS* SERVICING. METER READING BILLING, 
CONNECTING, ACCOUNTING, SALES PROMOTING. ETC, 

.1 Proportion of salaries, allowances, gratuities etc.,- of Engineers 
Secretary, Accountants, other oflBcers, etc. 

2. Meter reading and inspection 

3. Building, Collecting and Accounting. 

4. Exhibitions, Demonstrations and Advertisement. I 

5. Merchandising, servicing and contract works. 1 

6. Miscellaneous expenses 

7. Contribution to Provident Fund or Staff Pensions.^ 1 

8. Depreciation on general assets and equipment, which arc not 
allocated to other sub-heads (from Statement V). 

Total Consumers' Servicing. Meter-readlrg, etc. 

K. GENERAL ESTABLISHiteNT CHARGES 

1. Proportion of salaries, allowances, gratuities, etc., of general 
officers, executives, etc, 

2. Salaries, wages, gratuities, etc., of general office staff. 

3. Contributions to local authority administration for supervision 
(applicable to local authority licensee only). 

4. Travelling and other expenses of officers and staff. 

5. Rents and Wayleaves. 

6. Rates and Taxes. 

7. General Office expenses and showroom maintenance and suppliet 

8. Repairs to office buildings, staff quarters, furniture and fixtures, 

- . office equipment, etc., and maintenance. 

9. Depreciation on office and general buildings, furnitore, ete., 
not allocated to other sub-heads, from Statement V). 

j. Audit services ; 

(а) Auditor of company 

(б) Auditor appointed under the provisions of the Act. 

11. Legal services 

12. Insurance expenses 

13. Contributions to Provident Fund or Staff Pensions. 

Total General Establishment Charges. 

L. OTHER CHARGES 
1 Interest paid and accrued on : 

(f) Loans advanced by State Electririty Board 


(6) Depreciation Fund 
(c) «ponsuraers‘ security deposits 

2. Bad Debts written off. 

3. Other items (to be specified) 

Total Other Charges 
M. MANAGEMENT EXPENSES 
if any. * expenses and Debentures, Trustees fee. 



x' Agcnts* Ordinary remuniration 

3. Managing Agents’ office allowances 


TnT ^‘^ogement Expenses 

expenses 

TO STATEMENT TIT 

salary iteml under ""b-Yeir^M'^e’i^^^drtrany'M 

shall include the proport F-(»)l.G-(a)l, J and K-l which 

^/,‘*’e purpose of the undertakina employed 

Managing Agents under engineering staff employed by the 

'"Mrna'gtf 19^8 

the Companies Act,* 956. ('iV Managing Agents appointee 

nomanagiDg agents nowO * * of nianaging agency there can b« 



Withdrawal! from the depreciation account are pcrmisaible only to the extent of patt provtsioaa made in icspect of 
aateu withdrawn from use and transferred during the year to the special account under Paragraph VII of the Sixth 
Schedule to the Eiectriaty (Supply) Act, 1948. 

A sumof Rs from the accruals in the depseciatmo account has been invested in securities in pursuance of the 
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Amount 

Rs. 

“ 

<rt 


- 

C 

0 

1 

1. By Balance of profit brou- 
ght forward from last 
account. 

2. By net operaliog surplus as 
per Statetneot III. 

3. By interest on securities 
and investment. 

4. By other receipts (oon-ope- 
rating), eg., rents, {Less 
outgoings not otherwise 
provided, transfer fee, etc., 
to be specified). 

5. By Balance of loss carried 
over. 

lit^^ 

fn 


1 « 

_ 


Corresponding i 
figures of 1 

previous • Particulars 

Rs. 1 

N 

l To Balance at toss brought 
forward from last account. 

2. To net operating deficit as 
per Statement III. 

3. To appropriations (applica- 
ble to Local Authority 
Licensee only) 

(n) Interest on loan capital. 
\b) Instalment of redetnp. 
tionofloan capital, as 
per col. 8 of St. I-A (I). 
(c) General rates. 

4. To taxes on income and 
profits paid. 

5. To instalments of write- 
down in respect of 
intangible assets. 

6. To instalments of contribu- 

tion tow.ards arrears of 
depreciation, as per State- 

ment V— Column 6. 

7. To contribution towards 

Contingencies Reserve as 

ner Slut^m^nf VT CnU i 

- 






Ckipter S/Deubl* AccooBt SrHen S')31 





3/AdT4nced Acconnfanc;^ 






« 


Cbfpter 3/DosMe Accnat Srttes 5-l3j 


IIIastritioD 4. The followiog Is the Trial Btltac* of Electric Light ani 
Power Company Ltd as at 31it March, 1977. Prepare the final account! 
(/) using the old forms. 

(//) using the Statutory Forms prescribed by Electricity Rules, 1956 


TRIAL BALANCE 
As on SJst tfare^, 1977 


Preliminary expenses 

Cost of licence 

Buildings 

Plant 

Mains 

Tools and instruments 

Transformers 

Meters 

Furniture and fixtures 
Share capital 
8% Debentures 
Sundry creditors 
Reserve fund 
Reserve fund investment 
Sales of ashes^ 

Rent and taxes 

Fuel Oil, waste, etc., at generation station 
Wages at plant 
Distribution wages 
Meter rent 

Balance of net revenue A/c 
Transfer fee 
Depreciation fund 
Bad debts 
Law charges 
Cash in band 
Cash at bank 
Sundry debtors 
Fixed deposit with baakr 
Management expenses 
Directors' remuneration 
Auditors remuneration 
Stores in hand 
Repairs - Generation plant 
— Distribution 
Prepaid expenses 
Street lighting expenses 

Sale of energy for lighting 

Sale of ener^ for pow cr 

Sale of energy for under special contracts 

Miscellaneous receipts 


Dr. 

Rs. 

10,000 

15.000 

3.50.000 

4.50.000 

1.75.000 

20.000 

1,00,000 

50.000 

60.000 


1,00,000 

10,000 

1.25.000 

1 . 20.000 

40,000 


1,000 

4.000 
10,000 
60,000 

27.000 

50.000 

24.000 

6.000 
2,000 

20.000 

4.000 

2.000 
2.000 

60,000 


Cr. 

Rs. 


4.00. 000 

3.00. 000 
35,000 

1.00. 000 


5,000 


30,000 

40,00C 

1,00C 

1,50,000 


440.00( 

3,io.oa 

1,50,00( 
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Salaries of enemcers and staS 
— Ceneration 
—Distribution 
— Office 


40.000 
J5,000 

20.000 


19,72,000 19,72,000 


AdditioBal InformatioB 


( 1 ) 


( 2 ) 


(3) 

W 

(5) 


Additions to fixed assets and capital during the year : 


Rs. 

Buildings . 50,000 

Plant 1 ,20,000 

Mains 25 ,000 

Share capital 1,00,000 

Depreciation to be provided for the year : 

Buildings ' 30,000 

Plant 35,000 

Mains 25,000 

Meters 5,000 

Transformers 10»O00 

Tools and instruments 2,000 

Furniture and fixtures 5,000 


Interest on debentures to be provided fpr one year. 
Provide for incom tax Rs. 30, MO 

Transfer to reserve fund Rs. 15,000 


' SolotioB. (i) Usidg old forms. 

REVENUE ACCOUNT 

For the year ended Blst March, 1977 


A, Generation 

Rs. 


Rs. 

To Fuel, oil and waste 

To Salary of engineers 

To Wages 

To Repairs 

'B. Distribution 

To Salary of engineers 

To Wages 

To Repairs 

1.25.000 
40,000 

1.20.000 

4.000 

15.000 

40.000 
2,000 

By Sale of energy for lighting. 
By Sale of energy for power 
By Sale of energy under spe- 
cial contracts 

By Meter rent 

By Sale of ashes 

By Transfer fees 

By Miscellmneous receipts 


C. Public Lamps 

To Street lighting expenses 

60,000 



D. Bent, Kates and Taxes 

- 



To Rent and Taxes 

£ hUnatement Expenses 

10,000 



To pifcctort' rtmfineration 
Te Minaiement expenses 
Tc Salaries of office staff 

To Auditors tcmuncration 

6,000 

24>)00 

20,000 

2,000 
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F, Imw Charfcs 
To law cl^&ries 
C. Depreelalha 

To Boildiogs 

To /last 

To Mains 

To Meters 

To Transfonners 

To Tools and investments 

To Furniture and fixtures 

H, Spl. charget 
To Bad debts 


To Balance carried to net 
revenue account 


saooo 

35.000 

25.000 

5.000 

10.000 

3.000 

5.000 




NET REVENUE ACCOUNT 


To Interest on debentures 
To Reserve fund 

To Income tu 

To Balance eiiried to 
geserti baltoce sheet 

ks 

24.000. 

15.000 

30.000 

3.33.000 

B) Balance from bit aecoant 
By Balance from rettnve A/e 

Ea7 

40.000 

3,C2.000 


Rs. 4,02.000 

1 Ra. 

4.02.000 


CAPITAL ACCOUNT 
For tht ytar traded 3ltt Mardt, 1977 


Expenditure 

Expen^ is Sis 
dlture II? 
up to 5 .^ , 
31-3-76 i3 S-s 
Rs iG. 

Expert 
diture 
•V to 
31-3-77 
Ra. 

Reeeiptt 

Feeelpu 
up to 
31-3-76 

Rs. 

Feeetpn 
during 
the year 

Rs. 

Feteip 
up to 
3l-3-r 

Rs. 




By Share 




expenses 

10.000 — 

JO.OOC 

capita] 

3.00.000 

i.oo.oqi 

4 00,00 


15.000 — 

I5.COI 

By Deben- 




To Boildinc 

3 . 00.000 50,001 

3.30.C0( 

tures 

3,00,000 


3.00,00 

To Plant 

3,30,000 2,20.00( 

4,30.C0( 






1,50,000 25,00( 

l,75.0Ct 












Investments 

20.000 — 

20.001 





To Transformers 

l.OO.COC — 






To Meters 

50,000 — 













fisturcs 

60,000 — 






Total expenditure 

10,35,000 1.95,000 

I2,3(MX» 

Total Receipts 

6,oojax 


IfiO.tO 




ByBslance of 


■ 




12,30.000 

QSt 


■ 

















fticj 
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GENERAL BALANCE SHEET 
<r^ at 31st March, 1977 


_ Liabilities 
To &pital A/c receipts 
To Sundry creditors 
To Net Revenue account 
To Reserve fund 
To Depreciation fund 
To Provision for income tax 
To Interest on debentures 
outstanding 


Rs 

7,00.000 

35.000 

3.33.000 

1.15.000 

2.62.000 

30.000 

24.000 


Rs. 14,99,000 


_ Assets 

By Capita] A/c — expenditure 
By Stores in hand 
By Sundry debtors 
ByReserve fund investments 
By Fixed deposit with banks 
By Prepaid expenses 
By Cash at bank 
By Cash in hand 


Rs. 

12,30,000 

20,000 

27.000 

1,00,000 

50.000 

2,000 

60.000 

10,000 


Rs. 14,99.000 


the new forms prescribed by the Electricity Rules, 1956. 
statement No. I 

STATEMENT OF SHARE AND LOAN CAPITAL 
ended 31st March, 1977 


of Capital 


A. HhareCapitaT^ 
Authorised, Issued, 
subscribed shares 


Capital Reserve 
Loan Capital 
8% Debentures 

D Other Capital 
Total capital raised 
and appropriated 


Baian'ce 
at the 
beginning 
of the 

Receipts 
during the 
year 

Redeemed 
during the 
year 

Balance at\ 
. the end of 
the year 

year 

i 


I 

Rs. 

Rs. 1 

Rs. 

Rs. 


3,00,000 

3,00,000 

3,00,000 

3,00,000 



6,00,000 I 1,00,000 


I 7,00,000 1 
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STATEMENT No. n 


STATEMENT OP CAPITAL EXPENDITURE 
For tkt ytaretidtdSJsthf trek, 1977 


Particulars 

Balance ■ 
at the . 
beginning I 

Additions 
during the 
year 

Retire- 
mens 
during 
the year 

' Balance 
at the end 
of the year 

1 

Remarks \ 

A. Intangible Assets 
Prelimintry expeDs<s 
Cost of licence 


m 


Rs. 

10,000 

1 15,000 



' 25.000 

SH 

- 

25,000 


B. Hydraulic Power 
Plant 

C. Steam Power Plant 

D. Internal Combustion 
Power Plant 

Buildiags 

riant 

3,00,000 

1 3,30,000 

90,000 

j 1,20.000 


3.50.000 

4.50.000 



6,30,000 

I.70.00D 

BS 

8,00,000 


E. Transmission Plant 
Transformer* 

1,00,000 

■1 

B 

1,00,000 



1,00,000 


- 1 

1,00,000 


P. DlstribuSton (H.V.) 
Mains 

Meters 

1,50,000 

50.000 

25,000 

- 

1,75,000 

50,000 



2.00.000 

25.000 

- 



G. Hlitribution 
(hf.&L.V.) 

Jl Public Lighting 

I. General Equipment 
Tools and Instruments 
Farniture & fixtures 

20,000 1 
60,000 I 

■ 

- 

20,000 
60,000 ' 


1 


- 

80,000 : 


Total Capital Assets I 
in use. | 

10,35,000 * 

1,95,000 1 

_ 1 

L.w.ooo 
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STATEMENT No. Ill 


STATEMENT OF QFEIRATINQ REVENUE 
For the year ended 3Jst Morcht 1977 


~ — - - 

Particulars of Reveriue 

lorresponding 
amount for 
the previous 
year 

Amount for 
the year 

Remarks 

• A . Net Ret/enue by Sale of 
Electricity 

Donlestic and residential 
Industrial 

Special contract 

Rs. 

i Rs. 1 

4.50.000 

3.10.000 

1.50.000 

\ 

Total, revenue by sale of 
electricity 


9,10,000 


S. Miscellaneous Revenue from 
Consumers 

Rent from meters 

Transfer fees 

\ 

30,0o0 

1,000 

1 

! 

Total miscellaneous revenue 
^ from consumers i 


31,000 


■ Other Revenue 

Sale of ashes 

Miscellaneous receipts 


5.000 

1.000 




6,000 1 


Total operating revenue 

Less total operating expenses 
as per Statement No. IV 


9.47.000 i 

5.85.000 i 


Net Surplus carried to 

Net Revenue and Appropria- 
tion Account Statement X 

\ 

i 

1 3,62, COO 
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STATIMENTNo.lV 
STATEMEKT OP OPERATINO EXPENSES 
for tit year tndeJ SJst March, 1977 



'Cotresponatr\g^ 

Amount for j 


Particulars 

1 omotmt In 

the yea' 

Perm 


1 pre-year Rs. 

Ri. I 


(1) 

- 12) 1 

.3) 1 

<* 


A. Hydraulic Power Generation 

B. Steam Power Generation 

C. Internal Combustion Power 
Generation 

(a) Operation : 

Fuel, oil and waste 

Salary oi eneioeers 

Wages 


1, 25^000 
40,000 
1.20.000 

Total operation 


2,85.000 

(6) Maintenance 

Repairs 


4.000 

Total maintenance 


4,000 

(e) Depreciation 
—Buildings 
—Plant 


30.000 

35.000 



65,000 

Total Generation 
Expenses 


3,54,000 

D. Power Purchased 



Total production expenses 


3,54, COO 

E. Transmission 

(o) Operation & naintenance 
(6) Depreciation 

10,000 

Total transmission expenses 


10.000 

F. Distribution {H.y-i 

(c) Operation & mamtenann 
Salary of engineers 
Wages 

Repairs 

(6) Depreciation 

Mains and meters 


1 

1 

I5.0CO 

40.000 
2,000 

30.000 

Total distribution expenses 

1 

87,000 
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(1) i 

(2) 

(3). 

14) 

G. Distribution (M- & L.V.) 

H. Public Lighting 

(fl) Operation and mainten- 
ance street lighting 
expenses 


60,000 


Total public lighting 
expenses 


60,000 


J. Consumers’ Servicing 

K. General Establishment 
■ Expenses 

Salaries of staff 

Management expenses 
Auditors 

Rent and-taxes 

Law charges 

Depreciation — Furniture 
„ Tools and Instruments 


20,000 

24.000 

2 000 

10.000 

4.000 

5.000 

2.000 


Total general establishment 
charges 


67,000 


L. Other Charges 

Bad debts 


1,000 


Total other charges 


1,000 


M. Management Expenses 
Directors’ remuneration 


6,000 


Total management expenses 


6,000 


Total operating expenses 
transferred to Statement 

No. III. 


5,85,000 


A npr- 





Correspond- 
ing figures 
of previous 
year 


NET REVENUE AND APPROPRIATION ACCOUNT 
For the year ended 3 Isi March, 1977 



JO, 000 


To Taxes on income 
~o Interest on 

debentures 24,000 

To Reserve fund 15,000 

i o Balance carried 

3,33,000 


Correspond- 
ing figures 
of previous 
year 


Particulars 


4,02,000 


Balance of last’ 
year 

By Operating sur- 
plus as per State 
ment No. Ill 


I Amount 
I Rs. 


40,000 

[3,62,000 


4,02,000 






STATEMENT No. XU 

GENERAL BALANCE SHEET 
as OH 3Iu March, Pm 
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LEGA.li PROVISIONS AFFECTING ACCOUNTS 

Some of the important provisions in the Sixth Schedule to the 
Electricity (Supply) Act, 1948 having a hearing on the preparation of final 
accounts, etc., are discussed below ; 

Depreciation : (1) There are two methods of depreciation recog- 
nised under the Act. They are (a) compound interest method and (b) 
Straight line method. 

(2) Under compound interest method an amount which together 
with 4% interest will amount to 90% of the cost is to be provided over the 
life of the asset. The estimated life of the asset is given in the Sixth 
Schedule. If this method "is followed interest at the rate of 4% per annum 
on the opening balance of depreciation reserve must be transferred from 
the Revenue Account to the Depreciation Reserve Account. The interest 
will be treated as an expense. 


(3) Under the straight line method, 9.0% of the cost of the asset is 
written off over the estimated life of the asset. 

(4) No depreciation is to be provided when 90% of the cost of the 
asset is written off or the asset ceased to be available due to obsolescence, 
inadequacy, superfluity or any other reason. 

(5) All sums credited to depreciation reserve are to be invested in 
the undertaking itself or for the repayment of such loans which are not 
guaranteed under Sec. 66 of the Act. 


Contingency Reserve Fund. All Electricity Companies are re* 

' '.quired to maintain a contingencies reserve to meet the following items 
and any other items as may be approved by the Centra) Government : 

(a) Expenses on replacement or removal of plant or works, other 
than expenses normally required for maintenance or renewal. 


(h) Expenses or loss of profits arising out of accident, strikes or 
other fortuitous circumstances which the management cannot avoid. 

(c) Any compensation payable legally for which there is no other 
provision. 


The reserve buiit up by making annual appropriations from the 
revenue account. The amounts appropriated may vary from ^ to of 
the original cost of the fixed assets and the reserve itself should not exbeed 
5% of the original cost of the fixed assets. The amount is required to be 
invested in trust securities. ^ ^ 


Appropriations 

Annual contribution can be made assets 

ciation and the amount appropriated^kould 

cost of the fixed assets. exceed 1% of the origina 


Development Reserve : An amount equal to the amount of 


incoi 
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tax ^vhicb would have been paid but for the development rebate allow 
by I.T. authorities has to be transferred to the Development Reset 
Account. If in any accounting year, the clear profit including the spec 
appropriation together with the balance in the Tarings and Dividen 
Control Reserve account falls short of the reasonable return, the appt 
priation to fh«< r**" ^ bv Tl 

reserve is to b , .* .. ^ 

purchaser of ■ , ■ ■ • • •• J • ■ ■ : 

Reasonable Return and Disposal of Surplus : In order to avo 
exploitation of consumers by the electricity uiidertaJrings, certain provislo 
have been made in the Act. According to para 1 of the Sixth Schedul 
electricity companies have to so adjust their rates tbst their clear pro 
in any year does not exceed the reasonable return by more than 20* 
The terms reasonable return and clear profit have been clearly defined 
the schedule. 

Reasonable Return : It is the sum of the following : 

(l> An yield which is equal to bank tale plus two per cent on ll 
capital base. 

(2) Income from investments excluding investments against co 
tbgency reserve. 

(3) An amount at J% on loss by the State Electricity Boards. 

(4) Aq amount at i% on amounts borrowed from approved instill 

lions. 

(3) An amount at on debentures issued. 

(6) An amount at on the balance of Development Rcserx e. 

Capital Base : Procedure for calculating capital base is given below 

Rs. Ks 

(1) Original cost of the fixed assets available 

Less s Cost of service lines contributed by consumers 

(2) Cost of intangible assets 

(3) Investments made compulsorily on 

account of contingency resen t 

(4) Original cost of W.f.P. 

(5) Working capital being the monthly 
average of stores, materials, cash 
and bank balance 

Total 

Less : 

(1) Depreciation on tangible assets and _ 
amounts written olTfrom the intangible 
assets 

(2) Loans adx’anccd by Electricity Boards 

(3) Security deposits of emtomers held 
in cash 
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(4) Debentures issued by the company 

(5) Loans borrowed from approved institutions 

(6) Balance in the Tariffs and Dividends 
Control Reserve 

(7) Balance in the Development Reserve 

(8) Balance in the Consumer Benefit Reserve 

Capital Base 


Clear Profit ; It is the diSerence between the amount of income and 
expenditure and reduced by specific appropriations. The layout of items 
for calculating this figure is given below : 


Income derived from 




1. Receipts from sale of energy less discount 

2. Rental of meters, etc. 

3. Sales and repair of lamps 

4. Rent 

5. Transfer fees 

6. Interest from investments, fixed and call 
deposits and bank balances 

7. Other taxable receipts 


Less ; Expenditure incurred on 

1 . Generation and purchase of energy 

2. Distribution and sale of energy 

3. Rents, rates and taxes 

4. Interest on loans 

5. Interest on security deposits 

6. Bad debts 

7. Audit fees 

8. Management 

9. Depreciation 

10. Other admissible expenses for tax purposes 

1 1. Contributions to P.F., Gratuity, etc. 

12. Bonus to employees 


1 . 

2 . 

3. 

4. 

5. 

6 . 
7. 


Spcci.nl appropriations 
Past lo!.ses 

Taxe.s on income and profit 
Amounts written off from intangibles 
Con tribii .tons to cf ntingcncy reserve 
Contributions tov ards arrears of 
depreciation 

Contributions to development reserve 
Other special appropriations permitted 
by the State Government 


Rs. 


Rs. 


Balance, being clear p 'ofit 
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Disposal of Surplus x Iftbe clear profit of ao electricity company 
exceeds the reasonable return, the excess of clear profit over reasonable 
return must be disposed of as follows : 

(/) One-third of the surplus but not exceeding 5% reasonable return 
will be at the disposal of the undertaking as a re^^a^d for its efficiency. 

(ft) Of the balance one-half wilt be transferred to the tariffs and 
dividends control reserve. 


of ■ • ■ tribX 

tio • ■ .... 

Tariffs and dividends control reserve can be utilised for payment of 
dividends during years when clear profit is less than the reasonable return. 
The balance in this account must be handed over to the purchaser at the 
time of sale of the undertaking. An electricity company must regulate 
its rates suitably so that the clear profit in any year does not exceed the 
reasonable return by more than 20% of such return. 

Restriction on Dividends : Except with the previous consent of the 
Stale Govetnmtnt. no sum shall be carried foiward to a reserve and no 
dividend in excess of 3% shall be paid on share capital and no other 
distribution of profits shall be made to the shareholders in respect of any 
year of account so long as any of the following sums remain to be written 
off in the books of the undertakiog. namely. 

(/) normal depreciation due for that year of account calculated in 
accordance with the provisions of para VI of Schedule VI to Electricity 
(Supply) Act. 1948. 


(/O equated instalment in respect of arrears of depreciation computed 
in accordance with the provisions of para XI of Schedule VI, for that year 
of account. 

(Hi) arrears, if any. in respect of normal depreciation referred to in 
clause (a) above. 

(/v) arrears, if any. In respect of equated instalments referred to in 
clause (b) above. 


Illustration 5. The following balances have been extracted from the books 
of Kanpur Eteciriciiy Company at tbc end of 1976. 


Share capital 

Reserve fund (Invested in 4J% Government 
securities at par) 

Contingencies reserve (invested 
in 5% State loan) 

Loan from Smie Electricity Board 
b*',; Debentures 
Development reserve 
Fixed assets 

D-.prcciation reserve on fixed assets 
CVmumers’ UeposUs 


R$. 

10.00. 0co 

5.00. 000 

1 . 00 . 000 
6,00.000 
2.00 000 
1. 00 000 

20.00 n.'io 

5.00.C00 

5.50.0f)0 
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Amounts contributed by consumers qqq 

for fixed assets 50*000 

Intangible- assets 50* 000 

Tariffs and dividends control reserves 
Current assets (monthly average; 

The company earns a profit of Rs. 75.000 (after tax) in / Show 
ow the profit is to be dealt with by the company, assuming the bank rate 

I 9%. 

Solution. 

Capital base : 


Fixed asssets 

Less : Depreciation reserve 


Intangible assets 
Current assets 
Investment against 

contingency reserve 


20 , 00,000 

5.00. 000 

15,00,000 

50,000 

2 . 00 . 000 

1,00,000 


Total 

Less ; Loan from State 

Electricity Board 6,00,000 
Debentures 2,00,000 

Development reserve 1 .00,000 - 

Consumers’ deposits 5,50,000 

Amounts contributed by 
consumers for fixed 
assets 10,000 

Tariff and dividend 

control reserve 50,000 


18,50,000 


15,10,000 


3,40,000 


Reasonable Return : 

11% i.c. (Reserve Bank Rate 9%+2%) 
on Rs. 3,40,000 

41% on Reserve Fund Investment 
1% on Electricity Board Loan, 
Debenture and Development 
Reserve. 


37,400 

22,500 

4,500 


64.400 


D /iinn for Iho company 

Rs. 64,400, 'c ''OA rni ^ 

75,000. 


Rs 77 980 Thn ^ ^4,400-}-20% of 

KS. / 7,280. The company has earned " ‘ 


a profit of Ks. 
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Surplus earned «:75,000~64 4Q0 

»10,600 

J^UppsaJ of prtfil including the surplus 

(0 To be retained by the RcasonabJe returns plus Jrd of 

company ihe surplus not exceeding; 5% of 

reasooabfe return. 

-Rs. 61,400+5% of 64,400 
=Rs. 67.620. 

(/O To be transferred to Tariffs —One-half of the balance 
and Dividends Control Reserve = j of (Rs. 10,600— 3^220) 

-Rs. 3,690. 

(//() To be distributed among 

consumers by way ofreduc- =The balance, /e., 
lion of rates or otherwise —Rs. 3,690. 

Repairs and Reneii'fl.'r 

” ' ‘ — "* '•harged 

... . . ■ ■ ■ The 

• ■ ' • • '■ rut in 

• ' • • ■ ’use of 

the asset may be more or less the same, me piuias lu ii>e iu,>k years 
may be high since the charge for repairs and renewals during these years 
will be negligible. As the asset becomes older the charge for repairs and 
renewals will be heavy and hence the profits of later years will be unduly 
reduced. 

To equalise the burden to • • • 

charge to revenue in respect * * i . ■ 

maintain a repairs and renewab ■ 

account by debiting the revenue account and crediting the repairs and rene- 
wals reserve account. The amount that is likely to be spent on repairs 
each year on an average during the life of the asset is calculated in advance 
and it is charged to revenue account annually. The actual repairs are 
debited to the reserve account and not to the revenue account. The balance 
iq the 'repairs and renewals reserve’ account is shown in the general balance 
sheet. 

lllBsfratlon 6. The following particulars are available from the books of 
Hasan Electricity Company. 


Balance of repairs and renewab reserve account 
as on 1st April 1975 1,20,000 


Actual repairs incurred during the year ended 
3l8t March 1976 
31st March 1977 


75.000 

35.000 


The company Xransfers annually a sum of Rs. 50,000 to the 'repairs 
and renewab* reserve account. 


Draw up the account for the years 1975-76 and 1976-77. 
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Solation. 


REPAIRS AND RENEWALS RESERVE ACCOUNT 


1976 

March 31 

— 

To Repairs and 
renewals 

To Balance c/d 

Rs. 

75.000 

95.000 

1975 
April 1 

1976 

March 31 

By Balance b/d 

By Revenue 
account 



1.70.000 


1977 

■ilatch 31 

—do — 

To Repairs and 
renewals 

To Balance c/d 

35.000 

1,10.000 

1976 
April 1 

1977 

March 31 

By Balance b/d 

By Revenue 
account 



1,45,000 





1977 
April 1 

By Balance b/d 


Rs. 

1,20,000 

50.000 

1.70.000 

mssKMtsmwm 

95.000 

50.000 
I,45.0M 

zsamtamt 

1 . 10.000 


REPLACEMENT OF AN ASSET 


Under single account system which we have discussed so far, book 
value of the old asset was written off when such an asset was replaced by 
another. Any amoimt spent on the new asset was capitalised. Under 
the double account system a dififerent procedure is adopted in this regard. 
When an asset is abandoned due to obsolescence or any other reason, 
there is no need to write off such loss. The asset continues to be in the 
books at original cost. Once an asset appears in the capital account at 
a certain figure, its value is not reduced. However its value may be 
increased as a result of extensions and additions to the asset. 


Under double account system, therefore, there is a nef'd to allocate 
the amount spent on replacement of an asset to capital representing the 
value of extension and to revenue representing the actual replacement of 
the original asset. It is wrong to capitalize the whole amount spent in 
such cases. The procedure to be followed is summarised below. 

(a) The original cost of the asset is not touched. 


It continues to appear in the books even after its replacement. 

{b) Under this system the estimated cost of the replacement of the 
old asset (in the original form) is calculated. In other words, an estimate 
IS made as to what that old asset (which is to be replaced now) would cost 
if It IS to be constructed now in the same old form. This estimated cost 
IS redured by the sale proceeds of old materials or by the value of material 
reused m the new construction. The amount left is charged to revenue 


(c) The difference between the total cost of the work and the 
estimated replacement cost (without being further reduced by the TmouS 

«p5isef theUUl forTS 


The accounting entries will be— 
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(1) For the amount spent on new workt. 

£>ebit New works account (with the amount to be capi(aliscd) 
Replacement account (with the amount to be WTilten off 

to revenue) 

Credit Bank account (Actual amount spent) 

(2) For the sale of old materials : 

Debit Bank account 

Credit Replacement account 

(3) For the value of old materiaU used in the construction : 

Debit New works account 

Credit Replacement account 

(4) Amount entirely spent on extensions : 

Debit New works account 

Credit Bank account 

niostratton 7. A power house originally built for Rs. 4,00,000 is (o be 
replaced by a new one. The total co&t of the construction is Rs. 14,00,000. 
Bvt the estimated cost of coostructioa of the original sire pow'cf bouse 
is Rs. 6,00,000. Find out the amount to be charged to revenue and capital. 
SolntloB. 

(a) Estimated coat of replacement of the Rs. 

cr/girtc/ power house 6,00,000 (Revenue charge) 

(b) Total cost of consttuction 14,00,000 

Less : fotimated cost of replacement 6,00,000 

Rs. 8,00,000 (Capital charge) 

Illustration 8. What shall be amount to be charged to revenue and 

i* — .j j. to, l•^nnt^,n^J sale proceeds 

■ ■ ■ • . ■ of old material 


SolntioD. 

(o) Calculation of revenue charge : 

Estimated cost of replacement of original asset 
Ee« : Cost of material reused Rs. 12,000 

* Sale proceeds of material sold 8,000 


Rs. 

6 . 00,000 

20,000 


Net revenue charge 


( 6 ) 


Cdculation of capital charge : 

Total cost of construction 

Less : Estimated cost of original asset to be replaced 


14,00,000 

6 . 00,000 


Net amouat to be capitalised Rs. 8,00,000 
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Cost of material reused and sale proceeds of old material makes 
difference only in calculation of revenue charge. Capitalization is not at 
all affected by these transactions. 

Illustration 9. The directors of the Nc^v Talkies Ltd having received 
coniplaiuts from their Sound Engineer regarding the defective audiography 
of their cinematographic machinery decided to replace it by one of greater 
capacity and power. The old machinery was obtained at the cost ot 
Rs. 20,000 but the cost has in the meantime increased by 50% in the 
aggregate. The new machinery, it is estimated, would cost Rs. 50,000 
and the old machinery would realise Rs. 5,000 only. 

You arc required to allocate the cost of Rs. 50,000 between capital 
and revenue expenditure and to give the necessary journal entries for 
recording the above transactions in the books of the company. Also show 
machinery account. (B. Com,, Mysore, 1971) 


Solution. 

Calculation of revenue charge ; Rs. 

Estimated cost of replacement of oW machine 30,000 

(Rs. 20,000+50% of 20,000) 

Less : Realisation value of machine ; 5,000 


Revenue charge Rs. 25,000 

Calculation of capital charge : 

Total cost of new machine 50,000 

Less : Estimated cost of replacement of old machine 30,000 


New amount to be capitalised Rs. 20,000 

csrs=s=s 


JOURNAL ENTRIES 


I. 


2 . 

3. 


Replacement account 
To Cash account 

(Cash spent on the purchase of new machine) 

Cash account 

To Replacement account 
(Sale proceeds of old machine) 


^VMue account (rerenue charge) n 

Machinery account (capital charee) n 

To Replacement account 

(Amount allocated to revenue and capital charges 


Rs. 

50.000 

Rfi. 

50,000 

5,000 

5,000 

r 

25,000 


20,000 

45,000 


machinery account 


To Opening balance 

To Replacement account 

Rs. 20,000 ] 
20,000 ! 

By Balance c/d 

Rs. 40.000 


Rs. 40,000 1 


R*. 40,000 
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IlIastratioD 10. A gas cotapaoy rebuilds its works st the cost of 
Rs. 3,30,000. A pan of the works which bad cost Rs. J,30,000 is com* 
pletely replaced. lo making the new works sold material of Rs. 4,600 
was reused and material worth Rs. 8,401) tvas sold a*ay. The cost of 
labour and material is respectively 15% and I2|% higher now than when 
the old works were built. The ratio of matctial and labour in the works 
is 7 ; 3. 

You are required to make necessary calculations and give journal 
entries. 


Solution ; 


(o) Calculation of new estimated cost of otizlnal asset : 



Total Rath 

Material 

Labour 


Rs. 

Rs. 

Rs. 

Cost of original works 

Add : Increase in cost : 

1,30,000 7 : 3 

91,000 

39,000 

Material 121% of Rj. 91.000 11.375 

11,375 


l.abour 15% of Rs. 39,000 
New estimated cost of 

5.850 

5,850 


original works 

1,47,225 

1,02,375 

44,850 

Calatlation of revenue charge 




Estimated cost of original works 


1,47,225 

Less : Material reused 

Rs. 4.600 


Material sold 

8.400 


13,000 

Net charge to revenue 


Rs. 

1,34,225 

Calculation of capital charge : 



Rs. 

Cost of total construction 



3,30,000 

Less : Estimated cost of asset beiogreplaced 


1,47,225 

Value of capitalisation 


Rs. 

1.82,775 


JOURNAL ENTRIES 


RepUcement account 

Dr. 

To Cash 


(Total coasiniction cost 

3,30.000 

Lar, Material reused 

4,600 

Net axDoont paid in cash 

3,23,400) 

ash 


To RepUcemeot accouol 


(Sale procMi of material sold) 


Revenue account (net charse to fcveoue) 

Dr. 

Works account (cost of capitalisation} 

Dr. 

To EepIacCQKBt aceoont 



R*. 

3.23,400 


Ri. 

3.25.400 


8,400 


8.400 


1.34.223 

I.U.776 


'xn/m 
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Asset will appear in the capital account as follows : 


1 

[ Original cost I 

1 Amount spent 

Total 

1 

1 Rs. 1 

1 Rs. 

Rs. 

Works 1 

1 1,30.000 1 

1 1,82.775 

3,12.775 


Note : Replacement account will be eliminated by charging the same to revenue. 


ASSIGNMENT MATERIAL 
Objective Type Qnestions : 

fl) Indicate whether the following statements are ‘True’ or ‘False*. 

(a) Under double account system depreciation is credited to 
the asset account concerned. 

^ntingency reserve is to be invested in Trust Securities. 
The capital account shows the sources of capital and the 


(h) 

(c) 


( 2 ) 


manner in which it is utilised. 

Depreciation under double account system is not credited 
to the assets, but is shown as an accumulated fund in the 
general balance sheet. 

Under double account system debentures are shown in the 
general balance sheet. 

Premiums on issue of shares and debentures are permanently 
retained as capital items. 

In the case of electricity companies the balance from the 

20 item on the appropriate 
side of General Balance Sheet. ^ 

The capital account enables one to know the cost of fixed 
assets acquired during the year. 

of depreciation must 

be earned forward and charged to net revenue account. 

of the electricity companies must be prepared 
S,mplSrAa.T 9 M of Schedule VI to tto 

Fill in the blanks. 

recognised for electricity 


id) 

ie) 

if) 

is) 

ih) 

(0 

(i) 


(«) 

ih) 

(c) 

id) 


companies are. 

SSK.liiSS”"’""’ ''“iven.ost 

asset is charged to 


per cent of the SS^wst ofS'aiS^'^*^ 

teaches...*!°°.!.°.®®pg/^“^^ should be made until it 

if) Under douWe fl 

profit and loss account and 
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proSt and Joss approptiation account are respectively called 
and 

(g) l^der the double account system, the amount to be written 

off when an asset is replaced is debited to account. 

(3) Indicate the correct answer; 

(a) When an asset is replaced : 

(0 the current cost of replacement is written off to revenue, 

(h‘) the origina! cost of the asset is written off to revenoe. 

(///) the original cost reduced by the amount of depreciation is 
written off to revenue 

(i) Original cost of an asset Rs. 50,000. Present cost of re* 
placement Rs. 6,50,000. Amount spent on replacement 
Rs. 7,60,000. The amount chargeable to revenue will be ; 

(0 Rs. 6,50.000. 

(to Rs. 5.00.000. 

(///) Rs. 7.60,000. 

(e) Interest on debentures Is shown in : 

(0 Revenue account. 

(ff) Capital account. 

(///) Net revenue account. 

((f) When an asset is replaced any amount realised on sale of 
old matenab will be ; 


(f) Credited Co replacement account 
(ii) Credited to asset account 
(ill) Credited to revenue account 
(e) Cost of licence is shown in the 
(0 Capital account. 

(iO Revenue acccount. 

(Ill) General balance sheet. 

(/) Cbntiogeocies reserve is created : 

lO (o declare divideoda dorin, jean wira proSu art fa- 
adequate. 

ill) to meet itaotmal eapeoaea wBici are bejood lie cjoottol 
of management. 

(lit) strengthen genesally the financial position of the company, 

(g) The essential featorc of the double aewen^ttea Ui 

(0 for every debit there fa a cormpoadicgcret^ 

(«) tliepreaeolati<»<.fcapUalieaipta.od capMl exr«:d.1« 

in a separate accoocS- .. , .f n ,r,-:.rr,ri 

acoo n nt. __ 
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(A) Under double account system, depreciation is ; 

(?) credited to the asset account. 

(//) Credited to depreciation reserve account. 

{Hi) None of the above. 


Questions : 

1. Explain what is double account system. Distinguish it from 
single account system. 

2. State briefly the advantages and disadvantages of double account 
system. 

3. Explain the method of charging depreciation in double account 
system. Is it different from that which is adopted in single account system? 

4. What treatment would you recommend in double account 
system for (a) Depreciation, and (6) Additions and Alterations ? 

(B. Com., North Bengal, 1972) 

5. How is reasonable return defined by the Electricity (Supply) Act, 
1948 ? Explain how electricity companies should dispose of the surplus 
of clear profit over reasonable return. 


6. Write short notes on : 

(a) Contingency reserve, (b) Capital base, (c) Development 
reserve, (d) Tariffs and dividends control reserve. 

Problems 


1. The Delhi Electric Co Ltd rebuilt and re-equipped a part of their 
.^wer-house at a cost of Rs. 80,00,000 ; the part of the old power-house 
thus superseded had cost originally Rs. 50,00,000 but if erected at the 
present time would cost 20% more. Rs. 6,00,000 is realised from the sale 
of old materials and Rs. 3,00,000 worth of old materials are used in the 
reconstructio-i and are included in the cost of Rs. 80,00,000 mentioned 
above. Give necessary entries for recording the above transactions in the 
books of the company, indicating the allocations between capital and 
revenue aid give reasons for such allocations (C.A. Final} 33-1 

{Cfiarge to revenue JRs. 51,00,000 J Additional amount to he capitalised 

Rs. 20,00,000) 


2. A water supply concern had to replace a quarter of the mains 
and lay an auxiliary main for the remaining length in order to augment 
supplies of wafer to a locality. The total cost of the original main was 
Rs. 4,00,000. The auxiliary main cost Rs. 4,50,000 and the new main 
cost Rs. 1,75,000. It is estimated that the cost of laying a-main has gone 
up by 30%. Part of the old main realised Rs. 15,000. 

Pass iournal entries to record the above and show the total amount 
capitalised and written off. (B. Com,, Andhra, 1971) 33-2 

{Amount charged to revenue Rs. 1,15,000 ; Amount capitalised Rs. 4,95,000) 

Tt was renltce!? inTofiR ^ of Rs. 3,CO,000. 

SinS 1937 'if ‘ ^ of Rs. 1 6.00,000. 

Since J937 prices of materials have risen to 250% and the labour rates 
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have trebled. The proportion of materials and labour in the old station 
was 2 ; 3. Old materials valued at Rs. 25,000 arc used in the conslniction 
of the new station and included in the cost of Rs. 16,00,000. Rs. 42,000 
is realised by the sale of old materials. 

Give journal entries for recording the above transactions. 

(D. Com., Mjsore, 1972) 33-3 
(Charge to revenue account Re. 7^73,000 ; Amount to be capitalised 

Rs. 7.60,000) 

4. The Bombay Municipal Corporation, having received many 


laid. The cost of materials and wages have increased m the meantime 
by 50% in the aggregate, h ts estimated that the ta>ing of larger mains 
would cost Rs. 30, CO, COO ard the old roams would realise Rs. 2,50,000. 
As the capita] expenditure is to be met by means of a loan and the revenue 
expenditure is to be provided from out of revenue, it is necessary to 
allocate the cost of Rs. 30,00,000 between capital and revenue expenditure. 

You are asked to make the allocation. (B. Coro , Madras Unlrerslty) 
(Charge to revenue Rs. J2,S0,000 ; Amount to be eopUoUsed Rs. 75,00,000) 

5. Jaipur Electric Supply Company Ltd (which adopts the double 
account system) re«build and re-equip a power station and the connec- 
ting lines during the year 1974. For this purpose they purchased mate- 
rials of Rs. 10,85,000 and used stores worth Rs. 4,90,000 from their 
existiog^tocks. The cost of labour came to Rs. 5,22,000. The estimated 
supervisory over-heads attributed to this project were Rs. 13,0C0. The 
station was erected in 1945 at a cost of Rs. 5,00,000 and the index of 
costs in this line stood in 1974 at 385, taking 1945 as the base year. 
Discarded materials from the old station fetched Rs. 12,000. 


Show j'oumal entnes to record the above transactions and give wor- 
king notes showing how you arrived at (he figures. 

(B. Com., Madras, March 1S178) 
(Charge to revenue Rs. 19,13,000 ; Amount to be capltalsed Rs. 1,85,000) 
€. The following are the balances on 3Ist March 1975 in the books 
of South Madras Power and Light Co Ltd : 

Dr. Cr. 

Rs. Rs. 


Land on 1st April 1974 

Lands expended during the year 

Machinery on 1st April 1974 

Machinery expanded during the year 

Mains including cost of laying 

Mains expanded during the year 

Ordinary shares 

Debentures 

Sundry creditors 

Depreciation account 


60,000 

2,000 

2.40,000 

2,000 

80,000 

20,400 


2,19,600 
SO.COO 
400 • 
1,C0,0CQ_ 
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Sundry debtors for current supplied 

Other debtors 

Cash 

Cost for generation of electricity 

Cost of distribution of electricity 

Rent, Rates and Taxes 

Management 

Depreciation 

Sale of current 

Rent of meters 

Interest on debentures 

Interim dividend 

Balance of Net Revenue A/c (April. 1, 1974) 


16,000 

200 

2,000 

14,000 

2,000 

2,000 

4,800 

8.000 


4.000 

8.000 


52,000 

2,000 

11,400 


Rs. 4,65,400 


4,65,400 


From the above trial balances, prepare capital account, general 
balance sheet, revenue account and net revenue account. 

(B, Com., Madras, September 1977) 

(Balance on capital account Rs. 1,04,800 ; Revenue Rs. 23,200 ; 

Net revenve Rs. 22,600 ; General balance sheet total Rs. 4,22,600) 

7. The following balances were extracted from the books of Urban 
Electric Supply Co Ltd as on December 31, 1969. Prepare revenue, net 
revenue and appropriation accounts and balance sheet in the form pres- 
cribed under the Electricity Act : 


Rs. 

Power purchased 2,83,397 

Distribution expenses 46,658 

Rates and taxes IS 

General establishment charges 30,407 
Management expenses 17,730 

Sale of electricity 4,19.434 

Meier rent, reconnection fee, etc. 27,546 
Depreciation 18,758 

Income-tax 18,244 

Repairs and maintenance 

of building 526 

Contribution towards 

crntingency. reserve 3,J43 

Interest paid and accrued 6,089 

Plant and machinery 4 59.968 

Public lighting '81,665 

General equipment 15,367 

Capita! paid-up 3,55.'ooo 

Hills prijable ggj; 

, „ (C.A. Final) 33-6 

{Revenm- Rs. 4j,400 ; Net Revenue Rs. 43,400 ; Total of general 
balance sheet Rs. 7.63,942 ; Ltjference in T.B. Rs. 15,615) 


Sundry creditors (consumers) 2,636 

Sundry creditors (others) 119 

Consumers’ secunty deposit 1,87,566 

Deprwiation reserve balance 1,28,785 

Contingency reserve balance 

on 1 st January 6,902 

Services advance 7,957 

Unpaid wages Ig 

Income-tax reserve 18,244 

Interest payable 11,905 

Stores in hand 48,852 

Sundry debtors for supply of 

electricity 39,219 

Advances to staff 10, *045 

Cash at bank 7^334 

Cash in hand 1*492 
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8. The following balances appeared 

in the books of Universal 

Electric Supply Corporation Ltd, as on 3lst December, 1974 : 



Dr. 

Cr. 


Rs. 

Rs. 

Equity shares 


6,00,000 

Debentures 


2,00.000 

Land on 3Ist December, 1973 

1,50,000 

r’l;-'-' t*-- '“-r 

60,000 


' ■ ! ! • - -- 

1,60,000 


Mains expended during the year 

76,000 


Machinery on 31st December, 1973 

5,50,000 


Machinery purchased during the year 

66,000 


Sundry creditors 


1,000 

Depreciation Aind account 


2,50,000 

Sundry debtors for current supplied 

40,000 


Other book debts 

500 


Stores on hand 

6,000 


Cash in hand 

4,000 


Cost of generation of electricity 

30,000 


Cost of distribution of electricity 

9,000 


Sale of current 


1,50,000 

Meter rent 


5,000 

Rent, rates and taxes 

12,000 


Establishment expenses 

21,000 


Interest on debentures 

10,000 


Interim dividend 

20,000 . 


Depreciation 

Net revenue account balance 

20,000 


on 31st December, 1973 


28,500 


Rs. 12.34,500 12,34,500 


From the above balances prepare revenue account, net revenue 
account, capital account and general balance sheet. 

II.C.W.A (Final) June 1975] 
(Balances : Capital accomt Hr. 7,62 000 ; Revenue account Rs. 63.000 ; 
Net revenue account Rs. 61,500 ; General balance sheet total Rs. 11,12,500) 
9. The following balances arc extracted from the books of account 
of Vidvut Electric Supply Company Ltd, for the year ended 31st March 
1976 


DEBIT BALANCCS 


Lit. dice 

l.nnil (addition during the year Rs. 10,000) 
Buildingj 

Phftl and Machinery 
Trunsfornn'r sub station 
Mains— Overhead and underground (additions 
during the year Rs. 17,70,000) 


Rs. Rs. 

9.000 

2 , 10.000 

12.18.COO 

2,04,000 

83,70,000 

2,84,25,000 
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House Service Connection (additions 
during the year Rs. 2,25,000) 
Furniture and Fixtures (additions 
during the year Rs, 21,000) 

Motor Lorries (additions during the 
year Rs, 50,000) 

Investments of contingency reserves (m 
Government securities) 

Purchase of energy 
Salaries and wages 
Repairs and Maintenance : 

Buildings 

Plant and machinery 
Transformers 
Mains and services 
Lorries 

Establishment expenses 

Rent, rates and taxes 

Conveyance and travelling 

Audit fees 

General expenses 

Electricity duty 

Directors’ fees and allowance 

Interest on fixed loans 

Interest on consumers’ security deposits 

Current assets 

Work-in-progress 

Sundry debtors 

Cash and bank balances 

Loans and advances 


32.10.000 

3.30.000 

3.15.000 

4.80.000 

62.25.000 
12,00,000 


22,500 

7,500 

90.000 
5,10,000 

18.000 

6,48,000 

19.95.000 

76.500 
60,000 

22.500 

1.50.000 

10.50.000 

25.500 
3,52,500 

1 . 20.000 

33.00. 000 

19.20.000 

40.50.000 

21 . 00 . 000 

10.50.000 


Total Rs. 6,71,16,000 


CREDIT BALANCES 


Share Capital : 

7,50,000 Equity shares of Rs. 10 each 
3,00,000 7% Preference shares of Rs. 10 each 
Reserve for rebate to consumers 
Contingency reserve 
Tariff and dividend control reserve 
Development reserve 
Accumulated depreciation 
Balance of net revenue account brought forward 
from previous y ear 

Loan from State Government (secured by charge 
on fixed assets) 

Loan from State Electricity Board 
Sundry creditors 
Consumers security deposits 


Rs. 


75.00. 000 

30.00. 000 
2,11,500 

4.80.000 

2 . 10.000 
9,18.000 

2,40,00,000 

22,500 

49.50.000 
5,70,000 

25.74.000 

48.00. 000 
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UDctaimeddiTidesds 2^5,000 

Salcofetietsy l,74,75,C00 

Rental of meters 1 ,05,0C0 

Maintenance on public lamps 22,5'‘0 • 

Hire on machinery and go(^ 37,500 

Interest on bank accounts 15,000 


Total Rs. 6,71,1^,000 

Th^followisg adjtistmrata have to be made : 


(1) Depreciation for the year 17,25,009 

(2) Provision for taxation 22,80,000 

(3) Transfer of contingency reserve 2.25,000 

(4) Transfer of development rtsenre 1,20,000 


The amount of reasonable return may be presumed to be 
Rs, 11,94,000. 

Yon are required to prepare capital account and general balance 
sheet of the Vidyct Electric Supply Crapany Ltd under the double 
account system, (CA. Final, Nov. 1976) 

(Fclacts : Capital aeceuat Rr. 2j5?,7J,000 : Rnvwe eectrjnt 
Rs. 20fi2^0Q ; Hst rrraof A(c Rs. J2J6^00 TetaJ of the 
General balatce theet Rs. fulfil fiOCf) 
10. Uupta tlectricity Company earned a profit of Rs. 33,97,000 
ifter paying Rs, 1,20.000 6% as debenture interest for the year ended 

darch 31, 1982. The foUowiug further informitioo is supplied to you : 


Rs. 

Fixed Assets 7,20,00.000 

Depreciation written off 2,00.00,000 

Loan from Electricity Board 1,60.00,000 

Reserve Fund Investment at par (4*J ) 40.CO,000 

Contingency Reserve iQvcslraenl at par (4 JJ) 30,00,000 

Tariff and Dividend Control Reserve 4,00,000 

Security Deposits of customers 6,00,000 

Customer's contribution to assets 2,00,000 

Preliminary expenses 1,60,000 

Monthly average of current assets wjcludmg amount 
due from customers Rs 10,00,000 30,40,000 

Development Reserve 10,00,000 


Show the disposal of the profits mentioned above. 

(C.A. Final, November 1982) 

(The full amount of clear profit is ai the disposal of the company). 
SUCGECTCD READING 

1. Xerosmri’nry— Wdliatn Pickles 

2. Indian Electricity Rales 1955 

3. * Published Accounts of Electricity Boards 
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House Service Connection (additions 
during the year Rs. 2j25,000) 
Furniture and Fixtures (additions 
during the year Rs. 21,000) 

Motor Lorries (additions during the 
year Rs. 50,000) 

Investments of contingency reserves (in 
Government securities) 

Purchase of energy 
Salaries and wages 
Repairs and Maintenance : 

Buildings 

Plant and machinery 
Transformers 
Mains and services 
Lorries 

Establishment expenses 

Rent, rates and taxes 

Conveyance and travelling 

Audit fees 

General expenses 

Electricity duty 

Directors’ fees and allowance 

Interest on fixed loans 

Interest on consumers’ security deposits 

Current assets 

Work-in-progress 

Sundry debtors 

Cash and bank balances 

Loans and advances 


32.10.000 

3.30.000 

3.15.000 

4.80.000 

62.25.000 
12,00,000 


22,500 

7,500 

90.000 
5,10,000 

18.000 

6,48,000 

19.95.000 

76.500 
60,000 

22.500 

1.50. 000 

10.50.000 

25.500 
3,52,500 

1 . 20.000 

33.00. 000 

19.20.000 

40.50.000 

21 . 00 . 000 

10.50.000 


Total Rs. 6,71,16,000 


CREDIT BALA24CES 


Share Capital : 

7,50,000 Equity shares of Rs. 10 each 
3,00,000 7% Preference shares of Rs. 10 each 
Reserve for rebate to consumers 
Contingency reserve 
Tariff and dividend control reserve 
Development reserve 
Accumulated depreciation 
Balance of net revenue account brought forward 
from previous > ear 

Loan from State Government (secured by charge 
on fixed assets) 

Loan from State Electricity Board 
Sundry creditors 
Consumers security deposits 


Rs. 


75.00. 000 

30.00. 000 
2,11,500 

4 . 80.000 

2 . 10.000 

9.18.000 
2,40,00,000 

22,500 

49.50.000 

5.70.000 

25.74.000 

48.00. 000 
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(Jodained dividends 
Sale of energy 
Rental of meters 
Maintenance on public lamps 
Hire on machinery and goods 
Interest on bank accounts 


2^5.000 

1,74,75,000 

1,05,000 

22.5'‘0 

37,500 

15,000 


Total Rs. f, 71,1^,000 

Th^following adjOstme'nts have to be made : 


(1) Depreciation for the year 17,25,000 

(2) Provision for taxation 22,80,000 

(3) Transfer of contingency reserve 2,25,000 

(4) Transfer of development reserve 1,20,000 


The amount of reasonable return may be presumed to be 
Rs. 11,94,000. 

You are reqoired to prepare capital account and general balance 
sheet of the Vidyut Electric Supply Company Ltd under the double 
account system. (C.A. Final, Nov. 1976) 

iPcIcnces : Capita! aetetat Ft. iy62,7I,000 ; Fnenue oeeomt 
Rs. 20,^2^00 ; merwe Afe Rs. I2J6,200 Total of the 
CeneroJ taJance sheet Rs. 

10. Gupta liicctficity Company earned n profit of Rs. 33,97,000 
after paying Rs. 1,20,000 @ 6% as debenture interest for the year ended 
March 3i> 1982. The following further information is supplied to you : 


Fixed Assets 
Depreciation written off 
Loan from Electricity Board 
Reserve Fund Investment at par (4®{ ) 

9“ I •• - ; at par (4%) 

i ■. ■ ' i> ■ • ;• ‘^’erve 

■■ ■. • 


Mommy average ol current assets including amount 
due from customers Rs, 10,00,000 
Development Reserve 


Rs. 

7.20.00. 000 

2 . 00 . 00.000 

1,60,00,000 

40.C0,000 

30,00,000 

4.00. 000 

6 . 00 . 000 
2,00,000 
1,60,000 

30.40.000 

10,00.000 


Show the disposal of the profits mentioned above. 

(C.A. Final, November 1982) 


(The full amount of clear profit is at the disposal of the company). 


SUGGESTED READING 

1. Aceounfflncy'^-VfiiViaxa Pickles 

2. Tndiao Electricity Rules 1955 

3. - Published Accounts of Electricity Boards 
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Accounts of Holding Companies 
Consolidated Balance Sheet 


Holding company device is a part and parcel of the combination 
movement in business. As business expands^ the businessman tries to 
acquire more and more control on units supplying raw materials and 
componen'S as well as agencies engaged in marfecting output. Again In- 
stead of starling more factories under the same company, it is advantage- 
ous to promote new companies for the purpose, in which the parefti 
organisation can acquire controlling interest. The parent organisation 
acquiring controlling interest in another company is called the Holding 
Company. The company which is controlled is called Subsidiary Company. 
There ore three ways in which a company A Ltd. may control another 
company B Ltd. They are : 

(1) by holding more than half the shares in B Ltd. having voting 
power, 

(2) by controlling the composition of the Board of Directors of B 
Ltd., and 

(3) by controlling a holding company which controls B Ltd. If B 
Ltd. is the subsidiary of C Ltd. and C Ltd. is subsidiary of A 
Ltd., then B Ltd. is also deemed to be the subsidiary of A Ltd. 

In many cases the holding company itself may not have any trading 
interests on its owti account. It might a device to build up a vast 
industrial empire in which case it ttiU be merely directing the operations 
of scscral companies because of its controlling interest. Takeoterbids 
also have been largely responsible for the coming into existence of the 
holding companies. A takeover bid may be defined as the acquisition of 
control of a company through the purchase of shares from the market by 
an outside persoq or a company. Generally, the purpose of takcoxtr 
bids is to put the productiv’c assets in the hands of an indiflerent manage- 
ment to better use. Such takeover bids did result in several cases in 
better management of the assets and made the controlled companies 
prosperous. 

The holding company, together with its subsidiaries, is called “the 
Group*’, for the purpose of discussion in this book. The provisions of 
the Companies Act giving dehnilion and other requirements of holding 
company are given below. 

DellaKiott 

Section 4 of the Companies Act, 1956 defines subsidiary company. 
It saj-s that a company is a subsidiary of another if, but only if— 
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“(a) that other company controls the composition of its Board of Directors ; or 
(6> that other— 

(i) where the first mentioned company is an existing company in respect 
of which the holders of preference shares issued before the commence- 
ment of this Act have the same voting rights in all respects as the 
holders of equity shares, exercises or controls more than half of the 
total voting power of such company ; 

(il) where the first mentioned company is any other company, holds more 
than half in nominal value of its equity share capital ; 

(c) the first mentioned company is a subsidiary of any company which is that 

other’s subsidiary.” 

For the purposes of sub-section (o), the company is said to be in 
ontrol of the composition of its Board of Directors if, but only if— 

■‘that other company by the exercise of some power exercisable by it at its 
discretion without the consent or concurrence of any other person, can appoint 
or remove the holders of all or a inajority of the directorships ; but for the pur- 
poses of this provision that other company shall be deemed to have power to 
appoint to a directorship with respect to which any of the following conditions 
is satisfied, that is to say— 

(а) that a person cannot be appointed thereto without the exercise in his favour 
by that other company of such a power as aforesaid ; 

(б) that a person’s appointment thereto follows necessarily from his appoint- 
ment as director, or manager of, or to any other office of employment in, 
that other company ; or 

(e) that the directorship is held by an individual nominated by that other 
company or a subsidiary' thereof. 

However, following points are worth keeping in mind for the pur- 
poses of determining whether one company is a subsidiary of another 
company— 

(a) any shares held or power exercisable by that other company in a fiduciary 
capacity shall be treated as not held or exercisable by it ; 

(b) subject to the provisions of clauses (c) and (d), any shares held or power 
exercisable— 

(/) by any person as a nominee for that other company except where that 
other is controlled only in a fiduciary capacity, or 

(I'O by, or by a nominee for, a subsidiary of that other company, not being 
^ a subsidiary which is concerned only in a fiduciary capacity ; 

shall be treated as held or exercisable by that other company. 

(c) any shares held or power exercisable by any person by virtue of the provi- 

sions of any debentures of the first-mentioned company or of a trust deed 
for securing any issue of such debentures shall be disregarded ; ^ 

(d) any shares held or power exercisable by, or by a nominee for, that other or 
its subsidiary (not being held or exercisable as mentioned in clause (e) shall 
be treated as not held or exercisable by that other, if the ordinary business 
of that other or its subsidiary, as the case may be, includes the lending of 
money and the shares are held or the power is exercisable as aforesaid by 
wayofsecurityonly for the purposes of a transaction entered into in the 
ordinary course of that business. 
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A company shall be dtffnjfd'to be ihchoWing company of another 
if, but only if, that other is its subsidiary. 

Reqatremcnts of Section 212 

A holding company is required to attach certain documerits relating 
to its subsidiary company. These requirements have been laid down in 
Section 2 12 of the Companies Act, which is reproduced here — 

212> naUnce sheet of hotdlnc cAopaar to Inclode eertala particolart, aa is Its 
aubsidliries— (I) There shall be attached to the balance sheet of a holding company 
having a subsidiary or subsidiaries at the end of the financial year as at which the 
holding company’s balance sheet is made out, the following documents in respect of 
such subsidiary or of each sucli subsidiary, as the case may bc-> 
fo) a copy of the balance sheet of the subsidiary ; 

(6) a copy of its profit and loss account ; 

(c) a copy of the report of its Board of directors : 

(d) a copy of the report of Its auditors : 

(«) a statement of the holding company's iniemi in the subsidiary as specified 
In sub-sectiOD <3) ; 

(/] the statement referred to tn sub*seciion (S), if any . and 
3. Ins. by s 62, Ibid. 

(t) the report referred to m sub*seetion (6). if any. 

(2) ’[(e) The balance sheet referred to m clause (o) of tub-section (I) shall be 
made out in accordance with the requirements of this Aet,>- 

(I) as at (he end of (he financial year of the subsidiary, where such Sats- 
cial year coincides with the financial year of the holding company ; 

(i/) as at the end of the financial year of the subsidiary bst before that of 
the holding company where the financial year of the subsidiary does not 
coincide wiih that of tne holding company.) 

(fi) The profit and loss account and the reports of the Board of direeton and of 
the auditors, referred to in clauses (6). (f) and (i) of sub-secnon (I). shall 

be made out, in accordance with the reqiremenis of this Act, for the finan- 
cial year of the rubsidiaty referred to in clause (o) 

(c) 'Where the financial year aforesaid) of the subsidiary shall not end on a 
day which precedes the day on which the holding company's financial year 
ends by more than six months 

(d) Where the financial year of a subsidiary is shorter in duration than that 
of its holding company, references to the finaocial year of the subsidiary 
in clauses (a), (6) and fc) shall be construed as references to two or 
more fioandal years of the subwdiary the duration of which. In the 
aggregate, is not lest than the duration of the holding company's 
financial year. 

(3) The statement referred to la clause (e) of lub-iection (I) shall specify— 

(fl) theeatentof the holding company’s interest in the subsidiary at thend 

of (he financial year or of the last of the financial years of the subsidiary 
refened to in sub-section (2); 

(fi) the net aggregate amount, so far as it concerns members of the holding 
company and is not dealt with In the eompany's accounts of the sub- 
sidiary profits after deducting Its losses or *ice rtrsa — 

(0 for the financial year or years of the subsidiary aforesaid ; ami 

(//) for the previous financial years of the subsidiary since it hecame 
the holding company's subsidiary ; 
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(c) the net aggregate amount of the profits of the subsidiary after deducting 
its losses or vice versa— 

(i) for the financial year or years of subsidiary aforesaid ; and 
{/() for the previous financial years of the subsidiary since it became the 
holding company’s subsidiary ; 

so far as those profits arc dealt with, or provision is made for those losses, in the 

company's accounts. e j 

(4) Clauses (b) and (c) of sub-section (3) shall apply only to profits and losses 
of the subsidiary svhich may properly be treated in the holding company’s accounts 
as revenue profits or losses, and the profits or losses attributable to any shares in a 
subsidiary for the time being held by the holding company or any other of its sub- 
sidiaries shall not (for that or any other purpose) be treated as aforesaid so far as 
they are profits or losses for the period before the date on or as from which the 
. shares were acquired by the company or any of its subsidiaries, except that they 
may in a proper case be so treated where— 

(a) the company is itself the subsidiary of another body corporate ; and 

(b) the shares were acquired from that body corporate or a subsidiary of 
it ; and for the purpose of determining whether any profits or losses arc 
to be treated as profits or losses for the said period, the profit or loss 
for any financial year of the subsidiary may, if it is not practicable to 
apportion it with reasonable accuracy by reference to the facts, be 
treated as accruing from day to day during the year and be apportioned 
accordingly. 

(5) Wlicre the financial year or years of a subsidiary referred to in sub- 
"''section (2) do not coincide with the financial year of the holding company, a state- 
^^ent containing information on the following matters shall also be attached to the 
* v^alance sheet of the holding company : 

(fl) whether there has been any, and, if so, what change in the holding 
company’s interest in the subsidiary between the end of the financi.il 
year or of the last of the financial years of the subsidiary and the end 
of the holding company’s financial year ; 

(6) details of any material changes which have ocurred between the end of 
the financial year or of the last of the financial years of the sub- 
sidiary and the end of the holding company’s financial year in 
respect of— 

(/) the subsidiary’s fixed assets ; 

(fl) its investments ; 

(ii'O the moneys lent by it ; 

(iv) the moneys borrowed by it for any purpose other than tliat of 
meeting current liabilities. 


(6) If, for any reason, the Board of directors of the holding company is unable 
to obtain information on any of the matters required to be specified by sub-section 
(4), a report in writing to that effect shall be attached to the balance sheet of the 
holding company. 

(7) The documents referred to in clauses (e), (/) and (g) of sub-seef ion (I) 
shall be signed by the persons by whom the balance sheet of the holding comnanv 
is required to be signed. 


r f Government may, on the application or with the consent 

of the Board of directors of the company, direct that in relation to any subsidiary 
the provisions of this Section shall not apply, or shall apply only to such extent Z 
may be specified in ihc direction. 

(9) If any such person as is referred to in sub-section (6) of Section 209 fails 
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to take all resonable steps to comply with the provisioas of this section, he shall, 
in respect of each oflence. bo punishable with impnsonraent for a term which may 
ex'end to six motilhs, or with fine whkh may extend to one ihouund njpeev 
or with both ; 


Piovided that in any proceedings against a person in respect of an ofTeeco 
under this section, it shall be a defence to prove ***• that a competent and reliable 
person was charged with the duty of seeing that the provisions of this section were 
complied with and was in a position to discharge that duty : 

Provided further that no person shall be sentenced to imprisonment for any 
such offence unless it was committed wilfully. 

(10) If any person, not being a person referred to m sub*secticn (6) of 
of Section 209, hasing been charged by ihe*Imanaging director, manager,] or ^ard 
directors, as the case may be, with the duty of seeing ihat the provisions of this 
Section are complied with, makes default in doing so, he shall, in respect of each 
ofTence. be punishable with imprisonment for a term which may extend to six 
monihs, or with fine which may extend to one thousand rupees, or with both : 

Provided that no person shall be sentenced to imprisontnenl for any such 
offence unless it wras committed wilfully. 

A specimen of statement prepared pursuan. to the above See. 212 is 
given below : 
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0 C 


(a) Tfw O'f^TCny held tjOOO Cgufty Shares o/ 
Hi. too each fully patJ being J0C%of the 
tquU) Capita! cf OCM International Ud , 
Sittldiitry Company as ci the close of fe lat‘ 
ter't financial year ending JOlh June, 1974. 

{b) (/) The Suhjidiory Company inevnrd a lots 
of H> 11.918 0972^73 -profit of Rs. 
2,OS,076\ f,tr the financial year ending 
JUtfi June 1974. *>Hth has not been deoil 
u ’ll: in the IfoIJmg Co.npany's books. 

(//) The net aggregate onrotm; of profit carried 
forward >n the books of the Subshliary 
C.unpar\y timoiMrg to Rs. 1.54,196 
|;Q72-7J . Rt 1.9IJI4) anti the llohlmg 
Ci mpany'c share at 100"^ eorrrs to Hs. 

/ S4.m (/97:.7J:Hs./,9/./7J) This 
prrjil has nid been dealt wfh tn occoim'S 
of 'hr Holding Company. • 

{ilAs Mf financust eear of the Sul'Siihary 
Coinpary eolnetdiS with the finvi'isl year 
! of the Holding Compem), Setila’i JJ215) \ 

I eifthcAirfinotapplieeble. I 
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Consolidated Balance Sheet ♦ j 

In India holding company is not required to make a consoltdatefl 
balance sheet or a consolidated profit and loss account. It is only for 
the sake of convenience that these statements are prepared. This chapter 
deals with the preparation of consolidated balance sheet only. The whole 
chapter is divided into following six broad parts : 

(a) Fundamental principles of simple consolidation, 

(b) Changes in parent company’s equity, 

(c) Reciprocal holdings, 

(d) Calculation of derived profit when there is a subsidiary company, 

(e) General illustrations and 

(/) Accounting for investment in Associated Companies. 

All these points have been dealt with at length in the following pages. 

FUNDAMENTAL PRINCIPLES OF CONSOLIDATION 

1— PHILOSOPHY OF CONSOLIDATION— ELIMINATION 

OF INVESTMENT ACCOUNT 

Before proceeding to discuss the principles of consolidation, it is 
essential to understand the need for consolidating the balance sheets of 
the holding company and its subsidiaries. Directors of a company being 
• the agents and trustees of the shareholders have a duty to disclose as to 
y' the manner in which the funds of the company are spent. They do this 
by presenting accounts and reports to their shareholders periodically. 
Therefore when shareholders’ funds are invested to acquire a controlling 
interest in another company, it is natural for the directors to disclose the 
position of the other company (called subsidiary). The shareholders of 
the holding company are vitally interested in the affairs of the holding 
company and the subsidiary and it is for their perusal that the final 
accounts of both the companies are presented at the Annual General 
Meeting of the holding company. Under the Companies Act, 1956, there 
is no need to consolidate the balance sheet of the subsidiary with the 
holding company. But many shareholders being laymen may not be 
able to make out their interest from separate balance sheets. Therefore 
in Older to enable them to understand their interest better, it is preferable 
to give the consohdated balance sheet of the group. Regarding the 
balance .sheets, consolidation is done by eliminating the investment 
y*??. company and showing in its place the assets and 
liabilities of Its subsidiary This ,s the central idea behind the preparation 
of consohdated balance sheet and is illustrated below. ^ ^ 

Illustration 1. 

BALANCE SHEET 


Share capital 
in Rc. 1 shares 
Sundry liabilities 


H 

Rs. 

~~S~J 

Rs 

12,000 

5,000 

8,000 

3,000 

20,000 

8,000 

SSSSSsss 

— Mas=s 


Sundry Assets 
Investment : 
5,000 shares 
in S Ltd. 




CONSOLIDATED BALANCE SHEET 
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Solution : 

Instead of presenting t\^o separate balance sheets to the share* 
holders of the holding company, a consolidated balance sheet c.in be 
presented by eliminating the investment account and showing m ii> place 
the assets and liabilities of the subsidiars. The Consolidated balance 
sheet will appear as under : 


CONSOLIDATED 
a^ nn 3tst 

BALANCE SltEET 

Marsh 1977 


Share capital of 

H Company 

Ks 

J2.000 

Sundry Assets 

H >5.000 
.f 8.000 

RT 

Sundry liabilities 
// 8.000 

S 3.000 

From the abovt 

11.000 ! 

2)000 1 

? the following rule may be formulated 
RULE / 

2J.OOO 

2),000 


While preparing a ttimaUilatcil balann ^licei 
of the hohhng (omponv in ihe i quuy 
\haret of iti- snbui/uiry »j repiaccti hi the 
assets anJ liabilities of the subsidiary. 


In the abose illustration we have considered the example of a fully 
owned subsidiary, /<* . a subsidiar). where all the equity shares are held by 
the holding company. But in >everal practical cases the holding company 
is only a majority shareholder. Shares m the subsidiary are also held by 
others (outsiders). When the holding company shows all the assets and 
hrbilities of the subsidiary in the consolidated balance sheet, the share of 
the outsiders in the net .assets of the company must be shown as a liabi* 
lity. This IS done on the liabilities side under the heading ‘'minority 
interest”. 

The manner of consolidatiort with minority interest is illustrated 
below : 

IllustratioD 2 

BALANCE SHEETS 
as on Tlst March 1977 


Share capital 
in Re. I shares 

SunOo’ 

liabilities 


Solution : 

. In the above example, H Company holds only 4, '5lh of the sham. 

the other t/5ih being held by outsiders. So the outside shareholders hase 
l.'Jth share in the net assets which must be shown by H Company on the 


”?/ 1 



H 

5 

Rs. 1 

Rs 

i 

Sundry assets 

Rs , 


I 12.000 1 

5.000 

Insesimeni 

4.000 shares in 

16.000 j 


! e.ooo j 

3.000 

S Ltd. 



' 20.000 f 

8,000 


20.000 * 

snoo 



O holding company accounts 

-A“o 

abilities side under the heading minority interest. The resulting conso- 
iated balance sheet will appear as under. 

CONSOLIDATED BALANCE SHEET 

as on 31st March 1977 


lhare capital of H 

Co ; 

12,OT0 

Sundry Assets 

H 16,000 

„Rs. 

Minority interest (1) 

1,000 

S 8,000 

24,000 

Sundry 

Liabilities 

H 8,000 

S 3,000 

11,000 

24,000 


24,000 

Tutorial Notes ; 

= » = 




(I) Minority interest : 

1 /5th share in the assets of S Co 1 .600 

Less ]/Sth share in the liabilities 600 


net 1,000 

Alternatively, minority interest may be taken as the sum of their 
share in the share capital, reserves and profit and loss account balance^ 
If the company has accumulated losses, such losses must be deducted 
From the share capital held by them. In this illustration as there are no 
-cumulated profits or losses, the minority share of net assets is exactly 
equal to the share capital held by them, vis., Rs. 1,000, 

ROLE-2 

In order to prepare a consolidated balance sheet 
investment of the holding company is replaced 
by the assets and liabilities of the subsidiary 
company in full and the share of outsiders in 
the net assets is shown on the liabilities side 
under the heading minority interest This share 
is also equal to the, equity held by the outsiders. 

The following formula may be remembered with 
profit. 

Minority interest— Equity held by outsiders. 


3-COST OF CONTROL OR CAPITAL RESERVF 

The two illustrations given above are over-simplified for the 
following reasons ; 

1. The net assets of the subsidary are exactly equal to its share 
capital. In other words, the subsidiary has accumulated neither losses 
nor profits. 

2. The holding company acquires the investments exactly at par. 



CONSOLIDATED BALANCE SHEET 
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But in ^rcal uorld, the subsidiary may be having accumulated losses 


likewise any loss is debited to Cost of Control or GiMwill. The profit 


Illustration 3. 

BALANCE SHEET 
at on 3ltt March I9T7 



— H 

— s — 


It 

5 

Share capital : 

Rs. 

Rs. 


Rs. 

Rs. 




Sundry assru 

20,000 

12.000 


n.ooo 

6.000 

Investment : 



Reserve 

3.000 

ZOOO 

6.000 shares 



Profit and loss A/c 

2,000 

i.ooo 

in S Ltd 

7,500 


Sundry liabilities 

10,500 

3.000 





27,50(1 

12.000 


27.500 

12.000 


' H Ltd, has acquired shares on 31st March, 1977 


Solution : 

Calculation of capital resene : 

Method I : 

Net assets acquired in S Ltd. Rs 

Gross Assets-Liabilities 9,000 

Less Price paid for investment 7,500 

Resultant capital resers-e Rs. 1,500 


Method II : 

Equity acquired in the subsidiary : 

Rs. 

Share capital 6,000 

Resers'c 2,000 

Profit and loss A/c 1,000 

Total 9,000 

Less Price paid for Invesiment 7,500 
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HOLOmo COMPANY ACCOUNTS 


<X>NSOUDATED/ BALANCE SHEET 
as on 31st March 1977 


Share capital in 
Re. 1 fully paid shares 
Capital reserve 
Reserve (H Ltd.j , , . , 
ProSt & loss A/c (H Ltd.) 
Sundry liabilities ; 

H 10,500 
S 3,000 


Rs. 

12,000 

1.500 
3,000 
2,000 

13.500 
32.000 


Sundry askts 
H 
S 


20,000 

12,000 


Rs. 


32,000 


32,000 


'utorlal Notes .‘The Reserve and Profit and loss A/c balances of the subsidiary do not 
figure in the consolidated balance sheet as they are considered together wrtn share 
capital in the calculation of capital reserve. 

The student may note that it is not possible to consolidate the two 
balance sheets without first ascertaining the capital reserve. So is the, 
case when goodwill is involved. An illustration involving goodwill is 
given below. 


Illustration 4. 


BALANCE SHEETS 
as on 31st March 1977 


Share capital 
in Re. 1 fully paid 
shares 

H 

' Rs. 
15.000 

S 

Rs. 

6,000 

Sundry assets 

H 

Pc 

20,000 

S 

Rs. 

12,000 

Reserve 

Profit & Loss A/c 
. Sundry liabilities 

3.000 

2.000 
10,000 

2,000 

1,000 

3,000 

Investment ; 

6,000 shares in 
SLtd. 

10,000 


•< 

30,000 

12,000 


30,000 

12,000 


H Ltd. acquired the shares on 31st March 1977. 
Solution : 


A discerning student would notice that although there is no change 
in the balance sheet of the subsidiary from the one given in Illustration 
3, H Ltd has paid a higher price for the investment in this case. The 
equity or the net assets temaining the same at Rs. 9,000, H Ltd has acq- 
uired the investment at Rs. 10,000 paying Rs. 1,000 for cost of control 
or goodwill. This may be neatly shown as given below : 

Price paid for the investment Rs. 10,000 

Less Equity acquired in the 9,000 

subsidiary . 

Resultant goodwill I ^oqq 


consolidated balance sheet 

as on 31sl March 1977 


Share capital in 

Re. 1 fully paid shares 
Reserve (H Ltd.) 

Profit & Loss A/c 

Sundry liabilities 

H 10,000 

Rs. 

15,000 

3.000 

2.000 

i 

Sundry Assests : 

AT 20,000 
^ S 12,000 

Goodwill or cost of 
control 

Rs. 

32,000 

1,000 

5 3,0C0 

13,000 




33,000 


33,000 



CONSOLIDATED BALANCE SHEET 
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As a preliminary to the preparation of consoli- 
dated balance sheets Goodwill or capital reserve 
resulting frorn out of acquisition of shares in the 
subsidiary must be ascertained. Goodwill or 
Cost of Control may be stated as the excess price 
paid for the Investment over and above the 
share In equity or the net assets acquired by the 
Holding Company. Conversely Capital Reserve 
Is the excess of the share In equity or net assets 
of the subsidia'y over and above the price paid 
for the investment. 

4-DlbllNTION ULTVV^EN“CAPITAL PROFITS AND 
REVEPOJE PROFITS 


subsidiary. HoNvc\tr, tn practic«. the date of acquisition and the dale of 
consolidation may rot be one and the same 

In such a case the holding company's share m profits and reserves 
must be divided into capital profits and revenue profits and only the 
former will be taken into account for calculating the Goodwill or Capital 
Reserve as the case may be In order to divide the profits and reserves 
into capital and revenue, the date of acquisition of the sliarcs in the 
subsidiary is the deciding factor. Any" profit or reserve standing in the 
balance sheet on the date of purchase of shares is called capital profits. 
Only those profit* must be taken into account for considering the question 
of Capital Reserve or Goodwill 

Profits earned and reserves built up subsequent to the date of 
purchase arc treated as revenue profits and revenue reserves and arc shown 
as such in the consolidated balance sheet. An illustration involving the 
allocation of Reserves and Profits into Capital and revenue is given 
below ; 
fflustraiioa S 

BALANCt SHEET 

31$t March 19T7 


HOLDING COMPANY ACC 


HCA-12 
Solution : 

(A) Tutorial Notes 
{\) Revenue profits of the subsidiary : 

P & L A/c balance as on 31-3-77 
Add Transfer made to reserve 

Total profits earned for the year 
Less Profits of the first 6 months 
(from l-4>76 to 30-9-76) being 
profits prior to date of purchase 

Revenue profits 

(2) Capital profit, i.e., profits earned prior to date of purchase : 

Reserve balance 

Less Transferred from current profits 
Resen-e as on 1st April 1976. 

(3) Cost of Control or Capital Reserve : 


Equity acquired in the subsidiary : 


Rs. 

Share capital 


5,000 

Pre-acquisition profits : 



Reserve as on 1-4-76. 

500 


■ Profits made prior to purchase 

750 

1,250 

Total 


6,250 


Price paid for the investment 

Less Equity acquired in the subsidiary 


Resultant goodwill 


(B) CONSOLIDATED BALANCE SHEET 
M on 3ist March 1977 


Share capital in Re. I fully 
paid shares ■ 

Reserve H Ltd 


Rs. 


12,000 

5,000 


Goodwill 
Sundry assets ; 
H 
S 


20,000 

8,000 


P. & L. A/c 
H 
S 


2,000 

750 


Sundry liabilities 
H 
s 


7,500 

1,000 


2,750 

8,500 

28,250 


COtiSOUDATED BALANCE SHEET 


HCA-13 


nULE 4 

While constructing a consolidated balance sheet 
at a date after acquisition, there is a need to 
divide all the profits into pre-acquisition profits 
and post-cqulsfthn profits While post-acquisi- 
tion profits are shown in the consolidated balance 
sheet, pre-acquisition profits are eliminated by 
taking them into account in the computation of 
cost of control or capital reserve. 

Prc-acqnIsKIon Losses 

Sometimes at the time of acquisition, the subsidiary company may 
be having debit balance of profit and loss account. Holding Company's 
sham of such loss is to be taken at capital loss and is debited to cost of 
control or goodwill account. This goodwill increases further if higher 
price is paid for investment or decreases or even may result in capital 
reserve, if lower price ts paid for the invcsimcni. 

Holding company's share oftosses in the subsidiary, incurred after 


Ulostratlon 6. 


BALANCE SHEETS 
as OB 3Ut December 1977 


Share capilat in Re. 1 fully 
paid shares 

C«eral reserve 

Creditors 

Profit and loss A/c 

N j a 

Ra (Rs 1 
10,000, 5.0^ 

j.ooo; \ 

3.000 3J0d 

.4.ooc| tjsoa^ 

Sundry assets 

5,000 shares in S Lid. 

-It- 

Rs. 

16,000 

6,000 

9 



21000;10.000 





Shares were purchased by H Ltd. in S Ltd on 30th June 1977. 
On 1st January 1977 the balance sheet of H Ltd showed loss of R$. 3,000 
which was written off out of the profits earned during 1977. Profits arc 
assumed to acerrue evenly throughout the year. Prepare consolidated 
balance sheet. 

Solatlon: 


(A) Tutorial Notes 

(I) CalculatlonofH Ltd's share of post-ccqulsMon profits'. 

Profit of S Ltd as per balance sheet 1.800 

Addi-oss written off 3,000 


Profits made during the year 
Profits from 30lh June to 3tM December 


4,800 
2 400 
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holding company accounts 


i) Calculation of goodwill : 

Pre-acquisition loss : 

Profits earned to June 1977 (i.e., 1/2 of Rs. 4, SCO) 
Less Loss on 1st January 1977 

Net loss as on 30th June 1977 

J ) Equity acquired in S Ltd : 

Share capital 5,000 

Less Loss on the date 

of acquisition 600 4,400 

Price paid for the investment 6,000 

Resultant goodwill 1 ,600 

Alternatively : 

Price paid for the investment 
Share capital held 

Goodwill 

Add Pre-acquisition loss 
■ Total goodwill 


Rs. 

2,400 

3,000 


600 


Rs. 

6,000 

5,000 


1,000 

600 

1,600 


(B) CONSOLIDATED BALANCE SHEET 
as on 31st December 1977 


Share capital in Re. 1 fully 
paid shares 

General reserve (H) 

Creditors : 

H 3.000 

Rs. 

10,000 

5,000 

Goodwill 
Sundry assets : 
H 

S 

16,000 

10,000 

Rs. 

1,600 

26,000 

S 3,200 

6,200 




Profit & loss A/c 

H 4.000 

■S 2,400 

6,400 





27,600 



27,600 


CONSOLIDATED BALANCE SHEET 
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ROLES 


If there are any lasses In the subsidiary on the 
dose of aeqxdsttlon, these must Be laJcen Into 
account in the calculation of she equity held In 
the subsidiary. This Is done by detecting such 
tosses from the par value of shares held and the 
effect of It Is to increase the goodviU or decrease 
the capita! resertCt as the case may be. 

In all the above illustrations only one aspect was taken /nfq account 
for the purpose of consolidation, so that the principles of consolidation 
may be clear to the studeois. But in practice m a problem more than 

one aspect may ‘“V— — — . - 

dation. For exan ■ • • 

of goodwill may b • ■ , 

Illastntloa 7. 

From the balance sheets given below prepare a consolidated balance 
sheet of X Co Ltd and its subsidiaiy Y Co Ltd. The interests of the 
minority shareholders of Y Co., Ltd. are to be shown in the consolidated 
balance sheet. 


BALANCE SHEET OF ,r Co LTD AND FCo LTD 
sson 3M2-IW 



Rs. 

10 


Rs. 

Rl 


X 

I 1 ' 


’ X 

y 



1 

! Land sod buildmas '1,32,00.000 


200,000 Itiares of 


1 

1 riant and 

1 . 



1,60.00.000 


1 machinery 


3JO.OOO 


1 


1 Shares in X Co. Ltd. 





1 16.00.000 

1 IS.OOO shares of 




S0.00.000 


1 Rs SO each 




43,00,000 

\ 3.^,0O0 

1 Stock 

1 43,00.000 

3,00,000 



1 Deblon 

32,00,000 

11,20.000 

appropriation A/c 

16.00.000 

1 24.00.000 

1 Osh «t bask 

1 20.SO.000 

20.8a 000 


).<M.OO.OOCi 

1 43,20.000 

1 

'3.01.00.000 

4340X00 


Sol«lra; (B. Con. M.dr.. April IWS 

TUTORIAL NOTES 


! ) Minority Interest : 

Rs. 

2,000 shares of Rs. 80 each 

Profit and loss appropriation A/c (l/IO) 2,40,000 


Total 


4.00.000 
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(2) Capital reserve : 

Share capital ; 

18,000 share of Rs. 80 eacp ' 

Profit and loss appropriation A/c (9/10) 


Rs. 

14.40.000 

21.60.000 


Total equity held 36,00,000 

Less Price paid for the investment 28,80,000 


7,20,000 


(B) 'CONSOLIDATED BALANCE SHEET OF A" Co Ltd & F Co Ltd 

as on 31-12-73 


Share capital ; 

2,00,000 shares of Rs. 80 each 
General reserve (A') 

Capital reserve 
Profit and loss appropriation 
A/c (AT) 

Creditors : 

X 48,00,000 

y 3,20,000 

Minority interest 


y 


Rs. 

1,60,00.000 

80,00,000 

7,20,000 

16,00,000 


51,20,000 

4,00,000 


3.18,40,000 


Rs, 


Land & buildings 

Plant Sl machinery 

X 22,40,000 

Y 3,20,000 

1,52,00,000 

25,60,000 

Stocks : 

X 

Y 

48,00,000 

8,00,000 

56,00,000 

Debtors : 

X 

Y 

32,00,000 

11,20,000 

43,20,00£ 

Cash at bank : 
X 

Y 

20.80,000 

20,80,000 

41,60,000 



3,18,40,000 


Illustration 8. 


From the balance sheets given below prepare a consolidated 
balance sheet of Moti Ltd., and its subsidiary company Choti Ltd. 
The interest of the minority shareholders is to be shown as a separate 
item. Shares were acquired on 1st Jan. 1977. 


BALANCE SHEET OF MOTI LTD 
as on 30th June, 1977 


Share capital : 

15,000 shares of Rs. 10 each 
General reserve 
Profit and loss A/c 
Creditors 


Rs. 


Rs. 

Fixed assets : 

Rs, 

1,50,000 

Land & building 

1,20,000 

20,000 

Plant & machinery 

'ao'.ooo 

30,000 

Current assets 

ss'.ooo 

25,000 

Investment ; 


2,000 shares of Rs. 10 

each in 


Choti Ltd. 

27,000 

2,25,000 


Rs. 2,25,000 


CONSOLIDATID BALAN'CE SHEET 
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BALANCE SHEET OF OIOTI LTD 
as OR 30th June 1977 


Share capital ; 

3.000 Shares of Ri, 10 each 
Profit and loss A/c : 
Balance On lit July 197 d 
<^<£/Net profit for the year 

4,500 

6.000 

Ka. 

30>000 

Filed assets : 

Build.SfS 

plant, 

Currant assets 

ks. 

20.000 

20,000 

10.000 

Sundry creditors 


9^06 





30.000 


30.000 

Solution ; 

(Al Totwial Note* • 



(Adapted from C.A. Fisa!) 


The student should note that white the date oracquisition is 1st 
Jan. 1977, consolidation IS being cfTected on 30ih June 1977. So there is 
a need to divide the profits into pre-acquisition and post-acquisition 
(1) Pre-acquisition profits : Rs. 

Balance as on )$t July 1976 4,500 

Profits from lstjul> 1976 to31$t Dec. 1976 3.000 


C) 


Post-acquisition profits 

The profits for the year ending 30ih June 197? 

tfii Pre-acquisition profits from Ist July 1976 to 31sl Dec. 


7.500 

6,1X50 

3,000 


3.C«) 

(3) Minority intcrejt : 

[а) Share capita! held ; 

1,000 shares ofRs lOeach 10,000 

(б) One-third of all the undistributed profits 

as on 30tli June 1977 >.500 


Minority interest 13,500 

Note Rs. 3,500 of undistributed profit is made up of 

O') One-third of the pre-acqumtion profit of Rs, 7.500 2.500 

(ji) Onc-lhird of the posf-aquisition profits of Rs. 3,000 1,000 

3,500 

Note It may be noted that IheroKiio need to di»idelhc profiu Ifitorre* 
and posi-acqui'ition (Capital and Rcvenuei forcatculatins rnmonty interest. 


(4) Uoodwi/l : 

Price paid for the insestment 
Le\s Equity held in Choti Ltd. 

Share capita! 20,000 

2-3rds of pre-acquisition profit 5,000 


27.000 

25«>00 


Rcsnliant goodwill 
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holding company accounts 


Holding company's share of revenue profits : 

2/3rds of Rs. 3,000 Rs- 2,000 

(B) CONSOLIDATED BALANCE SHEET OF MOTI Ltd AND CHOTI Ltd 

as on 30th June 19T7 


Share capital : 

15,000 shares of Rs. 10 each Rs. 1,50,000 


General reserve 
Profit and loss A/c : 
Moti Ltd! 30,000 

Choti Ltd 2,000 


Minority interest ; 
Creditors : 

Moti Ltd 25,000 

Choti Ltd 9,500 


20,000 

32,000 

13.500 

34.500 


Goodwill 

Land and buildings : 
Moti Ltd 
Choti Ltd 

Plant and raacWnery ; 
Moti Ltd 
Choti Ltd 

Current assets : 

Moti Ltd 
Choti Ltd 



Rs. 2,000 

1,20,000 

20,000 

1,40,000 

20,000 

20.000 

40,000 

58.000 

10.000 

68,000 

2,50,000 


2,50,000 

Illustration 9. 

Consolidate the follosving balance sheets as on 31st March, 1977 ; 


Capital Re. 1 shares 
Creditors 

1 

Rs. 1 
1,600 

s 

Rs. 

2,000 

800 

1,800 Shares in S 
Sundry assets 

Profit and loss A/c 

H 

Rs. 

1,600 

S 

Rs. 

27 oO 

400 


1,600 ! 

2,800 


1,600 

2,800 


At the date of acquisition, S had a debit balance of profit and loss 
account of Rs. 3 00 

Solution : 

(A) Tutorial Notes 

!i) Goodwill : Price paid for the purchase 
Less Paid-up value 


Rs. 

1,600 

1,800 


Capital reserve 
Less Pre-a 

Goodwill 


Icjj Prc-acquisition loss, Le., ^xRs. 300 


out of revenue loss ■ 

Post-acc]uis:tion Joss 

Holding con, patty’s share, thereof, /.c., i^xRs ico 
Minority interest : Outstanding Shares 

Less Share of loss, i.e., I, lOxRs. .100 


to 


it. profits, proportionate 


200 

270 

70 

mo 

90 

200 

40 

160 


amount would (mvc been added 
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(B) 

CONSOLIDATED BALANCE SHEET 
as on3tst March ISTT? 



Rs. 


Rs. 

Share capital 

1,600 

Goodx.ni 

70 

Creditors in S 

BOO 

Assets in S 

2.400 

Minority Interest 

160 


90 


2,560 

1 Share of loss in ^ 

2460 






5— ELIMlNATtON OK COMMON TRAN^ACIIONS' 


It is not uncommon lo find some transactions which appear in both 
he balance sheets. Following instances may be quoted safely : 

(fl) Loan advanced by the holding company to the subsidiary 
and vice wersa. This appears as an asset in the balance sheet 
of the company which gives loan and as a liability in the 
balance sheet of that company which takes the loan 

(b) Bill of exchange given by one company to another appears as 
bill* payable m the balance sheet of the accepting company 
and as hills receivable in the balance sheet of the drawer 
company 

(c) Goods on credit similarly appears as debtors in the balance 
sheet of the company selling goods and as creditors in the 
balance sheet of the company purchasing goods. 

The above transactions, and other transactions of similar nature 
It the time of consolidation Wilt, unless etimmated, appear on both the 
ides of the balance sheet. It >s. therefore, advisable that such Iransac* 
ions may not be shown on any side of the balance sheet. 


Illustration 10. 


The following are the summarised balance sheets of A Ltd and 
ts.5ubsidiary B Ltd, as on 31-12-1965 : 


1 /I Ifd 

1 Rs. 

BUJ 

Rs. 


1 A Ltd 

1 Rs. 

1 BLii 

1 Rs. 

5.000 Ordinary 



Land and buildinp 

1.00.000 

40.000 

shares of Rs. 



rUnt and machinery 

1. 00,000 

50.000 

100 each fulJy 



Stock in trade 

90.0CO 

30.000 

paid 

5,00,000 


Sundry debtors 

40.000 

30.000 

10,000 Ordinary 



Dills receivable 

5.000 










I.OO.OOO 

Cash m hand 

3,000 

s.ooo 


10.000 

40,000 

tnvtffnrnii 



Sundry creditors 

20,000 

30.000 

7400 Shares of B 



Bills payable 

— 


Ltd at cost 

so.ooo 



5,30,000 

1,75,000 


5JO.ffX! 

1,75.000 


A Ltd acquired shares in B Ltd on I-1-1955 when B Ltd had 
10,000 in general reserve. No dividend has been declared by £ Ltd 
in 1965. 


All bills receivable of A Ltd are drawn on fl Ltd. 

You arc asked lo prepare a consolidated balance sheet of yt 1 id, 
and its subsidiary B Ltd, as on 3U12-I965. ,n^r, 

(D. Coo. Madras. Sept., 1976) 
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HOLDING COMPANY ACCOUNTS 


( SI Holding company's short' of revenue profits : 

2/3rds of Rs. 3,000 Rs. 2,000 

(B) CONSOLIDATED BALANCE SHEET OF MOTI Ltd AND CHOTI Ltd 

as on 30th Jane 1977 


Share capital : 

15,000 shares of Rs. 10 each Rs. 1,50,000 


General reserve 
Profit and loss A/c : 
Mott Ltd! 30.000 

Choti Ltd 2,000 


Minority interest ; 
Creditors : 

Moti Ltd 
Choti Ltd 


25,000 

9,500 


20,000 

32,000 

13.500 

34.500 

240,000 


Goodwill Rs- 2,000 

Land and buildings ; 

Moti Ltd 1,20,000 

Choti Ltd 20,000 1,40,000 


Plant and machinery ; 

Moti Ltd 20,000 

Choti Ltd 20,000 


Current assets : 

Moti Ltd 58,000 

Choti Ltd 10,000 


— 40,000 


68,000 

2,50,000 


illustration 9. 

Consolidate the following balance sheets as on 31st March, 1977 : 


H 

S 

Rs. 

Rs. 

1,600 

2,000 

800 

1,600 

2,800 


Capital Re. 1 shares 
Creditors 


1,800 Shares in S 
Sundry assets 
Profit and loss A/c 


,e 

At the date of 
account of Rs. 3 00 
.Solution : 

(A) Tiitori.il Notes 

(1) Goodwill : Price paid for the purchase 
Less Paid-up value 

Capital reserve 

Less Pre-acquisition loss, i.e., —xR.s, 300 
Goodwill 

(21 Hoidiog company's share out of revenue loss ■ 
Post-acqujsiticn loss 

Holding company’s share, thereof, i.e., i^xRs, ICO 
Minority interest : Outstanding Shares 

Less Share of loss, i.e., 1, lOxRs. 400 


a s 

Rs. Rs. 

1,600 — 


I I I 1,600 2,8' 

acquisition, S had a debit balance of profit and lot 


to it. 


Note. If there were profits, proportionate an, ount would have been adi 



CONSOLIDATED BALANCE SHEET 
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(B) CONSOUDATCD BALANCE SHEET 
as on 31st March 197/ 



Rs. 


Ri. 

Share capital 

1,600 

Goodwi'II 

70 

Creditors m S’ 

800 

Assets in ^ 

2.400 

Minority interest 

160 

Share of loss in S 

90 


2,560 


2J60 


5— ELlMlfMT^ION OK COMMON TRANSACT IONS' 

It is not uncommon to find some transactions uhich appear in both 
ihe balance sheets. Following instances maj be quoted safely : 

(a) Loan advanced W the holding company to the subsidiary 
and vice tersa. This appears as an asset in the balance sheet 
of the company which gives loan and as a Itabilit)' in the 
balance sheet of that company which takes the loan. 

(b) Bill of eschinge given by one company to another appears as 
bill* payable m the balance sheet of the accepting company 
and as hills receivable in the balance sheet of the drawer 
company 

(e) Goods on credit similarly appears as debtors in the balance 
sheet of the company selling goods and as creditors in the 
balance sheet of the company purchasing goods. 

The above transactions, and other transactions of similar nature 
at the time of consolidation will, unless eliminated, appear on both the 
sides of the balance sheet. It t$. therefore, advisable that such transac- 
tions may not be shown on any side of the balance sheet. 

Tllostration 10. 

The following are the summarised balance sheets of A Ltd and 
its4ubsidiary B Ltd, as on 3I-12-I965 * 

A Lid I BUd 
Ri. I Rs. 






HCA-1 8 


HOLDING COMPANY ACCOUNTS 


(SI Holding company's share of revenue profits : 

2/3rds of Rs. 3,000 Rs. 2: 

(B) CONSOLIDATED BALANCE SHEET OF MOTI Ltd AND CHOTI Ltd 

as on 30th June 1977 


Share capital : 

15,000 shares of Rs. 10 each 
General reserve 
Profit and loss A/c : 

Moti Ltd! 30,000 

Choti Ltd 2,000 


Minority interest : 
Creditors : 

Moti Ltd 
Choti Ltd 


25,000 

9,500 


Rs. 1,50,000 
20,000 

32,000 

13.500 

34.500 


Goodwill 


Rs. 2.000 

Land and buildings : 

1,20,000 


Moti Ltd 

1.40,000 

Choti Ltd 

20.000 

Plant and machinery ; 



Moti Ltd 

20,000 


Choti Ltd 

20,000 


Current assets : 

— 

40,000 

Moti Ltd 

58,000 


Choti Ltd 

10,000 



— 

68,000 


2,50,000 


2,50,000 


illustration 9. 


Consolidate the following balance sheets as on 31st March, 1977 ; 



H 

S 


H S 


Rs. 

Rs. 


Rs. Rs. 

Capital Re. 1 shares 

1,600 

2,000 

1,800 Shares in S 

1,600 — 

Creditors 

— 

800 

Sundry assets 

— 2,400 

'-V. 



Profit and loss A/c 

— 400 


1,600 

2,800 


1,600 2,800 


At the date of acquisition, S had a debit balance of profit and loss 
account of Rs. 3 00 


Solution : 

(A) Tutorial Notes 

! 1 ) Goodwill: Price paid for the purchase 
Less Paid-up value 

Capital reserve 

Less Pre-acquisition loss, i.e., :^xRs. 300 


Rs. 

1,600 

1,800 

200 

270 


Goodwill 

(2) Holding company's share out of revenue loss ■ 
Post-acquisition loss 

Holding company’s share, thereof, i.e., i^xRs. ioo 
Minority inivresi : Outstanding Shares 

Less Share of loss, i.e., l/iOxRs. ^Of 


Note. 

to it. 


If there were profits. 


160 


proportionate 


amount would fi.ave been added 



CONSOLIDATED BAIANCI! SHEET 
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(B) CONSOLIDATED BALANCE SHEET 
on 31U Match 197? 






Share capital 

1,600 

Good It ill 


Oeilitors in 

800 

Assets in S 


Minority interest 

160 

Share of lots in 5 

90 


2,560 

.... 1 


2460 


^ELIMlNATiON OF COMMON TRASgAniQNg 


It is not uncommon to find some transaLtions \»hich appear m both 
the balance sheets. Following instances may be quoted safely : 

(<j) Loan advanced by the holding company to the subsidiary 
and vice versa. This appears as an asset in the balance sheet 
of the company which gives loan and as a liability in the 
balance sheet of that company which takes the loan 
(6) Bill of exchange given by one company to another appears as 
bill* payable in the balance sheet of the accepting company 
and as bills receivable in the balance sheet of the drawer 
company 

Ic) Goods on credit similarly appears as debtors in the balance 
sheet of the company selling goods and as creditors in the 
balance sheet of the company purchasing goods. 

The above transactions, and other transactions of similar nature 
at the lime of consolidation will, unless eliminated, appear on both the 
sides of the balance sheet. It is. therefore, advisable that such transac* 
tions may not be shown on any side of the balance sheet, 


Illostrallon 10. 


The following are the summarised balance sheets of A Ltd and 
its^ubsidiary B Ltd, as on 31>12-t96S : 


1 A Ud 
\ Ra. 

BUd 

Rs. 


1 A Ltd 
\ Rs. 

1 BLtd 

1 Rt. 

3,000 Ordiniry 



Land and building 

1.00.000 

40.000 

shares of Rs. 



Plant and machinery 

i.oo.ono 

50.000 

too each fully 



Sepek in trade 

90.000 

30.000 

paid 

5,00,000 


Sundry debtors 

40000 

30.000 

10,000 Ordinary 



Bills receivable 

5.000 






1,10.000 

20.000 

Rs. to each 


1.00.000 

Cash i'a hand 

5,000 

5.000 

General reserve 

10.000 

40.000 

iHTfstnents 



Sundry crediton 

20,000 

30.000 

7400 Share* ofD 



Situ payable 


5.000 

Lid at cost 




5.30,000 

1.75.000 


SJO.OOO 

1 . 73.000 


A Ltd acquired shares m B Ltd on I-I-1965 when B Ltd had 
10,000 in general reserve. No dividend has been declared byBLSd 
in 1965. 


All bills receivable of A Ltd are drawn on B Ud. 

You are asked to prepare a consolidated balance shvct of /i ltd. 
and Us subsidiary B Ltd, as on 31*12-1965. 

(B. Con. Madras. Srpt., 1976) 
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HOLDING COMPANY ACCOUNTS 


(5) Holding company’s shart^ of revenue profits : 

2/3rds of Rs. 3,000 Rs. 2, 

(B) CONSOLIDATED BALANCE SHEET OF MOTI Ltd AND CHOTI Ltd 

as on 30th June 1977 


Share capital : 

15,000 shares of Rs. 10 each 

Rs. 1,50,000 

Goodwill 

Land and buildings : 

1,20,000 

Rs. 2,000 

General reserve 

20,000 

Moti Ltd 

1,40,000 

Profit and loss A/c : 

Choti Ltd 

20,000 

Moti Ltd! 30,000 

Choti Ltd 2,000 

32,000 

Plant and machinery ; 

20.000 

20,000 


Minority interest : 

13,500 

Moti Ltd 

Choti Ltd 

40.000 

68.000 

2,50,000 

Creditors : 

Moti Ltd 25.000 

Choti Ltd 9,500 

34,500 

2,50,000 

Current assets : 

Moti Ltd 

Choti Ltd 

58.000 

10.000 


Illustration 9. 


Consolidate the following balance sheets as on 31st March, 1977 : 


Capital Re. 1 shares 
Creditors 

H 

Rs. 

1,600 

S 

Rs. 

2,000 

800 

1,800 Shares in S 1 

Sundry assets 

Profit and loss A/c 

H 

Rs. 

1,600 

S 

Rs. 

2,400 

400 


1.600 

2,800 


1,600 

2,800 


At the date of acquisition, S had a debit balance of profit and loss 
account of Rs. 3 00 


.Solution : 

(A) Tutori.il Notes 

!l) Goodwill: Price paid for the purchase 
Less Paid-up value 

Capital reserve 

Icjj Pre-acquisUion loss, i.p„ ;^xRs. 300 


Rs. 

1,600 

1,800 

200 

270 


Goodwill 

(2' company’s share out of revenue loss • 

Post-acquis:tion ioss 

Holding company’s share, thereof, 

Minority interest : Outstanding Shares 

Less Share ofloss, i.e., 1, iOxlls. 


70 


100 

90 

200 

40 


Note. 

to it. 


If there Here profits. 


160 


proportionate 


amount would have been added 


CONSOLIDATED BALANCE SHEET 
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(B) CONSOLIDATED BALANCE SHEET 
»s on 3ltt March 19?1 


Share capital 

Rs 

l.fiOO 

CoodMil! 

Rs. 

70 

Creditors to S 

aoo 

Asrets in S 


Minority interest 

160 

Share of loss in S 



2,560 


2,360 


S--ELlMlNATrON OF COMMOf^ TRANSACIIONS 


It IS not uncommon to find some transactions which appear in both 
the balance sheets. Following instances may be quoted safely ; 

(o) Loan advanced by the. holding company to the subsidiary 
and nice versa. This appears as an asset in the balance sheet 
of the company which gives loan and as a liability in the 
balance sheet of that company which lakes the loan. 

(6) DiU of exchange given by one company to another appears as 
bill* payable in th^e balance sheet of the accepting company 
and as hills receivable in the balance sheet of the drawer 
company. 

(c) Goods on credit similarly appears as debtors in the balance 
sheet of the company selling goods and as creditors in the 
balance sheet of the company purchasing goods. 

The above transactions, and other transactions ofsimilarnature 
at the time of consolidation will, unless elimin*ited, appear on both the 
sides of the balance sheet. It is. therefore, advisable that such transac* 
tions may not be shown on any side of the balance sheet. 

Illnstratiofl 10. 

The following arc the summarised balance sheets of A Ltd and 
its .subsidiary B Ltd, as on 3]''l2>t96S ; 
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HOLDING COMPANY ACCOUNTS 


Solution ; 

(A) Tutorial Notes 


SlQtcwpnt oj goodwill or copitol reserve i 

Cost of Shares in B Ltd. 

Equity lield in B Ltd. 

Share capital 

Share in general reserve (3/4) 


Rs. 

80,000 


75,000 

7,500 


82,500 


Resultant capital reserve 2,5C0 


Statement of general reserve : 

Balance as per balance sheet of .4 Ltd 
Balance as per balance .sheet of B Ltd 
Less Resen’e as on 1-1-65 


40.000 

10.000 


Rs. 

10,000 


3/4ths of Rs. 30,000 


30,000 


Total for consolidated balance sheet 


2.2,500 


Minority Interest : 

, Share capital held by outsiders 
l/4th share in genera] resen-e 


32,500 

cs sss sa 

Rs. 

25.000 

10.000 


(B) CONSOLIDATED 


balance sheet of a Ltd AND n t m 
as on 31st December, 1965 


35,000 


5,000 Ordin.iry shares 
of Rs. 100 each 

General reserve : 

A Ltd 10,000 

B Ltd 22,500 

Capital reserve 

Sundry creditors : 

^ Ltd 20, COO 

B Ltd 30,000 

Minority interest ~ 

Rs. 

5,00,000 

32.500 

2.500 

50.000 j 

35.000 

^““^*huildinss; Rs. 

2 1,00,000 

" 40,000 

Piant & machinery ; 

^ ' 1,00,000 
" 50,000 

Stock in trade ; 

1 90,000 

' ^ 30,000 


1 

1 

i?uiiury debtors i 

A Ltd 

B Ltd 

40.000 

30.000 



Bank balance : 

A Ltd 

BLfd 

1,10,000 

20,000 


1 

Cush balance : 

A Lid 

BLtd 

5,000 

5,000 


Rs. 

1.40,000 


1.50.000 

1 . 20.000 

70.000 

1,30,000 

10.000 
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6-TKKATMKNT OF CONTINGtJ^T UABIUTlKb 


Contingent liability is that occurrence of which IS uncertain. Thus 
contingent liability may or may not im-olvc payment of money. It is 
shown by appending explanatorj* notes at the foot of the balance sheet 
by both the companies separately. Examples of contingent liability are : 
(a) liability for calls on partly paid*up shares 
{b) liability in respect of bills discounted 
(c) liability' under guarantee 

(<0 arrears of dividend on cumulative preference shares 

The treatment of contingent liability depends on the nature of con- 

■' ** . » . . ■'■•■ansaction 

N ■ ■ • ■ nal con* 

■ « • H ' ling and 

• ■ * external 

' ■ ‘ consoli- 

■ • • " ‘‘rom the 

note as tney appear as aciuat luuimy in uie uviisoimaieu uaiance sheet. 
Illnstntloa 11. 


“There is a contingent liability on Bills discounted Rs 40,000.” 

Show how these items would appear in the consolidated balance 

sheet. 


Solution : 

As stated in the note under Illustration ID, it is not possible to 
eliminate all the bills accepted by the subsidiary, as some of the bills arc 
discounted by the holding company. Of the Rs. 25,000 bills accepted by 
5LtdRs. 10.000 are discounted by H Ltd and ihcrtforcv only Rs. 15,000 
are indicated as bills receivable from b' Ltd. So only Rs. 15,000 are to 
be eliminated from bills payable and bills receivable for the purpose of 
consolidation. 

mlcd for Rs. 40,000, to 

■ ■ • ■ iills accepted by S Ltd., 

■ ■ • Rs 10.000 representing 

• and Rs 30,000 being 

external cuniingeiu iiauiiuv, inusi ve leiatneo. 

CONSOLIDATED BALANCE SHEET 
u on 3U| ESecember, I97S 

■ RTT — FT— 

Bills payable I Bills receivable 

(Rs. 30.600 -Rs. 13.000) 13.000 < (Ri 70.000-.R5. ILOOOv 55 .COO 

Note : There is a continsent Ubility (n respect of bills discounted Rs. 30,000. 
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HOLDING COMPAKy ACCOUNTS 


RULE 6 


WhUs showing the contingent liabilities at the 
foot of the balance sheet, liabilities arising due 
to transactions within the group rrnist be elimi- 
nated and liabilities arising due to transactions 
betwe^ the group and the outsiders must be 
retained. 



SiB'.ilar trcatnicr.t should be given to guarantees provided by one comp- 
any to another in the group. 

7111-rEATMENT OTWREALISED PHOFITS 


Tlie problem of unrealised profit arises only (a) when there is a sale of 
goods at profit by one company in the group to another company ; and 
(b) when goods so sold to that another company remain unsold and appear 
as an asset in the balance sheet of that company. 

While making a consolidated balance sheet following procedure may 
be adopted : 

(0 Calculate the profit at a rate given in the question on the unsold 
slock supplied by the other company in the group, 

(li) Deduct from the profit calculated above such part which belongs 
.. to minoritj' interest, 

_ (Hi) The balance of profit tteft after deducting jninority interest) is 
to be deducted from the profit of the company selling the goods 
and from the stock of the company receiving goods.* 

It may be noted that out of total unrealised profit minority interest 
must be deducted hecau.se so far as minority interest is concerned, there 
is no unrealised profit. For them even company from the group is like 
other third p.art}’. 

niostralion 12. 


The foliov.ing are the summarised balance sheets of Imperial Co, 
Ltd. and Colonial Co, Ltd. as on 31st December, 1972 : 


Paid-up capital in 
shares of Re. 10 
each 

General icscrvc 
Profit and toes A/c 
Sundry crcdiiors 


j Imperial 

I CaUd 
J Rs. 


Colonial 
Co Ltd 
Rs. 


lO.OO.OCO 3.00.000 
I 4,00,000 1.25.000, 
; 3,OJ,000 j 1.75.0C0 
1.00,000 70,000| 


Freehold premises 

Plant &machincr)' 

Furniture 

Debtors 

Stock 

Investment in 20.000 
shares in Colonial 
Co Ltd at cost 
Cash balance 


1 18.00,000 


C 70,000 


Imperial 

Colonial 

Co Ltd 

Co Lid 

Rs. 

Rs. 

4,50,000 

1,20,000 

3,50,000 

1,60.000 

80.000 

30,000 

3,00,000 

1,70,000 

3,20,000 

1,60,000 

2,60,000 


40,000 

30,000 

18.00,000 

6,70,000 


ss ss. -ssc T-i 


cansolidated^fca'lance ^hwt'*reDrewnfs”ihe”r‘’^ should 
enterprise. * represents the financial position 


eliminated as the 
a single business 




aWSOLrOATED BALANCE SHEET 


HCA-23 


You are required to prepare & consolidated balance sheet as on 
31-I2-(972. showing in detail necessary adjustments and taking into con* 
sideration the following information : 

(a) Imperial Co Lid acquired the abates of Colonial Co Ltd on 
I-I-I972 when the balances on their profit and loss account 
and general reserve were Rs. 75,000 and Rs. 60,000 respec- 
tively. 

(&) Stock of Rs. 1,60,000 held by Colonial Co Ltd consists of 
Rs. 60,000 goods purchased from Imperial Co Ltd, who has 
charged profit at 25% on cost. 

Solution ; [B. Com. (lions.) Calcotta 1971) 

(a) Twlorhl Notrt 

(1) Statement regarding goodwiH or capital resene *. 

Price paid for the investment 
Equity : 

Nominal value of shares held 2,00,000 

Pre-acquisition profits ; 

Profit and loss A/c 75,000 

General reserve 80,000 

Total 1,55.000 

2/3rds shares in the profits 1,03,333 

Resultant capital Reserve — 

(2) Minority Interal : 

Shore capital held 

10,000 shares of Rs. 10 each 
General reserve (1/3) 

Profit and loss A/c (1/3) 


Rs. 

2,60,000 


3,03,333 



1,00,000 

41,667 

58,333 

2 , 00,000 


(J) Genera! resene : 

As per the balance sheet of Imperial Co. Ltd. 


As pec the balance sheet of 

Colonial Co Ltd 

Less : Reser>e as on 1-1*72 

1,25.000 

80.000 



45,000 


Less : 1/3 due to minority 
shareholders 

15.000 

30.000 


4.30.000 

(4) Unrealised projiis : 

Imrerial Co. Ltd. sells goods at 25% on cost. As the unsold stock 
of Rs. 60,000 is at selling price, the profit must be expreswd as a percen- 

tage on selling price. 
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holding company accounts 


Let the cost price be 
Profit at 25% 

Selling price 


Rs. 

100 

25 

125 

25x100 


Profit as a percentage of selling price j 25 

Unrealised profit =20% of Rs. 60,000 


= 20 % 


Less Share of minority 

shareholders (1/3) = 

Qroup's share of unrealised profit 

Profit and loss Ajc balance 

Profit and loss A/c as per balance 
sheet of Imperial Co Ltd 

Less ; unrealised profit (See 'a') 

Profit and loss A/c as per balance 
sheet of Colonial Co, Ltd. 

Less Pre-acquisition profit 

Less 1/3 belonging to 
minority shareholders 


=Rs. 12,000 
4,000 


8,000 


1,75,000 

75,OCO 

1 , 00,000 

33,333 


Rs. 

3,00,000 

8,000 

2,92,000 


66,667 


3.58.667 


a») CONSOLIDATED BALANCE SHEET OF IMPERIAL CO Ltd AND 

COLONIAL CO Ltd 
as on 31-J2-1972 


Capital 

Rs. 

Fixed Assets 

Rs. 

Paid-up capital m shares of 

Rs. 10 each 

10,00,000 

Freehold premises : 

I. Co Ltd 4,50,000 

Reserves and surplus 

C Co Ltd 1,20,000 

5,70,000 

capital reserve (See ‘o’) 

43,333 


General reserve : 

1, Co Ltd 4,00,000 

C. Co Ltd 30,000 

4,30,000 

Plant and machinerv : 

1. Co Ltd 3.50,000 

C. Co Ltd 1,60.000 

5,10,000 

Profit and loss account ; 

I. Co Ltd 2,92,000 

C. Co Ltd 66,667 

i 

3,58.667 i 

Furniture : 

I. Co Ltd 80,000 

C. Co Ltd 30,000 

1,10,000 

Secured and unsecured loans 

i 

Current Assets ; 

! Stock in trade • 

Current li.-ibilitics and 
provisions ; 

1. Co Ltd 1,00,000 

C. Co Ltd 70,000 

1,70,000 

j I Co Ltd' ■ 3.20.000 

I C. Co. Ltd 1,60,000 

J. Less; 


1 Unrealised profit 8,000 

52,000 

4,72,000 
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Minority Interest 




(See If) 

2,00,000 

Stuidry debtore .* 




L Co Ltd 3.00.000 

C. CO Lid 1.70XJOO 

4.70.000 



Cash : 




r. Co Ltfl 40A» 

C Cb Ltd 30.000 

70,000 


22.02.000 

22.O2J00O 


fffosfralfoo 13. 


Following is the aflilialion rosifion of //ltd, Si Ltd and 8, Ltd.: 

//Ltd holds 3/4ths holdings off, Ltd 
// Ltd holds 4/5ths holdings of St Ltd 
Stocks of St Ltd. include unsold stock purchased from St Ltd. for Rs 
1,000. Show at what price these goods wHi appear in the consolidated 
balance sheet, if good* were sold b> S’, Ltd at 33;% profit on cost, 

SoIutloD : 

In order to calculate unrealised profit, the information is put in the 
form of a diagram as below : 




H 




3 , ^ 

*j !iii 


/ ss. tooo \ 

WNSaiO STOCK J 


» V5(wws/Trwr£K£sr? 

(Ss 250 PROFIT CMfiOeo) 


(/) Now out of profit charged by J,. l/5th belongs to minority 
interest and hence to ibis extent there is no unrealised profit. 
Thus unrealised profit can be(Rs. 250^}xR5. 2S0)«»Rs. 200. 

(//) As per the abuse calculations holding company can show stock 
at Rs 800 (he. Rs. LOGO— Rs. 200) and can reduce profits by 
Rs. 200 But this wi|) mean that total stock of Bi i$ reduced 
to cost price. Since there are again minor/ty interests in S, (to 
the extent of l/4th of the holding) they arc not interested in 
calculating unrealised profit on that portion of stock which 
belongs to another type of minority interest. Thus, it will 
further be reduced by that portion. Thus calculation will be 
as under : 

Rs. 200— ixRs. 200-*Rs. 150 net unrealised profit 
This can be done directly as below : 

Rs. 250x{x5-»Rs. 150 (taking into consideration hold- 
ing company’* share into subsi- 
diary companies) 

Stock wfiU appear at R<. 850 in the ^nsolidated balance sheet. 
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HOLDING COMPANV ACCOUNTS 


lUastration 14. 

H Ltd holds 4/5ths of equity shares of S Ltd. Calculate unrealised 
profits ifsiock of H Ltd. includes Rs. 18,000 of goods purchased from S 
Ltd and that of 5 Ltd includes Rs. 20,000 supplied by H Ltd. Goods are 
sold at a profit of 20% on cost by the subsidiary to the holding company 
and at a profit l/4th on sale by the holding company to the subsidiary 
company. 

Solution : 

The unrealired profit is calculated with the rate applicable to the 
feller of goods and is calculated on the stock left with the buyer. Thus 
unrealised profit is— 

(i) For goods supplied by the holding company 

l/4xRs. 20,000 5,000 

Less ; Minority holdings, i.e., 1/5 1,000 

(tV) For good supplied by the subsidiary company 

1/61 xRs. ig^oOO 3,000 

Less ; Minority holdings, i.e., 1 /5 600 

Total unrealised profit 

1. 20% on cost= l/5th coster l/6th on sale. 

S-REVALLATION OF ASSETS .AND LIABILITIES 

It is sometimes seen that at the time of acquisition of shares in th 
subsidiary company fixed assets of the subsidiary company are revalued 
If such a revaluation of assets takes place, profit or loss on the revaluatioi 
of fixed assets is treated as a capital profit or loss. The profit is not avail 
able for dividend and must appear on the liability side of the balance shee 
of the subsidiary company under the heading Capital Reserve or may fa 
used for writing off goodwill. The loss on revaluation may, however, b 
met out of revenue profit. At the t me of consolidation, the capital reserv 
!S divided among shareholders, i.e., minority interest and holding company 
Holding company s share out of such capital profit is either put to capitt 
re.serve or deducted from goodwill or cost of control and vice versa in cas 
of loss on revaluation. Minority shareholders’ share is added to Mino: 
iy Interest. Profits at the end of year will be charged with the deprech 
tion on the revised values. However, sometimes this adjustment is don 
ffom the back date in case revaluation is not given effect to immediateb 
Tl'.e adjustment will involve the correction of profits due to change in tl 

amount ofdepreciation and also division of profit or loss on revaluatio 

of fixed assets. 


Rs. 

4,00C 

2,40( 

6,401 
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lUBStntiOB ]5. 

Following i$ the balance sheet of H and 5 : 

BALANCE SHEET 
u OB 31st Deoember. 1969 


Share capital 
ftetvfral reterve 
Profits (eurrenO 

1 — 7r~ 

Rs 

i 10.000 

I 4.000 

1 3.000 

^ 1 
Bs 
8,000 
1000 
1.000 1 

6,400 shares in 5 company | 
Other assets 

Rs. 

7.000 

10.000 

H 

Rs. 

1 17.000 

1 llflOO 1 

Rs-i 

17,000 



At the time of acquisition of shares by // company in H company, 
on 1st January, 1969 plant of Rs. 6,000 of B Ltd. uas revalued at Rs. 
8,000 and furniture of S' Ltd of Rs 2.000 was revalued at Rs. 1,^00. The 
balance sheet of > Ltd. showed the a^ve assets on the non*revalued basis. 
You are requtr^ to prepare a consolidated balance sheet after giving 
efTccl to above revaluation from 1st January, 1969. Depreciation is char- 
ged on plant at 10% p a. and on furniture at 5% p a. 

Solution : 


(A) TUTOl^tAL SOTE^ 

ID Copholprq|!{ on rcfoluaticR: 

Profit on plant 
Lots on furniture 

Total net profit 

Holding company’s share thereof 
(deducted from cost of control) 

Minority interest thereof 

(added to Minority Interest) 

O) Adixatment of profit of S Lid : 

Profit earned during the year ^ 

Le s Additional depreciation on plant at 10% p.«. 
on Rs. 2.000 


Rs, 2,OCO 
500 

"l50O 

1,200 

300 


Rs. I.OCO 
200 
800 


Add r.xcess depreciation charge on furniture 
of Rs. 500 at 5% p.a. 

Corrected profit after revaloatlon 

Holding company’s share ihercof 
Minority interest thereof 
(1) Caleulaitoi of minority inttrest : 

Share capital outside the group 
Add Proportionate reserve 
Proportionate profit 
Proportionate profit on revaluation 


25 

825 

660 

165 


Rs. 2.465 
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(4) Capital Reserve 1 Cost of Control 


Rs. 

Paid-up value of shares purchased 


6,400 

Add : General reserve in S Ltd. 


1,600 

Add : Capital profit on revaluation 


1,200 

Total equity acquired 


9,200 

Less : Cost of shares 


7,000 



2,200 . 

(51 Plant has been calculated as foHnm : 

Plant on 1st Janury 1969 

Less Depreciation already charged 


Rs. 6,00 
60 

Add Increase in value on revaluation 
(/ e., from Rs, 6,000 to Rs. 8,000) 


5,40 

2,00 

Less Depreciation on increased value 


7,40 

20 



Rs, 7,20 

/ (6) Furniture has been revalued as follows : 

, Furniture on 1st January 1969 

' Less Depreciation at 5% 


Rs. 2fC.{ 
IC( 

Less Fall in value on revaluation 


1,90( 

50C 

Add Depreciation charged in excess 


1,40C 

25 



Rs. 1,425 

(7) Value of other assets is arrived at as follows : 

Total value of assets 

Plant on 1st January 6,000 

Less Depreciation at 10% ’eOO 


Rs. 

11,00( 

Value of 31st December 

Furniture on 1st January 2,000 

Less Depreciation at 5% ’lOO 

5,400 


Value on 31st December 

1,900 
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Total value of plant and furniture 7,300 


Total value of other assets Rs. 3,700 

ConioIIdited Balance Sheet 
ai en 31 December 1969 



Kv. , 


ks. 

Shares capital 

il 

Asset* ; 


General reserve 

4.000' 

' II company 


Capital reverve 

2,200 

S company 


Minority Interest 

2.465 1 

1 Plant 


Profit :/f Ltd. 3.000 


1 Furniture 

1.425 (2) 

5 Ltd. 660 

3,660 1 

1 Other atteli 

3,700(3) 

— 



12.325 


Ri. 22.325; 

1 

Ri. 22.325 


9-rRKFERENCE SHARES IN SUBSIDIAitlLS 

So far It has been assumed that the subsidiary company has issued 
only one type of shares. 4.c., equity shares. If the subsidiary company 
has issued preference shares also then the treatment of these shares in the 
consolidated balance sheet will be as follows . 


When shares are held by holdios compaoy 

If the holding company iuelf’ ” 

the pald'Up value will be deduc • 
company in the same way as m < • • . • 

between the cost and paid*up value of shares held gives the cost of control 
and is added to that part of cost of control which is derived from the 
equity shares held in the subsidiary company. If the subsidiary company 
issues such shares, cither at discount or at premium, it is not to be 
considered for calculating cost of control as ony issue on such terms is 
automatically incorporated in the cost of preference shares. The fived 
dividend on preference shares accrued to the date of acquisition will be 
«. . . • • * s ' rf the pre-acquisition profits of 

I' . , ' r : r /'?' arcs. Accrued dividend from 

■ ; •-paralion of account, however, 

will be comidmd as revenue profiB (if Ibey are declared out af profas 
earned aller the acqoisilion of shares) and shall projxrly incluM 
among holding caaipany’s shares la the revenue prodls of the subsidiary 

company. 

When shires are hold by outsiders 

When preference shares are held by ' ;"!S’J'’,\e"aS 

interest will also include the paid up amourt^ ham 

ui respect of dividend (calculated at thcfiveo rat ) 
consolidation. 


1. Pretercnce sharts are lho-.c shares •Ueh 

ntnl of capital anJ rajn-.cnt of diviJceJ Theyare* * 
*'sc mfnficncJ Tt'cj arc aUo rton-rartiepat-*’/ ’ 
utleij it It (>:J.cr.‘iiC ifcntionrJ. 


it :o t'-e rfraj* 
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HOLPING COMPANY ACCOUNTS 


If profits of the subsidiary company have been insuflicient to pay 
cumulative dividend on preference shares (because preference shares are 
always cumulative) then a proper provision is made from the cxistmg 
reserves and is added to the minority interest. It may be carefully seen that 
if profits are not suflicient to meet all the arrears of dividend or if there 
is debit balance of profit and loss account, there is no necessity of pro- 
viding the arrears of dividend out of consolidated profits. Jt may, 
however, be shown as a note under the balance sheet. 


Treatment of losses in (he subsidiary company 

When the balance sheet of the subsidiary company shows a debit 
balance of profit and loss account, preference shareholders are not called 
upon to bear the proportionate loss and thus whole loss is divided among 
equity shareholders. This means that the loss of the subsidiary company 
is divided between minority interest and holding company in the ratio of 
their interest in the equity shares of the subsidiary company. 


DOUBLE ENTRY FOR CONSOLIDATION 

So far an attempt has been made to discuss the basic principles 
involved in con.salidation. The technique of consolidation adopted till 
now was without employing double entry. A student can however also 
employ double entry method to complete consolidation and probably may 
find it easier than the technique adopted so far. 

For the purpose of using double entry, the group comprising the 
holding company and its subsidiaries is taken ns a single entity and all 
the adjustments are made as if we arc dealing uith only oi.l; set of books. 
One account each should be opened for the items figuring in the balance 
sheets of the holding company and the subsidiaries. In additioii two new 
account.? will have to be opened and they arc: (1) cost of control 
account, and (2) minority interest account. The journal entries are given 
separately (1) if consolidation is done at the time of acquisition and, (2) if 
consolidation is done some time after acquisition. 


Consolidation at the time of aquisition 

1. Transfer of iavestment account. 

Debit Cost of control A/c 

Credit investment A/c 

2. Elimination of share capital of the subsidiary 
Debit Share capital A/c 

Credit Cost of control A/c (held by holding company) 
Credit Minority mtcrest (held by outsiders) 

The above entries will help to eliminate the investment account a; 
share capital of the subsidiaries from consolidated 

3. Transfer of reserves and profit and loss account balances. 

Debit General reserve 

Debit Profit and loss account 

rr^Hi! A/c (share of tlie holding Compam 

Credit Minonly interest (share of the outsiders) ‘ 
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4. Traosfer of balance in cost of control account. 

At this stage the cost of control account will appear as follows ; 



If the debit side is more, dtflerence is transferred to goodwill 
account and if the credit side is more, the difference is transferred to 
coital reserve account 

5. Elimination of inter-company transactions. 

Inter-corapany transactions usually occur after acquisition, but it 
IS not uncommon for one company to acquire the shares of another 
company with which it has trade and other dsdings. ^ there can be 
imer-company transactions requiring elimination at the time of acquisition. 
(0 ^Vhen the moneys arc due from one company to another on 
account of trade transactions : 

Debit Sundry aediiors (in the debtor company) 

Credit buodry debtors (in the creditor company) 

(h) When there are billsof exchange outstandicg between one 
company and another : 

(ffi)-'-- " '•••.-■■ 

(I) .. .... 


cornpary) 

Credit Debenture interest payable A/c (in the issuing company) 
(ri) For the elimination of unrealised profit ; 

Debit Profit and loss A/c (in the selling company) 

Credit stock A/c (in the buying company ) 

Thus consolidation eulnes are usually needed for the follow irg ; 

(fl) For VrTitinc off share capital of the subiidiary compa-ey and 
inscstments of the holding company in the subs-dii.'y compa-,. 

(b) For incorporating minority interert. m 

(c) For iransfrmog the pte-jcqvi 5 i!KnFro..liorihei-t!-<ii-i> to 

the minority interest and majority rdcreK* » 'V 

(d) For eliminating all common trassiCLOcs, f-f . — f , 

' bills receivable, advajices witbloar.s.ttc^ ^ , rf.tifi 

(e) For makine all adjustments, e cn-er, fi/ 

unrealised profits, excess and ui:dcf<r.argia« -r • 

RlMtntjool6 . 

The balance sheet of Poona ProdeetK^s : /- 

*wuctions Limited, Bomtay, as on 30th Ja.'», 19'^ •* ‘ , 


«UA-J2 


liabilities 

— “^capITinH'Ri 
Resen t A 

Current liabilit/es • 
Sundry creditors ' 

ttssi' 


balance sheet 

US on 3 0t|j ^ 



l-td I 

Rs. I 'Insets 


5.00,000 1 
50,000 

50.000 

10.000 

2,000 


-JVV/V/ 

5,000 


15,0{ 
10, OC 

2,80,00 

45,00( 

20 , 00 ( 


|^12.00£|3j7j^^3^ 

^.00 

Was rot ^^’^00 by che ^ 

E>r. 


^^V^/ontroJ A/c 

;ing th2df'”®“‘ -^/c ^ 

«/..I.Sfe«' 'i/c 

interest A/c 


^>*0,000 

j Rs. 

, 

1 ^80,000 

^•50,000 j 

2.00, COO 

j 

50,000 

•<0,000 1 

1 

52,000 
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(Being the transfer of reserve to majority 
and minority interests) . 

Cost of control account 

Dr. 

52,000 
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To Capital rcser\e A/c 
(Being the transfer of balance in cost 
of control A/c to capital resersc) 

Bills payable A/c (B.P. Ltd) 

Dr. 

5,000 

52,000 

To Bills receivable A/c (P.P. Ltd) 
(Being the elimination of inter* 
company transaction) 

Remittance in Transit A/c 

Df. 

10,000 

5,000 

To Sundry creditors A/c 
(Being the remittance m transit) 

Sundry creditors (P.P. Ltd) 

Dr. 

25,000 

10,000 

To Sundry debtors (B.P. Ltd) 

(Being the elimination of 
indebtedness within the group) 



25,000 


Important ledger accooots 

(I) COST OF CONTROL ACCOUNT 


Investment in BP. Ltd 
2.000 Equity thaxet 

Balance transferred 
to Capital reserve 

Rs. l.SO.OOO 

53.000 

BP. Ltd Nominal 

value of 2.000 shnes 
pre*Aeqoisinoa surplus : 
Cctteral rtsen-e 

Rs. 2.00.000 

32.000 


Rs. 2.32,000 


Rs. 2,32.000 

(1) 

MINORCTY INTEREST 


Balance earned forward 

Rv 58.000 

|Hm| 

Ri. 50.000 
8.000 


Rs. 58.000, 


Rt. 58.000 

0) 

GENERAL RESERVE-B-P. Ltd 


Minonty inierest 

Cost of control 

Rs. t.fJW 
32.000 

Ualfoce 



Rs. 40.000 


Rs. 40.000 

(0 

SNARE CAPfTAL-D.P. Ltd 


Cost of Control 
Minority Interest 



iBiHi 


Rs. 2,50.000 1 


Rs. 2,50.000 

(5) 

INVEST.MENT A/C-P.P. Ltd 


bsisnee 

' Ri, 2.o3.oiM 

Cost oi control A/c 
Balance carried forward 

25.0ro 


Rs. 2.CS.OOO 


Rs iOS.OfO 


<9(45-130;1SSJ) 
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HOLDING COMPANY ACCOUNTJ 


BALANCE SHEET 
as on 30th June 1977 


Lfabi/ir/es ' 

1 

P.P. 

Ltd 

Rs. 

BP 

Ltd 

Rs. 

Assets 

P.P. 

Ltd 

1 Rs. 

■ESi 

■i 

Share capital in Rs. 100 
equity shares 
Rcsen'es & surplus : 
Revenue reser\’e 

Current liabilities ; 
Sundry creditors 

Bills payable 
Outstanding 
expenses 

Contingent liability 
for discounted 
unmatured bills 

Rs. 12,500 with 

P.P. Ltd. 

3,00,000 

50.000 

50.000 

10.000 

2,000 

2,50,000 

40.000 

60.000 
20,000 

1.000 1 

Fixed assets : 

Goodwill 

Investments : 

Current assets : 

Stock in hand 

Sundry debtors 

Bills receivable 

Cash in hand 

50.000 
2,05,000 

90.000 

50.000 

15.000 
2,000 

15,0( 
10, 0( 

2.80.0{ 
45.0( 
20, 0( 
l.Ot 


4,12,000 

3.71.000 


4,12,000 

3,7I,(K 


Following further information is also given : 

(a) Poona Productions Ltd purchased 2, COO shares of Bombs 
Productions Ltd, on the date of balance sheets for Rs. 1,80,00 
and these are idcluded in investments. 


(d) Bills receivable of Poona Productions Ltd include Rs. 5,0( 
bills accepted by Bombay Productions Ltd and bills discount! 
by Poona Productions Ltd but not matured include Rs 7 5( 
worth acceptance by B.P. Ltd. 

Productions Ltd, include Rs. I5,0( 
Rom£v "n ^^i^ Productions Ltd., whereas sundry debtors 

P?o^SonsTld ^ due from Pool 

(d) Remittance of Rs. 10,000 by cheque from Poona Productio 

daUTLSceThr "-^^y^’-ductionsLtduptH 

JOURNAL ENTRIES 


Cost of control A/c 
To Investment A/c 
(Bemg the elimination of investment 
made in Bombay Productions Ltd ) 
Share capital A/c n 

To Cost of control A/c 
, 1 , • .Minority interest A/c 
(Being the elimination of the share 
Mpital of the subsidiary) 

General reserve A/c 

To Cost of control A/c 
Jo Minority interest A/c 


Dr. 

It 

Rs. 

1.80,000 

Dr. 

2,50,000 

Dr. 

40,000 


Rs. 

1,80,000 


2,00,000 

50,000 


32,000 

8.000 





CONSOLIDATED BALANCE SHEET 

(Being the transfer of reserve to majority 
and minority interests) . 

Cost of control account 

Dr. j 

52,000 
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To Capital reserve A/c 
(Being the transfer of balance in cost 
of control A/c to capital reserve) 

Bills payable A/c (B.P. Ltd) 

Dr. i 

5.000 

52,000 

To Bills receivable A/c (P.P. Ltd) 
(Being the elimination of inter- 
company transaction) 

Remittance in Transit A/c 

Dr. 

10,000 

5,000 

To Sundry creditors A/c 
(Being the remittance in transit) 

Sundry creditors (P.P. Ltd) 

Dr. 

25,000 

10,000 

To Sundry debtors (B.P. Ltd) 

(Being the elimination of 
indebtedness within the group) 


25,000 


Iciportant ledger accooots 


(1) COST OF CONTROL ACCOU>n‘ 


iDvestinent In B P. Lid 
2,000 EQuIiy shares 

Bilajiee (natferred 
to Capital reserve 

Rs. 1.80.000 j 

52.000 

D.P. Ltd NonunaJ 
value of 2.000 ihraet 
pre-Aequisilieo surplat : 
Oeseral reserve 

RciOO.OOO 

3LOOO 


Rs. 2,32.000 1 


Ri. 242.000 


hUNORITV INTEREST 


Balaoee carried forward 

ROfOW 

HS| 

Ri. 50.000 
8.000 


Rs 58,000 


Rs. 51.000 

(3) 

GENERAL RESERVE-D-P. Ltd 


KUnoriiy interest 

Cost of control 

Rs. 8.UUU 1 
32.000 

^aliRce 





Rs. 40.000 

(4) 



Cost or Control 
Minority interest 

Rs. iw.wo 1 

50.000 

^aliRCC 


(5) 

Rs. 240.000 1 

INVEST.MCNTA/C-.PP. Ltd 

RJ. 2,50.000 

balance 

B.1 2.03.tM; j 

Cost oi control A.'c 
Dalance carried forward 

25.000 


R.S 2.O5.00O 


Rs 2.e5.0f0 


49(45-UO/19S3) 
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HOLDING COMPANY ACCOUNTS 


(fi) SUNDRY CREDITORS— P.P. Ltd 


Sundry debtors (B.P. Ltd) Rs. 25,000 I 

Balance carried forward 35’,000 j 

[ Balance ■ 

; Remittance in transfi . 

Rs. 50,000 
' 10,000 


Rs. 60,000 ! 


Rs. 60,000 

(7) 

SUNDRY DEBTORS— B. P. Ltd 


Balance 

Rs. 45,000 

1 

i 

Sundry, creditors 
(P. P. Ltd) 

Balance carried fora'ard 

Rs. 25,000 
20,000 


Rt, 45,000 


Rs. 45,000 

(8) 

BILLS RECEIVABLE—?. P. Ltd 


B.'dance 

Rs. 15,000 

Bills payable (B. P. Ltd) 
Balance carried forward 

Rs. 5,000 
10,000 


Rs. 15,000 


Rs. I5,0CO 

(9) 

BILLS PAYABLE-B. P. Ltd 


BiLs receivable (P, P. Ltd) Rs. 5.000 I 

R.il.ance carried forward 15,000 ' 

Balance 

Rs. 20.000 


Rs. 20,000 ! 




POONA '■“"“nog.™ 

CONSOLIDATED BALANCE SHEET 
as on 30th June, 1977 


Rs. 20,000 


‘ „ Liabilities 

Snare capital in Rs. 100 
equity shares 
Ri-nin’es and surplus ; 
Capi’al reserve 
Revenue reserve— P. P. Ltd 
Current liabilities : 

Sundry creditors 
P. P. Ltd 
B. P. Ltd 


Bills payable : 
P. P. Ltd 
B. P. Ltd 


35.000 

60.000 

10,000 

15,000 


Outstanding expenses ; 

P- P- Ltd 2,000 

B, P. Ltd j,000 

Minority Interest ' 
contingent liability for discounted 
unnatured bill with P. P Ltd 
Ri. 5,000 (*) “• 


Rs. 

3,00.000 

52.000 

50.000 

95.000 

25.000 

3,000 

58.000 


j .4ssr/s 

Fixed assets : 

Goodwill P. P. Lid 50,000 
B- P. Ltd 15,000 

Investments : 

P-P. Ltd 25,000 
B. P. Ltd 10,000 

Current assets : ~ 

Stock in band " 

P. P. Ltd 90,000 
B. P. Ltd 2,80,000 

Sundry debtors : ” 

P. P. Ltd ''1,000 
B. P. Ltd 20,000 

Bills receivable : 

P- P. Ltd 10,000 
B. P. Ltd 20,000 


2,000 

1,000 


Rs. 


Rs. 

65.000 

35.000 

3.70.000 

70.000 


Cash in hand : 

P. P. Ltd 
B. p. Ltd 

- — ^ — I Remittance in transit 
5,83,000 I 

(•) Contingent liabilitv for Rs 7500 ie • 

Bs. 7.500 IS eliminated as it is within the groups. 


30,000 


3,000 

laooo 

Rs. 5,83,000 
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CoRSolidafloQ t( a La{er 0.ifc 

When consolidation is u a lalcr date, as explained earlier, profits 
will have to be divided li.to pre- and^post-acquisition profits. From the 
general resene and profit and loss account pre-acquisition profits «ill 
be transferred to minority mtercst account and cost of control accounts. 
In the case of post-acquisiiion profits, only the minont>’ interest sm!I be 
transferred and that leaves the b.tlance of holding company's share of 
f/ost-acquisition profits in the two accounts, namely, general resersc 
and profit and loss account. This docs not call for any new entries. 

However, the subsidiary company may issue dividends and/or bonus 
shares either from out of pre-acquisition or posi-acquisition profits. The 
treatment to be ei^en and the entries to be made are discussed tn the 
next three sections at the end of svhich a comprchcnsisc illustration is 
also gisen. 

10— BONUS SHAHTS 

Issue of bonus shares by the subsidiary conp.sny will increase the 
number of shares in the hands of the holding company. Its treatment 
svill depend upon the source from where bonus shares arc issued These 
may be as follows : 

(a) Issae of bonus shares out of pre-aeqaisitioo profits 

In this case there will be no effect on accounting treatment because 
while calculating the cost of control, when on the one hand holding 
company’s share m the prc-acquisition profit is reduced (becauie of 
capitalisation of profits), on the other hand the paid-up value of sh'i- s 
held increases. Thus, there is no effect on cost of control of the bonus 
shares issued out of pre-acquisition profits. 

Illustration 17 

S Ltd has the capital of Rs 3.00.000 m shares of Rs 10 each out 
of which //Ltd. purchased 80% at Rs. S.HO.OOO. The profits of .v Ltd, 
at the time of purchase of shares by //Ltd. were Rs. 1 20.1>0(' The 5 
Ltd, decided to make a bonus is>ue out of prc-acquisiiion profit^ of ore 
share of Rs. 10 c.ach fully paid for eseo’ three shares held CjJ.-uIate 
the cost of control for // Ltd. before the issue of bonus shares and after 
the isiuc of bonus shares. 

Solution : 

(j) Before the iisue of bmu3 shores 
Cost of shares 

Lrjj paid-up value of shares 2, 40,000 

KO 

Share in capital profits 1,20,000 96.0OC 


p.s. -'s.mi 


Rs 

3 fo.rw 

3Jf..fOO 


Cost of control 



Stares already hcU 
horns shares 


2,40,000 

80.000 


Ks. 

3,80,000 


3,20,000 

I ‘capital profits : 8O/J00 xKs 20 OOOx 
Cost of control • 20,000» I6,00p 

44,000 


fllustration 18 


S> Decemffi 969 ‘fT ‘"'‘‘'"“'J’ shares of p 

“ °" «« 3e™"S'1 talaaee o7f 'Ld 

Rat ax ■ ' -ani 


^Pital 5.000 ordi. 
aary shares of 
Rs. too each 

;ap(ta| reserve I 

rcncral reserve ' , 

r I la 

'editors , 

' 47,100 


_!^^«SHEE„oUAL,as. 

n?5T-rE:in— 


'■=»•««> ! Seb'Ss 
36,000 I 


8,400 ! 
5,000 j 


'■-s-iuaing Ri 

I off,.'" ^ 

bant 


36, a 
40.0{ 


("0 Sundry cred-e .assets T. ' of 

O creditors of a Lm • be 

, 56 ^^ ‘0 prepare the Consolidate'f’s^ 

'•inaintng 
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SolotioD : 

(A) TUTORIAL KOTCS 

(I) COST OF CONTROL ACCOUNT 


Invf^tments in B Ltd. at cott 

Ra. 

3.40.000' 

Share capital B Ltd. 

Orlcifiil ihares I.EO.OOO 

BoDua iham SO.OOO 

Ri. 



Capital rtaer^-e (4/5) 

Profit and lots A/e (4/5) 
Revaluatjoo of assets (4/5) 
Balance-trantfcntd to coodwill 

2.40 JOO 
16.000 
2S.W1 
f.OOO 
47,200 


3.40,000 


3A0.000 

(2) 

MINORITY 

INTEREST 


BaUne« carried forward 

Ri. 1 
73.200 

73.200 I 

Share capita) In B Ltd. 

Capital reserve 

Profit and lots A/e 

Revaluatioa of assets 

6O.K0 

4.0C0 

7JOO 

XfOD 




73,200 


(3) CAPITAL RESERVE 



hs. 


Ka 

To share capital B Ltd. 
—Bonus issue 

To Cost of control (4/5) 

1. 00.000 
16.000 

Balance 

1.20.000 

To Minority interest (1/5) 

4,000 
1.20.000 1 


IJO.OOO 


(4) SHARE CAPITAI^D UMITED 



Rs. 1 

Rs. 

Cost of control 

2.40.000 1 Balance 

2.003500 

Minority interest 

60,000 1 Capital merve^bouss Issue 

1,00,000 


3.C0.00) 

3.00,000 


1 



(5) PROFIT AND LOSS ACCOU>rr 



Rs. 1 

Ri 

Cost of control A/cf4/5) 
Minority intetest (1/5) 

25,800 1 Balaace 

36.000 

7,3X>1 



35300 

36.fW 


— - 1 



C6) REVALUATION OF ASSEIS 



Rs 


RV 

20.000 

Plant and fnachinery 

Cost of control A/c (4/5) 

10300 

8.000 

Land and bultdinfs 

Mirsonty interest (1/5) 

2.00O 

Hooo 


»oco 
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(B) CONSOLIDATED BALANCE SHEET OF 
A LTD AND ITS SUBSIDIARY B LTD 
as at 31st December 1962 


Liabilities 

5,000 Ordinary shares of 
Rs, 100 each 
Reserve and surplus : 

General reserve A Ltd 
profit and loss A/c B Ltd 
Secured and unsecured loans ; 
Bark overdraft 

Current liabilities and provisions 
Sundry creditors 

A Ltd 47,100 

B Ltd 9,000 


Rs. 

5,00,000 

2.40,000 

57,200 

80,000 


Assets 
Fixed assets 
Goodwill 

Land and buildings 
A Ltd 

B Ltd 1,80,000 
Add 20,000 


Plant and machinery 
A Ltd 

B Ltd 1,09,400 
Less 10,000 


1.50.000 

2,00,000 

2.40.000 
99,400 


Rs. 

47.200 

3,50,000 


3,39,400 


56,100 

Less : 

Inter company 
transactions 12,000 


44,100 


Current Assets : 
Stock-in-hand 
A Ltd 
BLtd 


1,20,000 

36,000 1,56,000 


Bills payable 
B Ltd 
Less : 

Inter-company 

transactions 

Minority interest 


8,400 

3,000 5,400 

73,200 


Sundry debtors 
A Ltd 
B Ltd 


Less Inter-company 
transactions 


44,000 

-40,000 


84.000 

12.000 72,000 


Bills receivable A Ltd 15,800 

Less due from B Ltd 3,000 12,800 


iV 


Cash and bank 

A Ltd 14,500 

B Ltd 8,000 22,500 


Rs. 9.99,900 


Rs. 9,99,900 


(i) Issue of bonus shares out of post- acquisition profits 

Where a subsidiary company capitalizes profits by the issue of bonus 
shares out of the post-acquisition profits, it is necessary that holding 
company’s share in the revenue profits of the subsidiary company be cal- 
culated only after making an adjustment for such bonus shares from the past- 
acquisition profits. This will automatically have the effect of reducing 
share of holding company in the post-acquisition profits of the subsidiary 
company. However, in this case the cost of goodwill will bo reduced 
because of the increase in paid-up value of shares (without increasing the 
cost of shares and without reducing the pre-acquisition profits of the 
subsidiary company). 

Illustration 19 


BALANCE SHEET 


Share capital 
RcservM 

Profits 

ff 

Rs 

2,00,000 

40.000 

25.000 

s 

Rs. 

40.000 

10.000 
14,000 

1 

30,01X) shares in S Ltd, 
Assets 

H 

Rs. 

60,000 

2.05,000 

s 

Rs. 

64,000 


2,65,000 ; 

«»•=; Jesses 

64,000 1 

»5=ras3jeaeal 


2,65,000 

saa ext ssst ea BS 

64,000 

eseccatsa* 
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iJd had the cmlit babnce of Ks, 10,000 in the rescncs when 
^ Ltd required shares in 5* Ltd. S Ltd capitalised its Rs. 10.000 (all out 
of profits earned after the acquisrtion of its shares by if Ltd), by jv.a*r.p 
a bonus issue of one share for cvers- four shares held. You are required 
to calculate cost of goodwill before and after the declaration of bonus 
issue. Also ihake the consolidated balance <heet. 

Solntloa : 

(A) TUTORIAL NOTES 


(I) Cost of control hrfoff the i^ue of bonus shares : 

Cost of shares Rs 60,000 

Less Paid*up value of shares 30,00-0 

30.000 

Less Share in capital profits (3/4 x Rs. 10,000) 7,500 

Cost of control Rs* 22,500 


(2) Cost of control after the bonus i^sue ; 
Cost of shares 

Less Paid-up value of sliares 


Rs 

60.{W 

30.0{t> 


30.0W 

Less Increase in shares became of bonus issue 7.500 


::.5oo 

Less Share in capit-t prc.fits— 3/4x 10,000 7,500 


Cost of control 


Rs. 15.000 


(5) All/i.’ri/)' ItUcTesi : R?. 

Share capital held byoutsiderv— l.•JxRs. 50.000 12,500 

AUd JX(P.s. in.C0':-hR$ 4.oro) 3,500 


Rs. 16,CC0 

(4) Hqldlftg company's share tn rctrne profits : Rs. 

Revenue profits of S Ltd after bonus issue 4,000 

Holding company’s share thereof 3,000 


(B) CONSOUDATEP RXLANCE SHEET as on . . 






Share capital 

I Z.OP.OOO ' C«i of coBtro! 


T?. 

SUSCT'C 

f <aaoo0 f Auets ; ff 

ens.cw 






^<1/ Share lo 5 Ltd. LOGO I 

1 1 

. \ 



rs.tw} 

X 


Minoniy latemt | 

t$.0OO{ 

• 


Ral 

134.000 1 




From the discussioa if is dear that no new 
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TTIlUfURE INCOME TAX RESERVE 

Future income tax reserve set aside by tbe subsidiaiy 
should neither be treated as accumulated pre-acquisilion prohts nor ^ 
ran of post-acquisition profits. It should be treated at par with liao - 
ties and provisions for income tax of all subsidiary companies are group 
at one place for consolidated balance sheet purposes. 

' 12 -TREATMENT OF dividenF 


Unclaimed dividend .... , j 1 

Unclaimed dividend is that part of dividend which has been declarea 
but not claimed so far. If unclaimed dividend appears in the balance shqrt 
of the subsidiary company, it should be divided into two parts ; (0 dividend 
not claimed by the holding company or any other company belonging to 
the group, and (//) dividend not claimed by other shareholders not belonging 
to the group). The first part of ur.claimed di\ idend will be cancelled by the 
corresponding unclaimed dividend appearing as an a-sset in the books of 
the holding company or any other company belonging to the group. The 
second part of the unclaimed dividend, how ever, will be appearing in the 
consolidated balance sheet. 


Proposed dividend 

When a subsidiary company proposes the dividend it debits its profit 
and loss appropriation account and credits • proposed dividend account, 
Since the proposed dividend is in respect of all the shares, a part of it 
belongs to the holding company. In the consolidated balance sheet, to 
show a clear picture, proposed dividend’s that part which belongs to the 
• ), ^ Iding company may be added to the holding company's share in <;(her 
■' rofiis of the subsidia.-)' company and the rest to thp minority ir.lerest. 
Payment of dividend 

Where the holding company receives dii idend from the subsidiary 
company, then its treatment in the bolding company’s books and answer 
to the question whether such dividend shall be further available as 
dividend to the shareholders of the holding company will depend upon the 
following possibilities relating to the source from which such dividends 
b.avc been paid ; 


(a) 

(b) 

(c) 


id) 


Payment of complete dividend out of pre-acquisition profits., 
Payment of complete dividend oat of post-acquisition profits, 

Paynrent of dividend out of pre-acquisition profits after exhaust- 
ing the whole revenue profit, or vice versa. 

Payment of dividend out of pre- and post-acquisition profits 
after using them proportionately. ^ 

These alternative treatments have been dealt with as follows : 

When dividends are actually paid by the subsidiary company thev 
TK minority shareholders as well as majority shareholders 

Thus there is no effect of payment of any dividend on the calculations of 
minority interest or share of the holding companv in the profits of subsi- 
diary; company because this is a discharged liabUity' tS o-!? under 
co„,dm.,on .s tlal which relates ,o thlpropcr cAibS of '.hM 
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of dlvidcrid which has been rccth-ed by rhe holding company from the 
subsidiary company. Since holding company has rccehed dividend it 
increases the cash position on the asset side of the balance sheet and some 
profit (revenue or capital) on the Viabthiy side. Our proWem at this 
moment is to find out the proper place where we could lecp the dividend 
received by the holding company from the subsidiao’ company. This is 
as follows ; 

(o) If the whole of the dividend is from the pre.acqtilsiilon profits, it 
must be treated as capital gain and must be used either for 
reducing the cost of shares [it, ultimately for reducing 
goodwill) or for increasing capital reserve. The dividend to 
received is not awilable to the shareholders of the holding 
company and thus cannot be taVen to the revenue profits of the 
holding company. 

Usually such dividends are credited to the profit and loss 
account of the holding company and therefore the following 
rectification entry has to be made 
Debit Profit and loss account of the holding company 
Credit Cost of Control Account 

(5) If the whole of Che dividend IS received from the post'acquisi* 
tioo profits. It is again available to the shareholders ofthe 
holding company and can be credited ir> the profit and loss 
account of the holding compa&y. 

Sometimes the dividend mtgb. not have been paid in which case 
the amount stands to the credit of proposed dividends account 
after debiting the same to the current j car’s profit and loss 
account. In that cose such a dividend account must he dealt 
with at the lime of consolidation. The procedure is to close 
the dividend account by transferring the minority share to 
•Minority Interest’ account and writing back the holding 
company’s share to the profit and loss account of the subsidiary. 
The entry for that being : 

Debit Dividends Account 

Credit Minority interest account (with their share) 

Credit Profit and loss account ofthe subsidiary 

(with the holding company's share) 
(e) If dividend has been declared first out of the post*act]uisttion 
profits and then out of pre*scquitition profits, the dividead 
received will be divided in that ratio and so far es it relates to the 
rt*acquisiljon profits, it will be taken to the cost of control. If 
y mistake it has already been taken to profit and lost account 
of the holding company, a correcting entry v»ill be passed. 
The entry being 

Debit Profit and loss account (holding compan)) 

Credit Cost of control account 
{d) In the fourth case also the treatment is the 
above. 


r- ' 
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Dlnstration 20 ' 

H Ltd acquired Rs. 4,00,000 shares of Rs. 10 each at Rs. 13 each m 
S Ltd on Ist^October, 1969 The issued ^td consirt^^ 

Rs. 5,00,000. Por the year ending 31st December 1969, S Ltd 
a dividend of 20% on the paid-up capital. The profit and loss account of 
S Ltd showed the following position ; 

Rs. 

Balance of profit on 1-1-1969 3,00,000 

Profit earned during the year 2,40,000 

You «re required to give journal entries for the receipt of dividend when 
all the above possibilities are considered. 

Snlutlon : 

\a) Calculation of post-acquisition profits : 

Profit earned during 1969. Rs. 2,40,000 

Profit for 3 months (Post-acquisition profits) Rs. 60,000 

(b) Calculation of pre-acquisition profits : 

3,00,000-f(Rs. 2,40,000-Rs. 60,000) Rs. 4,80,000 

(c) Calculation of total dividend to be paid by S Ltd : 

y^xRs. 5,00,000 Rs. 1,00,000 

(d) Calculation of holding company's share in total dividend : 

^xRs. 1,00,000 Rs. 80,000 

1st Alternative : V/hen post-acquisition profits are used first : 

In order to enable company declare the total dividend of Rs. 1 .00,000, 
the company will use first Rs. 60,000 (post-acquisition profit) and remain- 
ing Rs. 40,000 from Rs. 4,80,000 (pre-acquisition profits). The holding 
company will get 4/5 of each type of profit. Entry is : 

Cash (4/5xRs. 1,00,000) Dr. Rs. 80,000 

To Investment (4/5 xRs. 40,000) Rs. 32,000 

To Profit and Loss Account (4/5 X Rs. 60,000) 48,000 

2nd Alternative : When pre-acquisition profits are used first : 

L00,000 dividend, if company uses the pre- 
acquisition profits, it finds that there is sufficient amount and there is no 
nK^sity to fall upon the post-acquisition profits. The whole of the 
S Rs. 4,80,000 pre-acquisition profits. 

The Sfri’ liU be : of company isl caphal receipt. 


Cash 


Dr. Rs. 80,000 

To Investments Account ^—xRs.l, 00, OOoj 


Rs. 80,00C 
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3rd Ahtrnalixe : Whm precis of 1^9 hate been used : 
During 1969 Posl*acquisUlon profits arc 
And Prc>acquisition profits are 

/. Total profits of 1969 are 


Rs. 

Rs. 


60,000 

1,80,000 

2,40,000 


In this case the total dividend received by }{ Ltd, t.e., Rs. 80.000 will be 
presumed to have been paid proportionately out of pre- and post*acquisi- 
lion profits. Thus, the holding company receives : 

80,000— Rs. 20.OC0 out of post-acquisition profits 
I’^^^xRs. 80,000-R$. 60,000 out of pre-acquisition profits 


tntry is ; 

Cash Dr. Rs. 80,000 

To Investment account Rs, 60,000 

To Profit and loss account 20,000 

4th AUemathex n’Aen tola! profits hare been used proportionately ; 

Out of the total profits Rs. 5.40,000. the post-acquisitioo profit is Rs. 
W.OOO and pre-acquisition profit is Rs 4.S0.000. Thus the total dividend 
of Rs. 80.000 will be received m that ratio : 


Cash Dr Rs. 80,000 

To Imestment 80,000 Rs. 7l,lll 

To Profit and loss account j - ^^^ xRs. 80,000 y.53'* 


Illustration 21 


From the following balance sheet of a holding company m2 
subsidiary prepare a consolidated balance sheet. 


balance SHEETS 

it 03 31-3-1975 


1 

Share capital ' 

1 It Lid 
Rs. 

3.00.000 

S Lid' 
Rs- 

ioo.coo 

I Gc«od»ill 

3U. ' t-i' 

SU 10 each paid 
General reserve 

SO.OOO 

w.cw 

Machinery 

Suxk I 

y.CC-av 

Profit & lou A/c 

1 90.000 

70.000 

1 Debtors ' 

2.\ige 

Sundry crediion i 

I 30,000 

' 40,000 


Oumaoding I 

expenses. j 

! 20.000 

10, COO 

lomtoient 16,000 I 

sham is S Ltd 

1 

R.) 

7.40,000 

3.30,000 
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Debtors of H Ltd include Rs. 20,000 due from S Ltd, whereas 
creditors of SLtd include Rs. 15,000 due to Ltd, difference being 
accounted for by a cheque imransit. 

[B. Com. (Hons.) Calcutta 1975) 

(A) Tutorial Notes 


(1) INVESTMENT ACCOUNT 


Balance 

Rs. 1,90,000 

Dividends from 

5 Ltd 

Cost of control A/c 

Rs. 16,000 
1,74,000 

(2) 

Rs. 1,90,000 

COST OF com 

•ROL ACCOUNT 

Rs. 1,90,000 

Investment in S Ltd 

Rs. 1,74,000 

1 Share capital in S. Ltd 

Rs. 1,60,000 

Balance, transferred to 


Pre-acquisition profits : 
General reserve f4/5) 

32,000 

Capital reserve 

26,000 

Profit and loss A/c 


Rs. 2,00,000 

(4/5) (A) 

8,000 

Rs. 2.00,000 

(3) 

MINORTTY INTEREST 


Balance carried forv,’ard 

Rs. 66,000 

snare capital in S Ltd 
General reserve 

Profit and loss A/c 

Rs. 40,000 
12,000 
14,000 


Rs. 66,000 


Rs. 66,000 

(4) 

GENERAL RESERVE (5 Ltd) 

==== = 

Cost of control A/c 
4/5x40,000 

Balance carried forward 

RS. 12,000 

32.000 

16.000 

Rs. 60,000 

Balance- 

Rs 60,000 

Rs. 60,000 

(5) 

profit and LOSS A/C {S Ltd) 

=r=r = 

Cost of control A/c (A1 
4/5 of 10,000 
Balance carried forward 

RS. 14,000 
8,000 

48,000 

Balance 

Rs. 70,000 


Rs. 70,000 


(A) Profit and loss account balance 
as on date of acquisition 
Less : Dividends paid from pre- 
acquisition profits 

Balance of pre-acquisition profits 

Holding company’s share transferred 
to cost of control A/c (4/5 of Rs. lo%o) 


Rs. 70,000 

Bs. 30,000 
20,000 


IC.OOO 

8,000 
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(6) PROFIT AND LOSS ACCOUNTS Ltd) 

Dtvidendi from balance 

S Ltd trantferred to Ri. 16,000 

iovntment A/c 

fiahoce carried forward 74,000 


SUNDRY CREDITORS (S Ltd) 


(fi) CONSOLIDATED BALANCE SHEET OF/f. LTD 
WITH ITS SUBSIDIARY S. LTD 
3MM975 


CHANGE IN FARENr COMPANY’S KQUITU^ 

Purchase of Shares 

It has been, so far, assumed that controlling interest in the sub- 
sidiary company »vaj ac«iuircdhyIhchoJdingcompanybyonepurchasc- 
But, on some occasions, the controlling interest in a subsidiary company 
may not b; established by the first purchase of its shares. In such c.sscs 
a succession of purchases is required by the parent company to efTeciuatc 
control. Where shares arc purchased on dilTcrent dates it is important to 
decide the method of calculating the cost of control The Commiitee on 
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Accounting Procedure, American Institute of Certified Public Accountants, 
ives the following opinion : 

“when one company purchases two or more blocks of stock of another com- 
pany at various dates and eventually obtains control of the other company, 
the date of acquisition (for purposes of preparing consolidated statement) 
depends on the circumstances. If two or more purchases arc made over a 
period of time, the earned svuplusofthc subsidiary at acquisition should 
generally be determined on a step by step basis." 

However, the bulletin continues : 

if small purchases are made over a period of time and then a purchase 

is made which results in control, the date of the latest purchase, as a matter 
of convenience, may be considered as the date of acquisition”* 

The following illustration gives the working of calculations when 
the controlling interest is acquired in three block purchases. 


IHnstmtion 22 

Company H acquires shares of company S according to the follow- 
ing schedule ; 

Number of shares Cost 

200 Rs. 30,000 

100 Rs. 17,500 

100 Rs. 20,000. 

On January 1, 1967, company S had Rs. 50,000 shares of Rs. 100 
each and retained profits of Rs. 20,000. Annual profits for 1967, 1968 
and 1969 arc assumed to be Ps. 10,000 in each year. 

.You arc required to calculate the cost of cyntrol. 

Solution : 


Date 

Januaiy 1, 1967 
January I, 1968 
.fanuary 1, 1969 


Cost of shares 

Less Paid up value of shares 

First 

Block 

Rs. 

Second 

Block 

Rs. 

Third 

Block 

Rs. 

Total 

Rs. 

30.000 

20.000 

17,500 

10,000 

1 20,000 

I 10,000 

67,500 

,40,000 

Less Shares in pre-acquisition profits 


7,500 

6,000* 

' 10,000 
8,0003 

27,500 

22,000 

Cost of Control 

, 20,00 

^ 1,500 

2,000 

5,500 

1 


50,000 


LOGO. 


. 10,000 „ 

' 5pW 30,000=. Rs. 6,000 

„ 10,000 „ 

40,000= Rs. 8,000 

wJeJ ^s'eS 20,000. 

Rs 30 000 ie Rs 20 purchased capital profits were 

chase capital profits similarly, for the third pur- 

‘Accounting Research Bulletin No. 51 (New York, 1955). p. 44 . 
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Sale of ibarn : 

If holding company reduce^ its control by disposing of a part of iu 
investment in the subsidiary company, the accounting problem is not a 
complicated one. The following guidelme is suggested : 

(c) Calculate the sale price of shares sold and compare jt with 
its cost price. The difference, if any, is taken as profit or loss 
on sale. If there is a loss it is debited to cost of control and 
if there is a gain it can either be kept separate under the 
heading ‘Investment Fluctuation Fund’ or can be used for 
reducing the cost of control. 

(6) Calculate minority interest and cost of control on the basis of 
shares /c/i unsold on the date of consolidation. 

Followirg illustration gives llie working : 
nicstntloa 23 

From the following balance sheet and information prepare a con* 
solidated balance sheet as on 31st December, 1969. 


balance SHCCT 

as On 3|st D«web<T. 19^9 


Share capital Rs. 10 
each 

lavesuneat reserve 
Profit and loss : ' 

1st Jin. 1969 

Profit far year I 

ff 

Ri. 

1,00.000 

3.000 

6.000 
2.000 

s 

fU 

20,000 

tjoo 

4.E00 

Sundry iiMti 
Sharein Si 1,200 , 

1 At cost 

If 

Ri 

93.000 

15.000 

1 S 

Rv 

32.00) 

Rs 1 

1.11.000 

32.000 

Rs. 

1,11,000 

32.000 


//bought 1,6C0 shares in 5 at Rs. 15 per share when the profit and 
loss account of the latter stood at R$. 4,400 and sold 4C0 of them on 30th 
June, 1969 at Rs. 22*50 per share crediting the profit on sale to the 
investment reserve account 
SoIoffoQ : 

(A) TntorUI Noln 

f I ) CalcuJoihn oj prefn cn sole : Ra* 

S«k price of 400 shitel Mid at RJ. 22-50 per share 9,0OT 
Lfss Cost price of shares at Rs. 15 per share 6,000 

Profit on sale transferred to investments fluctuation Rs. 3,000 
account (already shown in the balance sheet) 

(2) CcJcuIaiion of cost of control ; R' 

This is to be calculated on the basis of existing number 
of shares 

Con price of l,:00 shares at Rs. 15 per share 
Lfss Paid'Up value of shares 

6.COO 
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Less Share of capital profit, i.e., ^ qqq xRs. 4,400 

2,640 

Cost of control 

Rs. 3,360 

(3) Calculation of minority interest : 

Rs. 

Number of shares held by outsiders 800 xRs. 10. 
Add Proportionate share of all existing reserves 

8,000 

^°qX(Rs. 7,200-fRs. 4,800) 

4,800 

Minority interest 

Rs. 12,800 


tsavssiva 


(B) CONSOLIDATED BALANCE SHEET 
as on 31st December, 1969 



Rs. 



R.S. 

Share capital 

1,00,000 

Cosi of control 


3,360 

Investment fluctuation 


Sundry assets : 



reserve 

3,000 


93,000 


Minority interest 

Profit and loss account ; i 

12,800 

! s 

32,000 

1,25,000 

H company on 

i 



' 

1st Jan. 6,000 





During the year 2,000 
Share from S Ltd 4,560 

i 

1 12,560 




— 





Rs. 

j 1,28,360 

j 

Rs. 

1,28,360 



1 
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CONSOLIDATION OF PROFIT AND LOSS ACCOUNTS 

The following steps have to be taken to consolidate the profit & 
loss accounts of the holding company and its subsidiary : 

1. Prepare consolidated profit and loss account in columnar 
form. Draw on each side one colunm for each company, one column for 

* adjustments and one for total. 

2. Eliminate inter-company transactions in the total column, by 
giving their details in the colunm for adjustments. Thus, if S. Ltd., has 
paid Rs. 10,000 as interest out of which Rs. 5,000 has been received by 
H. Ltd., enter in the total column on the debit side only Rs. 5,000 
representing the amount paid to outsiders. 

3. Determine the separate profit or loss of each company in the 
usual manner. 


^ f- Calculate the fdlowing amounts onthebasisoftheprofitdis- 

of the subsidiary, without a.ny 
adjustment for mter-company transactions ; 

subsidiary^- outsiders in current year’s profit of the 

rebates to the pre-acquisition period and is 
to be treated as capital profit ; and 

fr) stock reserve. 


m 
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5. Debit the amounts caloilated in fourth step in the total column 
of the consolidated profit and loss account. The balance left in the 
total column uill be the current year’s profit to betaken to the consoli- 
dated balance sheet. 

Illpstratioo 2-1 

// Ltd, held three-fourths of the ordinary share capital of ^ Ltd. 
which it acquired on 31st December 1973. The balances standing to the 
credit of the profit and loss accounts of the respectivr companies on 
3l$t December, 1977 were as under. 

UU4 5 Ltd 
Rs. Rt. 

3,600 2.400 

6.000 7^00 

Ri. 9.600 I 9,60^ 


Net profit for 1977 

Babnce broutht forward from the prevtouisear 


On 31st December. 1975. the dale of acquisition, the profit and 
loss account of S Ltd showed a credit balance of Ri. 2,400. 

Prepare n consolidated profit and loss account for the year ended 
31st December, 1977. 

Solution : 

CONSOLIDATED PROFIT AND 10.SS ACCOUNT 
for the > ear cndmit December 1977 


-lur 

Minority Interest I 

Profits of 1977 (IZ-O 600 I 

Profits of previous year 7.200 i 

Uu pre-aequhition ^ j 

profits 2.400 I 

4.f00 

t/4lh Of *4.600 1,200 

t,600 

Ditsoce carried forward D.OOO 

Rs. Te.iob 


Net profit for 1977 
II Ltd 
5 Ltd 




9.600 

2.400 


Profiti of earlier years remaining 

6.000 


fttioi earlier ye: 
undistributed 
II Ltd 

S Ltd 7.200 
Usf rre-acquiii- 

nonprofits 2.400 4,600 


Rs. 16.600 

From the consolidated profit ond loss account pre-acquisition 
profits and the share of minority are eliminated. Pre-acquisition profits 
arc eliminated because these would have been iransferr^ from the profit 
and loss account of the subsidiary’ to the cost of control account and 
minority Interest while constructing the consolidated lalance sheet. 

Tlic previous Illustration can also be shown in the formoflbe 
t.nbic pi'.cn below : 

II Ltd 
Rs 

Final balance on profit tad los» A,'c 9.W0 

Ltti Minoniy Interest in 1977 pnifiu 


.9 Ltd 


9.tO0 

t-KAJ 


Lea : Minority interest of ptcsioui rrol 
cscludins nre-acar Jtion profits 

Lfsri Prf-srjjuiiiilon profit 


T.msI 
Rs 

t«.2iM 
I-KOj 

9.f<'0 S.rtV llffO 
(-U.NVt (-)!.>» 
« r I7.4fn 
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, HOLDING COMPANY. ACCOUNTS 


Inter-company dividends . , 

There is no need to show the inter-company dividends in the 
consolidated profit and loss account. Dividends receivable by the 
holding company appear as credit item in the profit and loss account 
ofthe holding company. They also appear as debit items m the profit 
and loss account of the subsiding and, therefore, in consolidation each 
cancels out the other. . 

However, dividends paid from out of pre-acquisition profits must be 
credited to Investment Account (or Cost of Control Account). If they 
have been wrongly credited to profit and loss account of the holding 
company, the same must be transferred cither to the investinent account 
or cost/of control account. 

Illustration 25 

On 1st January 1976 Ltd acquired 800 shares of- S Ltd. Total 
capital of S Ltd comprised 10,000 equity, shares of Rs. 10 each. The 
profit and loss accounts of H Ltd and S Ltd for the year, 1976 appeared 
as under ; 

PROFIT Afe LOSS ACCOUNT— H LTD 


Balance C/d 

Rs. 

24,000 

1 

Net profit for the year 
Dividend receivable 
from S Ltd 

16, W 

8,000 


Rs, 24,000 

Balance b/d 

Rs. 24.000 
24bw 


PROFIT AND LOSS ACCOUNT OF 5 LTD 


Rs. 

Proposed dividend ' 10,000 Net profit for the year 

Balance c/d 2,000 

Rs. 12,000 

=== Balance b/d 

CONSOLIDATED PROFIT AND LOSS ACCOUNT OF 
'• W LTD & 5 LTD 


, P« 
12,000 

12,000 

Rs. 2,000 


000.2,400 

UndisuLted 2,400 ^^.boo, , 28,000 

Profit ’ “ 

Balance c/f 25,600 

T , Balance b/f r- 25 600 

profits include the dividend of Rs. 2,000 dSftothm ^^ 

Illustration 26 

&Co l<d as a, 3,s. 


Balance b/f 
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Capital and Uobliuits 
Pkid'UpcapiuHntharesorRs. lOevh, 
fully paid 
Reserve* 

profit and loss appropriation account 


5,00.000 2,00.000 

J,50.000 

1.70.000 8,20.000 Dr.80.000 
80.000 

140.000 240.000 2.00.000 


Goodwill 
Fixed assets 
Current assets 


ui A Ca Lta 1 0 d Co ud 


On ht January, 1971 H&CoLtd purchased 75 percent of the 
aharcs or S & Co Ltd for the sum of Rs. 50,000. On February 1971, H 
& Co Ltd paid a dividend at the rate of 10 per cent per annum for iht 
preceding year. On 3l$t March. 1977 S & Co Ltd issued debentures to 
the amount of Rs. 1,00.000 carrying interest @ 6 per cent per annum 
payable fialfyearly, 11 & Co Ltd subscribed for cnt-half of the issue. The 
results of the two companies for the year ended 31st December, 1977 were 
as follows, both companies having brought to account the accrued interest 
on debentures : 

H & Co Ltd S & Co Ltd 

Rs. Rs. 

Gross profit 3,20,000 1,00,000 

Other income 7,750 — 

Income from subsidiary 2,250 — 


Expenses 2.00.000 1.20,000 

Net profit/loss 1,30.000 (-) 20,000 

Tlic rcspectnc balance sheets as at 3lst December. 1977 were a* 
follows 

; Tif d Co iii 1 A 0.* ZTf 

Liahxhuti I I « 

Pxld'up capiial in shares of Rs lOcach ( \ -,P0'\'0, 

fully paid 15 . 00 . 00)1 (Dr 

Reserves 140.000 

Profii and loss appropriation A/c 2,50.000 , 9.00.CO0 i * 

Lone-term liabilities 
Current liabilities 


70.000 ' I iV v\\' I 

ijo.oon , j 





CONSOLIUATKD profit and loss ACCOU S OF fl & CO LTD AND ITS SUBSIDIARY S & CO LTD 

/or the year enilln/r Jlst December 1977 



2^0,000 1.00,000 3,35,000 Rs. 2,50,000 1,00.000 3,35,000 


CONSOUDATH) BALANCE SHEET 
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Comae auets 

FittiJ auef* 

Shire lad interest in S & Co Z.(d 
Goodwin 



U^.OOO 2.M.COO 


You are required to prepare consolidated revenue account, conso- 
lidated appropriation of profits account and consolidated balance sheet 
of the t«o companies. 

(For Consolidated Profit and Lot* Account, tee paae HCA«5}) 
CONSOLroXTED BALANCE SHEET OF 
//AND CO LTD AND 05 SUBSIDIARY 5 A CO LTD 
as on Jilt December. 1977 


Uebmutt 

Share capital : 

30,000 Equltjr thar*i of Rs. 10 
eacii full/ paid 
Reterite and sarplut : 

Reservet 

Profit tad tots aoeouat 
Seesred lout : 

Debesium Ra 1,00,000 
leit : lotei-Co holdina 50,000 50,000 

Unsecured loans t 

Lona-term loan (N and Co) 70.000 
Current liabilitiet and pret- 
viiioni : 

Comnt liabilities 

H&Co 140,000 

5 A Co 80,000 

2,30,000 

Leu: Inters owfn* 750 2.29,230 


Goodwill 140,000 

tear : CapliaJ reserve 40,000 

Fixed stseit at cost 
teis : Deptecution 

//A Co 44O.COO 
, SACo 95.000 


HA Co 4.89450 
S A Co 1.65,000 fi.54490 


tutorial notss 


(I) Cost of Control or Capital reserve amount 
paid for shares 

Paid-up value of shares 1 .50.000 

Less: (Tipita! loss (75% of R*- 50,000) <«i,0C0 


C:apita1 Reserve 
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(2) Minority intesest 

Share capital (i) 50,000 

Less : Share of loss ; capital 20,000 

revenue 5,000 25,000 

25,000 


i (3) Of the total airount, Rs. 1,00,750 shown as “Share and interest 
in S' & Co Ltd” Rs. 750 is interest for 3 months on Rs 50,000 
debentures from 1-10-1977 to 31-11-1977 and the balance is 
shares and debentures equally. Rs. 750 is adjusted against 
current liabilities, since it must have been included in the 
current liabilities of S & Co Ltd. 

Consolidation when there is more than one subsidiary 

When there is more than one subsidiary, the investment account of 
the holding company shows more than one investment in the balance 
sheet. So in order to eliminate each investment and the share capital 
of the subsidiary, it will be necesary to open a separate cost of control 
account and minority interest account for each of th? subsidiaries. The 
procedure is illustrated below : 

' Illustration 27. 

As on 30th June 1975, the balance sheets of three companies 
owed the following position : 


FIG LTD 


Share capital 

Rs. 

Rs. 

Fixed Assets : 

Rc 

Authorised, issued and 





fully paid (Rs. 10 each) 


2,00,000 

Land and buildings 

40,000 

Capital reserve 


20,000 

Plant and machinery 

80,000 

Revenue reserve 


60,000 

Investments : 


Cu rrent liabilities ; 



Shares in Run Ltd at cost 
Shares in Trot Ltd at cost 

1,15,000 

70,000 

Creditors 

40,000 


Current assets : 

Stock on hand 

57,000 

Protision for taxes 

50,000 


Sundry debtors 

83,000 

frop OiCd dividends 1,00.000 

1,90,000 

Balance at bank 

25,000 


Rs. 

4,70,000 

Rs. 

4,70,000 


cxthsoudated balance sheet 
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RUN LTD 


Sharecapital 
(Rs. 10 each) 
fully paid 
Capita! resene 


Ri. 

80.000 

40.W 

Fixed assets ; 

Land and buildipss 
Plant and machinery 



Current liabilities : 
Crcdiiore 
Proposed 
dividend 

Provision 
' for tax 

40.000 

80.000 

18.000 

1,38.000 

Current assets : 

Stock 

Debtors 
Ralanccai bank 

65.000 

40.000 

60.000 

1.35.000 

1.65.000 








Rt. 

i.00.000 


Rs 

j.oaooo 


TROT LTD 


Share capital 


Rs. 

1 Fixed atieii . 


(Rs to each) 

I.OO.OOO 

Land and buildmis 

Capital reserve 



Plant and machioery 

Revenue reserve 


32.000 



Current liabilities . 




creditors 

23,000 


Current assets - 


Proposed 



Stock on hand 

60.0CO 

dindendi 

10.000 


Debtors 

40.000 

Provision 



Bank balance 

10.000 

for ux 

35,000 

68.000 





Rs. 2.00.000 




65.000 

25.000 

' 90000 


1.10,000 
R*. XOOCOO" 


Vou arc also given the following inforniation : 

1. Fig Ltd aeqaired 5,000 shares in Run Ltd in 1970, when 
the balance on capita] reserve had been Rs. 20,000 and on 
revenue reserve Rs 16,000. A further J,000 shares were 
purchased in J972 when the baJance on capital rcsene and 
revenue reserve had been Rs. 40,000 and Rs. 24,000 
respecthely. 

2. Fig Ltd had purchased 7500 shares in Trot Ltd in 1971 sthen , 
there had been advene balance on revenue resene Rt. 6.000. 

3. The proposed dividends from subsidiary companies have been 
included in the figure for delrton in the accounts of the parent 
company. 

. You are required to prepare the consolidated balance ^et of 
Fig Ltd and its subsidiaries as on 30ih June 1975, together withjoor 
consolidation schedules. 

[Adopted from rrofesslonal Exanslaitioa I (Ea^afl) 
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holding companv accoonts 


Solution ; 


Consolidation Schedules 


SHARE CAPITAL— TROT LTD 


vv 

Minority interest (l/)4 
Cost of control (3/4) 

Rs. 25,000 
75,000 

Balance 

Rs. 1,00, 


Rs. 1,00,000’ 


Rs. 1,00,000 


(2) 


REVENUE RESERVE— TROT LTD 


Minority (mx42.000) 
Balance to Fig Ltd 
Revenue reserve 
3/4 X (32,000+10,000+6,000) = 


Rs. 10,500 
36,000 


Balance 

Proposed dividends 
Cost of control A/c 
—share in pre-acquisition 
loss 3.'4X 6,000 


Rs. 32,000 
10,000 

4,500 


Rs. 46,500 


Rs. 46.500 


COST OF CONTROl 


(3) ORIGIN TROT) 


Investment account 

(Cost of 7,500 shares) 
Trot— pre-acquisition loss 
Balance transfersed to 
Capital reserve 

Rs. 70,000 

4,500 

500 

Share capital 

Rs. 75,000 


Rs, 75,000 


Rs. 75,000 


(4) MINORITY INTEREST— TROT LTD 


Balance c/f 

Rs. 35,500 

1 Share capital 

Rs. 25,000 



Revenue reserve 

10,500 


Rs. 35,500 


Rs. 35,500 


!=:«= 1 


= = 

(5) 

SHARE CAPITAL— RUN LTD 


Minority (1/4) 

Rs. 20,000 

Balance 

Rs. 80,000 

Cost of control balance 

60,000 




Rs, 80,000 


Rs, 80,000 





(6) 

CAPITAL RESERVE— RUN LTD 


Minority interest (1/4) 
Cost of control 5/8 x 

Rs. 10,000 

Balance 

Rs. 40,000 

20,000 

12.500 : 



Cost of control 




1/8 x 40.000 

5,000 



Fig Ltd 

121500 




Rs. 40,000 I 


Rs. 40.00C 
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(7) REVENUE RESERVE— RUN LTD 



lovntment Account Ri. f.15.000 Shirt cxiniIaI Rj. tn.OOO 

(Cost of 6.0X ihAicj) Prc*ACi)uHilton rrofitt 

■” (rt lYrtilnlnc to 5.0QO ihim 

Ca;>itil rtur\e 12^00 
Revenue reserve 10.000 

22.530 

(H) renainint to I.OOO third . 

Ciritil revenue 5,000 
Revenue retervt 3.000 

I - tooo 

OiUnce triAtfened 

tofoodoill 2UOO 

Rt. 1,15.000 Rt. 1,15,000 

(9) MINORITY INTEREST-RUN LTD 



BiiiBce <11 

Rt. 3Jjw 

Rt. 32.500 

HaUBCe 

Ran Ltd— CipiUl 
reterve 

Rt iu.two 

12.500 

Rt. 3L50O 

OD 

REVENUE RESERVE-nO LTD 




Revenue resents of 
tubsfdtinei 
Run Ltd 

Trot Ltd W^oro 
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holding company accounts 


roNSOLIDATED BALANCE SHEET OF FIG LTD AND ITS 
CONSOLroAT^^^^^ RUN LTD AND TROT LTD 

As on Juno 3 0, 1975, 

Fixed assets'; 

I^nd and building : 

Fig 40,000 
Run 1,00,000 
Trot. 65,000 


Share capital ~ 

(Rs. 10 each fully paid) 
Reserves : 

Capital reserve 
Add: 

Capital reserve 
(Trot) arising on 
consolidation 


Rs. 

2 . 00,000 


32,500 


Rs. 


500 


33,000 


Less : Goodwill 
(Run) arising on 
consolidation 


24,500 


Revenue 

reserve 

Current liabilities : 
Creditors : Fig 40,000 
Run 40,000 
Trot 23,000 


8,500 

1,07,000 


Provision for taxes : 

Fig 50,000 
Run 18,000 
Trot 35,000 


1,03,000 


Proposed dividends 
of Fig Ltd 
‘ , interest 
Run Ltd 60,500 
Trot Ltd 35,500 


Plant and machinery ; 
Fig 80,000 

Run 35,000 

Trot 25,000 


2,05,000 


1,40,000 


Current assets : 
Stock on hand ; 
Fig 57,000 
Run 
Trot 


65.000 

60.000 


1,82,000 


Debtors : 
Fig 
Run 
Trot 


83,000 

40,000 

40,000 


1,63,000 


Less : 

Dividends from 


1,03,000 

subsidiaries 67,500 

95,500 

Bank balance: 


1,00,000 

Fig i5;000 

Run 60,000 

Trot 10,000 

95,000 

96,000 


Rs. 7,17,500 


Rs. 7,17,500 


CONSOLIDATION IN THE CASE OF A -VERTICAL GROUP 


Holding companies may sometimes exercise their control indirectly. This 
Kapjwns in the case of sub-subsidiaries. A holding company has a direct 
subsidiary and that subsidiary has a controlling interest in another 
company. The latter is called a sub-subsidiary. This is a case of verti- 
cal group and is also referred to as a case of sub-subsidiary companies. 
As an Example H Ltd owns 80 per cent of the share capital of X Ltd and 
.X Ltd owns 70 per cent of the share capital of Y Ltd. Here the control of 
H Ltd over Y Ltd is indirect and is to the extent of 8/10x7/10=56%. 
Here X Ltd is the subsidiary and YLtd is the sub-subsidiary. In another 
case HUd may own 80% of the shares capital in YLtd and Y Ltd 
may own 60% of the share capital in Y Ltd. In this case the eventual 
ownership of the holding company is 8/10x6/10=48% only 1, which is 
toJ than 50%. But according to the provisions of Companies Act, 1956, 
both Y Ltd and Y Ltd are the subsidiaries of HUA and therefore 
consolidated accounts will have to be prepared taking Y Ltd. also into 

control in YLtd is achieved by both HLtd 
ana x Ltd owning the share capital. 
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In a problem involving the consolidation of a vertical groop, the 
ludent is advised first to pre*consolidate the cub>subsidiary with the 
ubsidiary and then consolidate the holding company with its sub* 
idiarics. In the above example Y Ltd must be consolidated ».ith 
ii'Ltd first, so that the latter may be credited uiih the proper amount of 
irofit due from y Ltd. In its turn X Ltd w-ill pass on the proper amount 
0 its holding company If Ltd. In this manner the. process of consoli- 
lation will be completed without mistakes and confusion. An illustration 
s given to explain the procedure involved in this case. 
ilDStratlon 28 

The balance sheets of three companies showed the following 
'ositions as on ?Ist December 1976 : 

GRtP'LTD 

I'l *1 ! \ r 


Credilori 
Provisions for t« 
Proposed dividend 


Share capiial : 

Aotborised, Issued and fully 
paid in ordinary sham of 

Rs. 10 each 

Capital rese-ve 

t. 00.000 

64.000 

Fixed assets ; 

Land & boildiais 

Futures 

lavestcient t 

Sham la Valise Ltd at cost 

30.000 

40.000 

90.000 
1,60,000 

Current liabilities : 
Creditors 

Provision for taxes 
Proposed dividend 

90.000 

66.000 
50,000 

106.030 

Curreat assets : 
Stocks OB haad 
Debtors 

Bank balance 

30.000 

ec.ooo 

».ooo 

1,20.000 


Rs. 3.70.000 


Rs. 3.70,000 



VALISI 

LTD 




Fiteu aueu : 

Land end buildion 
Futures 


Investments : 

Shtres in Hold Ltd st cost 1,25,000 
Current assets ; 

Stock on hen d 52.000 

Debtors 72.000 

BsUoee at bank 1,31.000 

L5W 

Rj. (jo.no 
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HOLDING COMPANY ACCOUNfS 


You also obtain the following inforniation : 

1. Hold Ltd acquired 12,000 shares in Valise Ltd in 1973, when 
the balance on capital reserve had been Rs, 20,000 and on revenue 
reserve Rs. 22,000. 

2. Grip ltd purchased 7,500 shares in Hold Ltd in 1 974, when 
ime balance on ihe consolidated revenue reserve had been Rs, 25,000. 
The balance on capital reserve in Valise Ltd at that time was Rs. 30,0<X). 

3. Grip Ltd purchased further 1,500 shares in Hold Ltd in 1975, 

balance on the consolidated revenue reserve had been Rs, 


. , Proposed dividends from subsidiary companies have been 
mcluded m the figure of debtors in tht accounts of the parent companies. 
You arc fequ.r^ to prepare the consolidated balance sheet of Grip 
Ltd and Its subsidiaries as on 31st December 1976, together with vour 
consolidation schedule. {Professional Examination (1) England} 

Solution : 


Prc-consolidating Valise Ltd with Hold Ltd. 
Consolidation Schedules 

t*) COST OF CONTROL 


Investment account : 

Shares in Vatiso Ltd at cost 

Rs. 

1,60,000 

Rs 

Share rapital A/c 1 , 20,006 

^pital reserve (4/5) 16,000 

17.600 

Balance traDsferred to goodwill 6 400 


Rs. 1,60,000 j 

w » ear 1 


Rs 1,60,000 

(2) 

minority INTEREST 


Balance carried forward 

Rs. 43,200 

Rs. 43,200 

Share capital in Valise Ltd 
Capital rcsene (1/5) 
Revenue reserve ( 1 / 5 ) 

Rs. 30,000 
6.000 
7,200 

Rs. 43,200 


CAPITAL RESERVE 


Mmonty Interest (1/5) 
Cost of control A/c 
(4/51x20,000 

Hold Ltd (4/5) X 10,000 

Rs. 6,000 

16,000 
«,000 j 

T 

Balance ~ 

Rs. 30.000 


Rs. 30,000 j 

» R.% «V 1 


Rs. 30.000 


reserve 

Si”/, 

SSSj 

balance 

Rs. 36.000 


Rs. 36,000 

1 


Rs. 36.000 



COSSOUDATEO BALANCE SIIECT 
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(5) BALANCE SHEET OF HOLD LTD AND VAUSELTt) 

PRE-C0NS0L!DATED 
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HOLDING COMPANY ACCOUNfS 


You also obtain the following infortiiation : 

1. Hold Ltd acquired 12,000 shares in Valise Ltd in 1973, wher 
the balance on capital reserve had been Rs. 20,000 and on revenue 
reserve Rs. 22,000. 

2. Grip ltd purchased 7,500 shares in Hold Ltd in. 1974. whet 
the balance on the consolidated revenue reserve had been Rs. 25,000 
The balance on capital reserve in Valise Ltd at that time was Rs, 30,000 

3. Grip Ltd purchased further 1 ,500 shares in Hold Ltd in 1975 
■w hen the balance on the consolidated revenue reserve had been Rs 
40,000. 

4. Proposed dividends from subsidiary companies have beei 

included in the figure of debtors in tht accounts of the parent companies 
You are requir^ to prepare the consolidated balance sheet of Gri| 
Ltd and its subsidiaries as on 31st December 1976, together with you 
consolidation schedule. (Professional Examination (1) England 

Solution : 


Pre-consoli dating Valise Ltd with Hold Ltd. 
Consolidation Schednles 

(0 COST OF CONTROL 


Investment account : 

Shares in Valise Ltd at cost 

Rs. 

1,60,000 

Rs. 

Share capital A/c 1,20,000 

Capital reserve (4/5) 16,000 

Revenue reserve (4/5) 17,600 

Balance transferrM to goodwill 6,400 


Rs. 1,60,000 

1 

Rs 1,60,000 

(2) 

MINORITYTNTEREST 


Balance carried forward 

Rs. 43,200 

Share capital in Valise Ltd 
Capital reserve (1/5) 
Revenue reserve (1/5) 

Rs. 30,000 
6.000 
7,200 


Rs. 43,200 


Rs. 43,200 

(3) 

CAPITAL RESERVE 


Minority Interest (1/5) 

Cost of control A/c 
(4/51x20,000 

Hold Ltd (4/5) X 10,000 

Rs. 6,000 

15,000 

8,000 

j Balance 

I 

Rs. 30.000 


Rs. 30,000 


Rs. 30,000 

(4> 

REVENUE RESERVE 

■ 

Minority interest (1/5) 

Hold Ltd 4/5 of 14,000 

Rs. 7,200 
17,600 
lUOO 

Balance 

Rs. 36.000 


Rs. 36,000 


Rs. 36.000 


COSSOLIDATED BAIAKCE SHEET 


IICA-6t 


(5) BAIAKCE SHEET OF HOLD LTD AND VALISE LTD 

PRE'CONSOLfOATED 


Shire capital : 


Rt 

Fixed assets : 


fu. 

Ordinary tharet of Ra. 10 each 

1.00.000 

Goodwill 


6,400 

Capital reserve (Valise Ltd) 

8.000 

Land and buildm{s 



Revenue reserve : 



Held Ltd 

30.000 


Hold Ltd 

61.000 


Vahse Ltd 

73.000 


Valise Lid 

ii.:go 

73.a>0 


1 ■ , 








Current liabilities : 



Hold Ltd 

40.000 


Creditors 



Valise Ltd 

36.000 


Hold Ltd 

90.000 




76.000 

Valise Ltd 

20.000 


Current assets : 





1,10.000 

Stock 



Proi-ition for taxes 



Hold Ltd 

30.000 


Hold Ltd 

66.000 


Valise Ltd 

64.000 


Valite Ltd 

S4.000 



■ 

wpoo 



i.on.oco 

Debtors : 



Proposed di\idends 



Hold Ltd 

60,000 


Hold Lid 

30.000 


Valise Ltd 

46,000 



30.000 




1.06.000 



10.000 

Dank 



Minority Interest 

43.200 

43;»0 

Hold Ltd 

30.000 






79.000 






— 

i.09.000 


Rs. 

3.16.400 


Ra. 

3.16.400 



mmm’. 





Note. lnier*eomfiany idenJt tre cHininstcd ia the fiesl contobdili'm. 


TfiP Final Consalldailon 

At this stage «« caa incorporate the balance sheet of Crip Ltd and 
Roobta-nthe consolidated balance sheet of the group. Before that is 
done, as a prcliminury, the nccessar>- consolidation schedules are shown 
below : 

Coosolldstloo Shedales 


COST OF CONTROL ACCOUNT 


iBveitmrnt aecouat 
Shares in Hold Ltd at cost 


Share capiiii ... 

107.000 Cspital reurve (};4xRt. 1.000) 
Revenue reserve 
(3;4 kR». 25,«0) 

Share capital 
Capital TcicrvT 
(}/:0xRi. a.OOO) 

Re^-enue reier'e 
fJ/»xR*. 40 000) 
Cood^illtbalancine fifure) 


CAPITAL REStRVE— HOLD LTD 


Rt. S.CCO 
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HOLDING COMPANY ACCOUNfS 


You also obtain the following information ; 

1. Hold Ltd acquired 12,000 shares in Valise Ltd in 1973, when 
the balance on capital reserve had been Rs. 20,000 and on revenue 
reserve Rs. 22,000. 

2. Grip ltd purchased 7,500 shares in Hold Ltd in 1974, when 
the balance on the consolidated revenue reserve had been Rs. 25,000. 
The balance on capital reserve in Valise Ltd at that time was Rs. 30,000, 

3. Grip Ltd purchased further 1,500 shares in Hold Ltd in 1975, 
■V hen the balance on the consolidated revenue reserve had been Rs. 
40,000. 

4. Proposed dividends from subsidiary companies have been 

included in the figure of debtors in the accounts of the parent companies. 
Sfou are requir^ to prepare the consolidated . balance sheet of Grip 
Ltd and its subsidiaries as on 31st December 1976, together with your 
consolidation schedule. fProfessional Examination (1) England] 

Solution : 

Pre-consolidating Valise Ltd with Hold Ltd. 


Consolidation Schedules 

(I) COST OF CONTROL 


tnveitment account ; 

Shares in Valise Ltd at cost 

Rs. 

1,60,000 

Rs. 

Share capital A/c 1,20,000 

Capital reserve (4/5) 16,000 

Revenue reserve (4/5) 17,600 

Balance transferred to eoodwill 6,400 


Rs. 1,60,000 

nese ssx 

1 

Rs 1,60,000 

ttsmasM 

(2) 

MINORITYTNTEREST 


Balance carried forward 

Rs. 43,200 1 

Share capital in Valise Ltd 
Capital resers-e (1/5) 
Revenue reserve (I/S) 

Rs. 30,000 
6.000 
7,200 


Rs. 43,200 

Ss rs ^ 


Rs. 43.200 

(3) 

CAPITAL RESERVE 


Minority Interest (1/5) 

Cost of control A/c 
(4/3) X 20,000 

Hold Ltd (4/5) X 10,000 

Rs. 6,000 

13,000 

8,000 

Rs. 30,000 

1 Balance 

1 

1 

Rs. 30.000 



Rs. 30.000 

(4) 

REVENUE RESERVE 

• 

Minority interest (1/3) 

of control a/c 4/3 22,000 
Hold Ltd 4/5 of 14,000 

Rs. 7,200 
17,600 
lUOO 

Balance 

R.S. 36.000 


Rs. 36,000 


Rs. 36.000 



CONSOLIDATED QALANCE SHEET 


jicA-ea 


No(e« : I. tn the flat] coeioliditiOB Hold Ltd fitures ire u per the prt'co&tolidited 
baUoce ihcet. 

'1 later-cotnpany diMdeodi of Ri. 45,000 piyable by Hold Ltd utd Ri. 
24.000 payable by Vahie Ltd have bcea eliminated from tbeproeoied 
dividends and debtors balances. 


REC/PJiOCAl STOCK HOLDING 
NOT INVOLVING INTERCOMPANY PROFITS 
ON ASSET TRANSFERS 
In the previous part the consolidated statement tvas prepared for 
the muIiMevel afllliations not involving reciprocal stockholding. In ail 
the cases discussed so far the relationship primarily was of the form 
illustrated below : 



In the discussion to follow in this part, a case has been taken to 
solve the problems in those cases where there is intcr*company insesimenis 
in shares. In all such coses the mam problem is : 

(a) Calculations of shares of majority shareholdings (f.r, holding 
company) and minority shareholdings (/.e., minority interest) m 
profits of companies having micr-company insestments. 

(h) Calculation of shares of mainly shareholdings (fe., holding 
company) and mmoriiy sharehordings (/.e,, minority interest) m 
the unrealised profits of a company when there arc inter- 
company transactions of sale of goods at a margin of profit. 
Under this heading cases not involving profit on inter-company 
transfer have been discussed. The case under (A) has been discussed 
under the next heading on page HCA-fil 

Case 1. nitaleral sfocLhoIdloglaTotsIng partat company 
lIlDstralion 29 

Consider the following afTiliation diagram : 


■5 ,1 

0- — ” 
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If the profits of X arc Rs. 10,000 and that of 7 arc Rs. 5,0C0, 
Jivide the profits between majority and minority holdings. 

Solution ; t. i 

In order to solve the above problem let us assume that the total 
profits of X on a consolidated basis be x, and total profits of 7 on a con- 
solidated basis be y. Thus— 

;)c«Rs, 1 0,000 +-75V 
y=Rs, 5,000+*1 a , 

The problem may now be solved as follows : 

.v=Rs, 10,000-l--75 (Rs, 5,000+' lx) 

[V .v=Rs. 5,000+Txl 


x<=^ 


or 


Rs. 10,000+|-^ Rs. 5,000+ 

is'ooo ‘ 


.Y 

10 


3x 


= Rs. 10,000+ 

or 40x=.Rs. 4, 00,000 + l,50,000+3x 
or 37 .y=Rs. 5,50,000 

Rs. 5.50,000 , 

x“- 27 —Rs. 1 4,S65 (approx.) 


Again VpRs. 5,000+' l.v 
or «Rs. 5, OOO+'lxRs. 14,865 
= Rs., 5,000+ 1 486' 5 
«Rs. 6,486'5 or Rs, 0,487 (approx.) 

After Iiaving calculated the total profits of X and 7 companies on the con- 
solid-alcd basis, it becomes essential to calculate the profits of the two 

ompanics left after giving and taking, /.c„ total profits of the holding 
company .and share of minority interest after inter-company claims. This 
can be done by making the following table of transfers. 

(«) Calctilalim of profit after inter-company claims : 

Profits as per balance sheet (civen) 

/Idd : Profits received from the other company 

Total profit as per ctilculations 

Less ; Profits given to other companies 

Profits left after inter-company claims (to be sltown in 
consolidated statement) 


Rs. 


X 

10,000 

4,m^ 

Y 

5,000 

1,487'^ 

14,865 

6,487 

iMn 

4,86Si 

13,378 

l,6Z2s 



This profit belongs 
to minority interest 


ii.i. loiai proms as per calculations, vamHcc sneer tfora 

and to holding company 


Ktvtng from 



OQKSOUOATED BAUNCE SHOT 
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(t) rcrijleotlon of total profit t 
Profits of A' Lid. 

' Minority interest in profits 

Total Profits 


Rs 13.37S 
1,622 


Rs. I5.0C0 


The Uiae piioctple htt been used to wort oat the fonowbf full 
problems. 
niBtrttiofl 30 

Following are the bal&nce sheets of the H Ltd and 5* Ltd. You are 
required to prepare a consolidated tuteme&L 
BALANCE SHEER 



i — 





Shan cafHtat 

Rj. 1 fU. 

Son/tr* atirtt 

U. 

Ra. 




PD«t'«eauIdtioa eroftn 

lo.oool j.OOO 

Shares la 5 Ltd OO.OOm 

37,000 


Crediton 

Bills payabta (all luaed 
toJ^Ltd) 

6,000 AfiCO 
— \ 8.000 

Shares la N Ltd (10,000) 


13.000 

Ri.| 

I.t6.000l 57,000 i 

Rt. 


6531 


Sundry assets of// Ltd included bills receivable from 5 Ud Ra. 
3,000. There was a contingent iiability of H Ltd oo account of bills 
discounted Rs. 7,000. 


Soletloa : 

CONSOLIDATED STATEMENT 


Shire capital 
Creditor! 

Bill! payable 


Ki. 

90.000 

10.000 
3AI0O 

CoodwtU: 

OnthamofSLid 
Oa ihamet/ZLid 

Ri. ' 

tjoco 

3.000 

Ka. 

Share! 

Profit! 

10.000 

I.G2 


Soadiy anet! 


i;iaooo 

Profit! or 77 Ltd 







Ra. 

IJO.OOO 


Rt. 

L30.000 


There is a contingent liability oa account of bills discounted Rs. 
2 . 000 . 


TUTORIAL NOTES 

1. Common transactions oftnis payable have been deleted to the 
extent of Rs. 3,000 because only to that extent they were 


2 , 


ap^ariog in the balance sheet. 

I ■ ■ 


©t <nfio •■ave been 
,p ■ ■ ■ VIS no equi- 


■ • I. 

3, • ■ ir« I I '■ante rest 

* . . ■ I- ■ I • 1*1 .'r , I ' ibility. 

4 • I • ' >’ ■ I '■■ ■<■ deducted 

II aiiai ■ mtnent 

■ I ■ r , : I share tn 

«'• Bi ,v , d in the 


5 . 
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holding company accounts 


If the profits of X are Rs. 10,000 and that of Y are Rs. 5,0C0, 
divide the profits between majority and minority holdings. 


Solution : ' , . . , i 

In order to solve the above problem let us assume that the total 
profits of X on a consolidated basis be jc„and total profits of F on a con- 
solidated basis be y. Thus , 

x=Rs. I0,000-h-75y 
.i =Rs. 5,000+* lx , 

The problem may now be solved as follows ; 

.y=Rs. 10,000+'75 (Rs. 5,C00+*1*) 

[V y=Rs. 5,000+ -lx] 

x=Rs. 10,000+^^ Rs. 5,000+j^ j 

or x=Rs. 10,000+'^’^®+^ 

or 40x«=Rs. 4,00,000+ 1 ,50,000+ 3x 

or 37.r=R5. 5,50.000 

Rs. 5,50,000 _ ^ , 

x—' — Rs. 14.S65 (approx.) 


Again v=Rs. 5,000+' l,v 
or =Rs. 5,000 4-* 1 X Rs. 14,865 
=Rs., 5,000 +1486- 5 
— Rs. 6,486*5 or Rs. 6,487 (approx.) 


_ After liaving calculated the total profits of X and T companies on the con- 
* solidated basis, it becomes essential to calculate the profits of the two 
impanies left after giving and taking, i.e„ total profits of the holding 
vompany and share of minority interest after inter-company claims. This 
can he done by making the following table of transfers. 


(a) Caktilaiioii of profit after inter-company claims : 


Profits as per balance sheet (given) 

Add : Profits received from the other company 

X 

Rs. 10,000 
4,865^ 

Y 

5,000 

IAB7'- 

Total profit as per calculations 

14,865 

6,487 

Lest : Profits given to other companies 

h4m 

4,865* 

Profits left after inter-company claims (to be shown in 
consolidated statement) 

13,378 

1,6223 


jThis profit belongs 
[to minority interest 


balance sheet from 

y de“ucted°^‘' 

and to holding company must beloSto^S^JhSolXl!^”® 
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qI( 50 UOATCD BALAHCB SHfET 

M Vcrificotion of lotal profit i 1^5 13,378 

Profits of AT Ltd. _ 1,622 

' Minority interest in projiti 

Rs. I5.0C0 

Total Profits 

■me Mine principle hubem used lo work out the followin* full 
proHemi. 

“ 8 «e the belaoce d«et. of riut Ui tmi SIM. You 
requited to prep«e . 


Sbm oipitil - I 

CmUwri I «.0(W 

BUU p«rtbl« (111 ItfonQ 


SoaiJryAMeti 
Slutca Ifi S Ltd 0O,OOQ 

Sbut*lBALtd(10XCD) 



Ri. I !.l«/l«| 57/XX> J «*• 

Sundry tjseu Of H Ltd included bills receivable from 5 Ltd ^ 
3,000. There was a contingent liability of H Ltd on account of bilb 
discounted Rs. 7,000. 

Solotloos CONSOUOATED STATEMENT 


Share capital 
CnUitor* 

Bills parable 
Mi&orUT intemt : 
Shares 
Profits 



Goodwill : 

Oa shares ot S Ltd 
Oa shares of H Ltd 


Sundry assets 



Rs. I 1,30.000 I Ra. 1 1,30,000 

There is a contingent liability on account of bills discounted Ks. 

2 . 000 . 

TUTORIAL NOTES 

L ComnsoDUansactiocLSofbiUspayablehavebeen deleted to the 
extent of Rs. 3,000 because only to that extent they were 
appeanog in the balance sheet. 

2. Bills payable, although issued to H Ltd, R$. 5,000 have been 
sho»n in the consolidated statement because there was no equi- 
valent asset to avoid it. 


5. Calculation of minority interest and bolding company’s share in 
profits has been done as per the technique explained in the 
preceding illustration. 
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Owe 2. BiartenilttoGUioWtep»otInTolTta|f««it conpet^ 

lathis case company X directly controls f 

cotnaaavZ companies rand Z also bilaterally affiliated. It has been 

r«.dZa« Rs. 50,000. R., 20,000 aid R., 
10,000 respectively. The affiliation diagram is as nndcr : 



The above diagram means that Z controls -7 shares of Z Ltd and 
•8 shares of r Ltd. Y controls *2 of Z and Z controls ’I of F. Thus 
minority holdings of both F and Z arc *1 each. The determination of 
X'a share of profits in F and Z for the consolidation purposes and minor- 
ity interest in F’s profit and Z's profit is done with the help of the follow- 
ing formulation : 

F«net income of F Ltd on a consolidated basis 
Z=net income of Z Ltd on a consolidated basis 

F=Rs. 20,000+-2Z 
Z=Rs. 10,000+-1F 
F-Rs. 20,000+-2 (Rs. 10,000+ -I F) 

F-Rs. 20,000+Rs, 2,000+-02 F 
•98F=Rs. 22,000 

3=iRs] 10i000+- 1 (Rs. 22,448-98) 

Z-Rs. 10,000+Rs. 2,244-90 
Z-Rs. 12,244-90 

AUocatfcn of the net incomes of affiliated companies is as follows : 

Rs. 

Company net income 50,000*00 

80 per cent of company F’s consolidated 
basis net income (80% of 
Rs. 22,4^-98) 17,959-18 

70 pet cent of company Z’s consolidated 
basis net income (70% of 
Rs. 12,244-90) 8 , 571-43 


Consolidated net income 
Minority interest in company F : 

10 % of company Fs consolidated 
basis net income ( 10 % of 
. Rs. 22,448-98) 

Minority interest in company Z ; 

10% of company Z’s consolidated 
oasis net income ( 10 % of 


Rs. 76,530-61 


2,244-90 


COSSOLIDATtO BALANCE SHEET 
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Ri. 12^44 90) 1^4-49 

Total net income of the group Rs. hO. OOO-QO 

INVOLVING INTER.COMPANY PROFIT ON ASSET TRANSFERS 
Under this case it has been attempted to suggest the method of cal* 
culating unrealised profits on inter-company sale transactions particularly 
uherc there is inieriocking of fund in the osvnership of the company. 
IIIostnitioD 31 

A' company 0W71S 70% shares of Z and 90"i shares of }' companies, 
y company also owns 20% shares in Z and Z company ow.ns 20% shares 
in ^company. You are required to calculate unrealised profit for con- 
solidated balance sheet purposes when Z company made a profit of Rs. 
8,240 on inter-company sale transactions and which is still unconfirmed. 
Solution : 

Let a|«ainterest of company I in the unconfirmed profit on a con- 
solidated basis. 

yi«*interest of company 1' in the unconfirmed profit on a con- 
solidated basis. 

;t*>interest of company Z in the unconfirmed profit on a con- 
solidated basis. 

The following equations may now be derived * 

' 9 7 

*‘“10 ■^**^ 10 ** 

_ ...II 

j,«Rs. 8.240+,‘jjT, ..m 

tj„ ..yj-.- 1 /->»/ .t* ..t... , .t... ^ viritien m 


—u . V 
10r»-2A:, -82.400 ..VI 

By solving .them we arrive at the following values of : 

Xi— Rs. 8.800 
yj-Ri. 2,000 
ix-Rs. 10,000 

The unconfirmed profit (or unrealised profit) from consolidated point 
of view IS : 

j^xRi S.800-R,. 7.040 

Tliis IS Owing to the fact that consolidated balance sheet is made from i’ e 
point of view of ,V and it is its share of profit out of its total i.iterest n 
unrealised profit which is taicn as unrealised profit for coitsolidation p f r- 
pose. Since Its 20% shares are held back by Z. therefore. unreahr.J 


position left with it is only £0%. 

Minority interest in unrealised profit is as follow s 
y company ( 10^' of Rs. 2.000) 

Z company (10% of Rs. 10,0^) 


Rs. 

Rs 


200 

l.at) 

‘01? 
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Cwe 2. Bn*ter»! itocklioldiflsi not lnvolTta| F«Mit 

Iixthis case company X directly controls 
company Z, companies r and Z also ^ 

assnlaed Aat profits of Z, r and Z are Rs. 50,000, Rs. 20,000 and Rs. 
10,000 respectively. The aMiation diagram is as under : 



The above diagram means that X controls '7 shares of Z Ltd and 
•8 shares of y Ltd. T controls *2 of Z and Z controls ‘I of Y. Thus 
minority holdings of both Y and Z are *I each. The determination of 
X’a ^are of profits in Y and Z for the consolidation purposes and minor- 
lly interest ha Ps profit and Z’s profit is done with the help of the follow- 
ing formulation : 

y<=enet income of Y Ltd on a consolidated basis 
Z=net income of Z Ltd on a consolidated basis 
y=Rs. 20,000+-2Z 
z=Rs. io,ooo-i--iy 
y-Rs. 20,0004-*2 (Rs. 10,000+ *1 y) 
y-Rs. 20,000+Rs. 2,000+-02 Y 
•98yc=R8. 22,000 

Zr-Rs! loiooo+'l (Rs. 22,448*98) 

Z-Rs. 10,000+Rs. 2,244*90 
Z-Rs. 12,244*90 

Allocation of the net incomes of affiliated companies is as follows : 

Rs. 

Company Ps not income 50,000*00 

80 per cent at company Ps consolidated 
basis net income (80% of 

Rs. 22,4^*98) 17,959*18 ( 

70 percent of company Z’s consolidated 
basis net income (70% of 
Rs. 12,244*90) g < 7^.43 


Coasofidated net income 
Minority interest in company Y : 

10% of company Ps consolidated 
basis net income ( 10 % of 
Rs. 22,448*98) 

Minority interest in company Z : 

10% of company Z’s consolidated 
basis net income ( 10 % of 


Rs. 76,530 6 I 


2,244'90 


CONSOLIDATED fixLAKCE SHEET 
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Rs. 12^44 90) 1.224-49 

Total net incorae of the group Rs. iO, 000-00 

INVOLVING INTER-COMPANY PROFIT ON ASSET TRANSFERS 

Under this case it has been attempted to suggest the method of cal- 
culating unrealised profits on inter-company sale transactions particularly 
sphere there is interlocking of fund in the ownership of the company. 
niostratioD 31 

X company owns 70% shares of Z and 90% shares of 1' companies. 
1’ company also owns 20% shares in 2 and Z company owns 20% shares 
in X company. You arc required to calculate unrealised profit for con- 
solidated balance sheet purposes when Z company made a profit of Rs. 
8,240 on inter-company sale transactions and which is still unconfirmed. 
Solution : 

Let arj«=inlerest of company J in the unconfirmed profit on a con- 
solidated basis. 

;-i*»intefest of company Fin the unconfirmed profit on a con- 
solidated basis. 

rt#»intcrest of company Z in the unconfirmed profit on a con- 
solidated basis. 

The following equations may now be derived 

_ ...11 

j.=R 5. 8,2«+|^t,...lll 

Dv .c. — —v now be written m 


2ei-»u ...V 
I0ri-2jri -82.400.., VI 

fly solving them we arrive at the following values of ; 

Yi— Rs. 8,800 
;-,-Rs. 2,000 
rx-Rs 10,000 

The unconfirmed profit (or unrealised profit) from conso/idafeJ point 
of view is : 

SO 

rr^xRs. 8,800-Rs. 7,040 


This is owing to the fact that consolidated balance sheet is made fron t 't 
point of view of .V and It is its share of profit out of its total mte'est 
unrealised profit which is taken as unrealised profit for 
pose. Since Its 2C'’' shires me held back b) the.T.'bre. 
position left With it 1$ only £0%. 

.M inoriiy intere>t in unrealised pro.fit is as fi>liui» s 

)' company (lOJ.'ofRs 2.000) jiW 

Z compait) (10% ofKs. 10.0^) 
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Thus, distribution of total profit is as under : 
To the minority shareholders 
To the majority shareholders 


Rs. 1,200 
7,040 


Rs. 8,240 


DERIVED PROFIT 

Under this heading it has been proposed to discuss the calculation of 
inority interest and majority interest under those cases where a subsi- 
ary company further holds shares in another company which may be the 
subsidiary of the holding company or its own subsidiary company. The 
affiliation diagram of such companies may be of the following type ' 



6 In the above case X holds 70% equities of Y and of Z. Thus Y 
and 2 are subsidiaries of Jf. Y also holds 30% shares of 2. Thus, 70% 
profit of Y and 60% profit of 2 will flow to X. Since 30% of 2’s holdings 
arc again owned by Y, therefore, out of total profits of Z 30% v.ill go to Y. 
This profit of Y (which is received by Y by virtue of its investment in Z) 
is called derived profit of Y. Out of this share again X will be entitled 
to 70% and the remaining will be going to its minority interest. 

It is important to remember that the share of the holding company 
in its subsidiaries, the share of one subsidiary in another subsidiary 
is to be always divided intopre- and post-acquisition profits. Without con- 
sidering this fact the calculation of cost of control for the group balance 
sheet purpose will go wrong. The whole problem may be put in a 
summarised .way as follows : 

The problem of derived profit arises only when one subsidiary 
company holds shares in another subsidiary company. If there are two 
or more subsidiary companies which are directly subsidiary to the holding 
company and which are not inter-connected by their investments in each 
other’s ownership holdings there is no problem of derived profit Thus in 
the following affiliation diagram there is no problem of derived profit : 








OmSOUDATED BALA>4Ct SU£ST 
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When EubtidtAry compAcles *fe aIio ioter-'COBfiected, the vtrioo 

calcnfstions reqaSrcd for nuUog t CDesoIidited bsltnee Dty be put 

a< foliowi : 

Stfp J First calculate minority interest m the profit of etch iubs»dia :7 
company without taking into cooiideratioa the derived profit. 

Sirp 2. Then calculate holding company*! share in each subsidiary com* 
pany’s own profit, i.e„ without taking into consideration the 
derived profit. Wheo calculating holding company's share in the 
profits of subsidiary company, the date of a^utsHioo of share h 
very important because m each cate the profit is to bo divided into 
pre> and post>acquisition parts. 

Strp 3. N’ow calculate the share of one subtidiary company in another 
subsidiary company (called derived profit). This share again must 
be dMded into pre* end post'8cquisition parts. 

Slrp4. — . -i* -a. 1 . jirrcl 

- ■ ■ - I -y care- 

' •• • at all 

•- The 

prt*acqutsition profit is always a capital profit in the hands of 
receiving company and hence is not ata’Iable to ihf ahanhotJfrs 
of iht ff(elrtng eompon)' Since, id these cases the receiving 
company it again a suteidtary company, therefore, its tbarebolden 
are of two categories, I.e .majority and minority But ubentbe 
pre>acquititicn profit is not at all available to the shareholders 
• there is no question of making aoy distioction between romonty 
and majority intcresis. 

Sups. The post-acqui^ition derived profit IS again avktlable to the share* 
holders of the receiving company T^crcrorc. this profit must be 
divided into minority interest and majority interest. 

Sup 6. The majority iniemt in the derived profit. /.r., holding company'a 
share in the subsidiary companj's denved profit, again must be 
derived into pre* and post-acqutsiiion profits. This will be based 
on (he date of purchase of shares by the holding company in tbe 
subsidiary company and also on the dale of purchase of shares by 
one subsidiary company tn another 'ubsidiary company. 

The whole procedure may be repented m outline as under • 

(a) calculaie mmonry interrsis in the o»n prrfir, 

(h) calculate holding company's share in each subsidiary coropaav 
and divide it into pre* and post.acquisition profits. 

(c) calculate derived profit and divide it into pre* and po4i*acqort'* 
tion profits, ^ 

fd) do not divide the prc-acqotsitton derived profit, 

(<) divide the post-acquisition derived profit into : 

{1) minority interest, and 
(/i) majority interest. 

(/j divide the above majority interest m the derived profit agtia 
tntp : 

(1) pre-acquisition profit, and 
(IJ) pott-ac^uisition profit. 

(g) Calculate (i) total rntnorii) interest by adding r^mority interest 
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of all subsidiary companies and minority interest in the derivec 
' profit ; (if) total pre-acquisition profits. Do not forget to adc 

total pre-acquisition profit in the derived profit ; and (Hi) tota 
post-acquisition profit. 

These principles have been explained by taking illustrations. 
Illustration 32 

X Ltd acquired 10% shareholdings in Y Ltd when the .latter’s profi 
and loss account balance was in debit of Rs, 600. Later, H Ltd acquire 
SO per cent of the shares in XLtd and on the same day acquired 60 pe 
cent of the shares in F Ltd when the profit and loss account balances o 
those companies stood at a credit of Rs. 2,000 and a debit of Rs. 1,00' 
respectively. Show statement of how the present credit balances in th 
profit and loss of Rs. 3,000 and Rs, 2,400 for X Ltd and Y Ltd respective! 
will be dealt with. 

SolotioB : 

In order to solve the above problem, a statement is prepared. Th 
first part of the statement states the information given in the question an 
the second part solves the problem. 

STATEMENT SHOWING DIVISION OF PROFIT 


Ptn 1. iDtonsatioo 
Control of AT Ltd in Y Ltd 
Control of H Ltd in X Ltd 
Control of /fLldtaY Ltd 


Profit on the date of consolidation 


Step 2. Holding company’s share 
0) Hi X Ltd ; Pre 


Oi) in y Ltd : 


Step 3. ATssharc in KLtd : Pre 


Step 4. Mino.-ity interest ofX 'm the 
post derived profit of y 

~S!ep 5. Ji Ltd in AT’s post-derived 
profit ; 


1^X2, OCO 1500 

1^x1,000 800 

•r^x 1,000 CDr.) -600 


Post 3^x3,000 (Cr.)| 2,040; 


jgxdOO Dr. 

|^x3,OOOCr, 

=^300 


272 



CONSOUDATED OAUKCC SHEET 


IIO-7I 


STATEMENT OF TOTALS 


Total minority inttrezt ' 

Rs. 

Rs 

XUd 

600* 


rud 

720* 


X Ltd in y’s post-derived profit 

60* 


— 

1.380 

*Oq the Statemeni of Calculation these fifures have been i 

iho*ala( 1 

Total pre-caquisltion profit : 

H Ltd m X Ltd 

+ 1,600 


//Ltd in yUd 

- 600 


A' Ltd in y Ltd 

— 60 


II Ltd in A’'s post-derived profit 

- 32 


— 

‘XjS 

Total pnit-ac^y/ji'r/on profit ; 

// Ltd in A* Ltd 

£00 


II Ltd in Y Ltd 

2.040 


// Ltd in X*4 derived profit 

272 

3.112 


Total pfo6«of-X Ltd tndr Lid (R*.3.000+Ri 2.400) R» 5,400 


Illntrallon 33 

X Ltd ti the parent company of Y Ltd and Z Ud. The than capiuk 
of y Ltd and Z Ltd are R*. 1,00,000 and R» 40.000 respectively {ill m 
Re 1 fully paid shares), rarticulars of the holdinj;s are as follows * 

VndlstribUTtd prefii a’ the tivr cf 
purthdit of iharts 



ZL/J 

Y Ud 


Rt. 

Hr 

y Ltd acquired 5,000 shares in ZLtd 

5000 


A' Ltd acquired 30,000 shares in Z Ltd 

7.000 

S.t<K5 

A Ltd acquired 80.000 shares io Y Ltd 

30.000 


At 3I« December, 1968, the undistnhuteJ prods are Y Ltd 
Ri 40,000 and Z Ltd Ks. 10,000. No dividends have been paid or 
declared ard no losves incurred in any of the relevant vests. 

Show hov* the total profits of the subsidiary eompanicv will be dealt 

with m prcparinp the consolidated Stance sheet 


Rolntlen t 


STATEMLNT SllOWISC DISTRIBUTION Or PROFIT 

- 

3-4|Pj room 

»10(I.0CD (t CCOCi 

Rc *}cnn »« itttfo 


I'art 2 CalcwUtM 
Sitf I, tr>K»r,i/ ta.'t'/ji 


!^S4«^^X*^T»I3.0» 
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Step 2. 

Holding company's share 

4/5xR8.«,000 

in r Ltd 

Pre 



Post 

4/5 x 32.000 


in Z Ltd 

Pro 

314. <7. 000 



Post 

3/4x3,000 

Step + 

Y's share la Z 

Pre 

my. 5,000 



Post 

1/8x5,000 


Step 4, Minority Interest in past- 

derived profit of Y g»t 

Step 5. Holding company in the 
post-dertved profit of 
YLtd: 

Pre 8hI0xl{8x(30,000-S00C} =2,500 

Post 8/10x1/8(10.000 -30,000) =-2,000 

linority interest : 

in r Ltd 8,000 

in Z Ltd 1,250 

in the derived profit of Y from Z Ltd 125 

folding company’s shares in pre-profits : 

in r Ltd 6,400 

in Z Ltd 5,250 

l”s share in Z (whole goes to group account) 625 
in y’s derived profit 2,500 


62S 

625 


=I1«] 


iUfing compare's share in profits : 
inZLtd 
in ZLtd 

in the derived profit of Y Ltd 


25,600 

2,25Q 

- 2,000 


14,775 


25 , 8 ^ 

Rs, so.obo 


Total pronis as on the date of consolidation Rs, 50,000 

ii.e., 40,000+10,000) 

ntration 34 

The Balance Sheet of A Ltd, B Ltd and C Ltd on 3l6l December, 
'8, contained the following items relating to tte profits and lossw of 
companies— 

A Ltd BUd CLtd 
Rs Jiis 

Dr- 480 

Balance forward 1,500 Loss 800 Profit 1.929 

Rs. 2,300 Rs 1,000 Rt. 1,440 

caiecatcam naRwasKs 

capital of B Ltd on 1st August, 

19 ^^ “‘PitaJ of C Ltd on 1st December, 

f97^ capital of C Ltd on 1st September, 

consolidated profit and loss account of 
^up stowing the Mounts to be transferred to other essential 

consolidated balance sheet, Le., the credit 




CQKSOUI>AtU> &}ICCT 




SoVltiDQ : 


F^nT 


iTnSSrttSuaS’ 

!tt Augoii, 1977 
tit Scpttsbcr 197S 
UtDec4Rober. 1978 
PrcBt 00 3tst Dee. 1978 


STAttMEKT SHOWIKO DWKION OF TI^OFTTS 

■ nj? 


TD 3 C O^ ~ 


75 % 

l*«7Dr) 


10% ^ 


pA.xyxi{Ct^ 1 fs.^s^xi{Cf^ Ki. 1 . 8 ^ 10 .) 


Fsrtl, Calnlatlms 

Sirp 1. Minority latereil 

A lid 

B JJd 

25/toox (.ooo-f»}; 

C U4 
ICyiOOyRi. 

Sitp 1. Unldini enmowy in * 
BLtd-Pre 7S/l00x-467 
FosnsiKnxl.V" 
CLW— Pre 10/100x1.480 

Pou iQaoox-<o 

— 350 
+1.100 
+ 14S 
>- 4 

1 

1 

1 

1 


SUf 3. B Ud in C Ltd. Pn 

Poit 

j 

80/100 >r|,600-/«'A) 
tO/lOOx-lW— la 


fl’tps. Minority fniertii In 

B't pmt.d«r»ed profit : 


L5;)OOx-ia»HUJ 

1 

lloldtai compiny in 

B'l po«, derived profit : Pre 

Poll ro;JOOx73nOOx-l60 

W j 
- w 


SUMMARY OF CALCULATIONS 

Mlmrity intertti : R». R». 

in B Ud 2S0 

mCLld 

in B Ltd in derivpo profit from C Ltd. — 32 

* JS3 


Jiotdirg eompcny's short In pre^profita : 

In J? Ud “ 350 

in C Lid + I-IS 

In B Ltd’s dcri>td profit -f 1.280 

in B Lid's posvdeitvrd ptofil N'l 

HoUlng Company's share in peshprofit : 

inBUd L*00 

in C Ltd /jL iw\ 

In B Lid’s rosi-dcTivrd profit - ^ t_„ 

Toial profit or B Ud Mid C Ud 

(lr..R». LOOO+Ri. I.« 0 ) 
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GENERAL ILLUSTRATIONS 


llustration 35 

From the following balance sheets of the parent and subsidiary 
lompanies prepare consolidated balance sheet as on 31st March, 1978 : 

Parent Company Ltd 

BALANCE SHEET as on 31st March, 1978 


Capital; Authorised, issued 
and fully paid — 

2,50,000 shares of Re. 1 each 
Reserve for future taxation 
General reserve 
Profit and loss account 


4'5% 1st Mortgage debenture 
Stock— 

Rs 

As issued 50,000 

Less Purchased and 

cancelled to date 44,600 

Loan from B Subsidiary Ltd 
Trade creditors 


Rs. 


Rs. 

Sundry assets 
Investment in subsidiary 
2,50,000 companies at cost — 

48,463 ..4-Subsidiary Ltd : Rs. 

75,000 3,760 5% Preference shares 
23,192 I of Re. 1 each 2,820 

— 10,000 Ordinary shares 

3,96,655 i B Subsidiary Ltd : 10,000 

5,000 7% Preference 
I shares of Rs. 10 each 50,000 

] 18,800 Ordinary shares 
i of Re. leach 2,00,000 

j C Subsidiary Ltd : 
j. 50,000 ordinary shares 
J of Re. 1 each 54,000 

.' Rs. 1,900 4% Debenture 

stock 1,500 


5,400 

19,600 

4,500 


I Advances to subsidiary 
: companies — 

I A Subsidiary Ltd : 

1 Current account 
B Subsidiary Ltd : 
Current account 


4,26,155 


620 

47 

Rs. 


A Sudsidiary Ltd 

BALANCE SHEET as on 31 si March 1978 


Rs 

1,07,168 


3,18,320 


667 


4,26,155 


Capital : Authoiised, issued 
and fully paid — Rs. 

5.000 Preference Shares 

of Re. 1 each 5,000 

10.000 Ordinary shares 

of Re 1 each 10,000 


Trade creditors 
Advances by group 
companies 

Rs. 


Sundry assets 
Profit and loss account 


15,000 

6.403 

34,165 


55,568 


Rs. 

35,966 

19,602 


Rs. 


■55,568 


B Subsidiary Ltd 

BALANCE SHEET as on 31st March, 1978 


Capital : Authorised, issued & 
fully paid : 5,000 7% Prefe- 
rence shares of Rs. 10 
each 50,000 

20,000 Ordinary shares 
of As. 10 each 2,00,000 


Rs. 

Sundry assets 
Investment — 



47,000 Ordinary shares in 

2,50.000 

■Parent Co. Ltd at 
cost price 

3|% Stock at cost 

53.000 

70.000 


i,w!390 


1,23,000 






Sharf CipJjil of Parrtit Co. Lid— 

Autheritcd »nd iiiunl 
2.$0,ono «har<t of fl«. t c«eh 
full) paid 2.50.000 

L«ij Sharet held by D Subiidiary Ltd 47.000 


RcKfveA lurpluitettamounl to 
outside thareboUerw 
Debeeiure iioek m«rs« 

Rrnnue metse 

Ceaeral 75. 

Fufcire taxation ^ 77. 


i Coodaill 
SoadryAitets I 

(detiitedi h.9<.l7] 
fnxesiments At ! 
cost«-5i% 
stock 70,(i0C 


Frorit ind Loss A/c 
Parent Co. Ltd 
S Subsidiary Ltd 
t^ir Minority tharo- 
holders : t% 


Lfji A subs diary Ltd (Loss) 


Minority share holdeis— 
^ Subsidiar) Ltd . 
Shaft capital 
• it Sufcsidury Ltd : 

Sha't capital 
IVcfit ard lost A 'e 


DebenfU'es— 

4|?, Tirst Morttapt Debenture Stock : 

Issued iOfiifi 

Leji Purchased and cancelW 4<,WW 


*. oi 6% orproftit of J Hd-6% of Ri. S7.4^ 
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t% Debenture Stock 
(/4 Subsidiary Ltd)' 

Less Held by Parent Co. Ltd 


20,000 

1,900 


Current liabilities— Trade creditors 


18,100 


Rs, 


23,500 

42,252 


4,87,233 


Rs. 4,87,233 


Internal Loans [eliminated] are — 


Liabilities 

Rs. 

Assets 

Rs. 

Parent Co. Ltd (from B Ltd) 

19,600 

Parent Co. Ltd (to A Ltd) Rs. 620 

* 

A Ltd (from Group Cos.) 

B Ltd (from Parent Co Ltd) 

34,165 

47 

„ „ (to R Ltd) 47 

B Ltd (to Parent Co Ltd) 

C Ltd (to Group Cos.) 

667 

19,600 

33,545 

Rs. 

53,812 

Rs. 

53,812 

Goodwill — 1 


SHARES IN 



- 

A Ltd 

1 

B Ltd 

j C Ltd . 

Parent Co Ltd 


! Pre- 
ference 

Ordinary 

Pre- ] 
fcrcnce 

Ordinary 

[ordinary 

Ordinary 

Cost of shares. 

Rs 

2.820 

Pc 

10,000 

‘Pc 

50,000 

Rs. 

2,00,000 

Pc 

54.(j00 

Rs. 

53,000 

_ Par value of shares 

3,760 

10,000 

50,000 

1,88,000 

50,000 

47,000 

■dwill 

— 

— 

— 

12,000 

4,000 

6,000=22,000 

'•'* nital reserves 

940 

I 


— 

— - 

= 940 


Net cost of goodwill (per (C.B.S.) ~~ Rs. 21,060 


SCHEDULE OF PROFIT & LOSS ACCOUNTS 




.Parent Co 
j Ltd 

A 

Subsi- 

diary 

Ltd 

B 

Subsi- 

diary 

Ltd 

C 

Subsi- 

diary 

Ltd 

Bal ances as per accounts 

Add B Ltd 

CLtd 

94% 

100% 

1 Rs. 

j 23,192 

1 46,010 

j 11,656 

Rs. 

-19,602 

Rs. 

37,429 , 
47 ' 

250 j 

i 

Rs. 

11,656 

Less A Ltd 

100% 

80,858 

19,602 




Less B Ltd 

47 

250 

61,256 

11,517 

-19,602 

48,946 

• 11,656 « 

Less Parent Company Ltd 

Parent^ Company Ltd 

Minority shareholders — 6% of 
Rs; 48,946 

100% 

94% 

49,739 

-19,602 

~ ==3estcss 1 

i 

46,010 

11,656 






Rs. 

49,739 
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PonooU ; 

H-M.m+U, 656-19, 602+fl W/lOO 
/r-37,429+//47/250 
IlkjitniloB 36 


TniJl Ltd was formed on !tt January, 1978. with a capital 
orz, 00,000 lhaies of Re. 1 each, which were fully tubscribed, and on the 
same day purchased shareholdings to the following companies : 

(p) In R Ltd... 20,000 shares, price paid, Rs. 25.000 

(6) In S Ltd... 50,000 shares, price paid, Rs. 56.000. 

(e) In rUd.,. 80,000 shares, price paid, Rs. 69,000. 

Abridged balance sheets of the companies as on 3 lit December. 
1978 are : 


Astett 

R 

s 



R*. 

Rs. 1 


Goodwin 


10,000 


Land and buildma 

9.000 

20,000 1 


PUnt 

10.000 

40,000 : 


Stock 

7.000 

12.000 , 

23.000 

Debtors 

lO.ono 

15.000; 

14.000 

Ca.ih 

4,000 

1.000 


Profit and loss account 

- 


6,000 


R* 40,000 1 

1 Ra 96.000 1 

Rs. 1.45,000 

CaplieJ e-tJ llabituiet 

1 R ' 

1 s , 

1 T 


! Ra 

1 Rt 

1 Ri 

Capiul 

25.000 

(0,000 1 

' t. 00.000 

Re^« 

4,000 


17,000 

Profit and lou account 

3.000 

10000 


Debeerures (6?;) 



10.000 ; 


Creditors 

6.000 

16.C00 

2S.OOO 


Rj. 40.000 1 

' Ri. 96 000 Aa }.45.000 


R Ltd cues Rs. 2,000 to the //Trust Ltd .5 Ltd owesR Ltd Rs. 
1,000 and the // Trust Ltd owes Rs 3JX)0 to TLtd. 

It has been decided to write ofTRs. 10.000 from the plant of TLtd, 
since the above balance sheet was prepared. The land and buildings of 
.5 Ltd were revalued as Rs. 26,000 at the date of the acquisition, but 
clTecl has not been gisen to this in (he accounts. 

R Ltd & 5 Ltd had credited balances on profit and loss iccooal 
on 31$t December, 1977, of Rs. 2.000 and Rs. 5.000 respectively, all of 
which distributed wjihin One month in dividends In 7* Ltd there was a 
debit balance on profit and loss account of Rs. 4,000 on 3Ut December, 
1977. ReserseiofRLtd and TLtd on 31U December 1977 were Ri. 
4,0CO and Rs. 17.000 rcspecthely. 

The Goodwill of the // Trust Ud on 31st December. 1975 stards 

at Rs. 10,000. The disideuds for 1978 arc; R Ltd 9;j ; acJ S Ltd 15;; 

which have been paid. ..... . 

Prepare a consolidated balance sheet of the// Ltd a'vJiiiiub- 
sidiirles on 31st December, 1978. Ignore tax. 
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olation : ■ ^ 

:ONSOLIDATED BALANCE SHEET OF ET TRUST LTD & ITS SUBSIDIARIES 

as on 31st December, 1978 


Rs 

Share capital of /f Trust Ltd 
Authorised & issued — 
2,00,000 shares of Re. 1 
each fully paid 
Capital reserve 
Profit & loss account : 
Subsidiary companies 
(per schedule) 2,733 

H Trust Ltd 9,300 


6% Debentures 
Minority shareholders 
(per schedule) 

Creditors — 

R Ltd fRs, 6,000 

—Rs 2,000] 4,000 

5 Ltd [Rs. 16,000 

-Rs. 1,000] 15,000 

TLtd 28,000 


Rs. 

2,00,000 

24,367 


12,033 

10,000 

39,667 


47,000 



Rs. 

Goodwill — 

Rs. 

Rs. 

SLtd 

10,000 


TLtd 

25,000 


H Trust Ltd 

Sundry assets — 

10,000 

45,000 

AT Trust Ltd 

Land and buildings — 


41,000 

RLtd 

S Ltd 20,000 

Add Appre- 
ciation 6,000 

9,000 


26,000 


TLtd 

11,000 


Plant — 


46,000 

R Ltd 

10,000 


5 Ltd 

TUd 65,000 

Less Written 

off 10,000 

40,000 


Stock — 

55,000 

1,05,000 

RLtd 

7,000 

5 Ltd 

12,000 


TLtd 

23,000 


Debtors— 

R Ltd [Rs. 10,000 


42,000 

-Rs, 1,000] 

9,000 


SLtd 

TLtd [Rs. 14,000 

13,000 


— Rs, 3,000) 

11,000 



Cash— 

RLtd 

JLtd 

TLtd 

H Trust Ltd 


TUTORIAL -NOTES 


Rs. 


3,33,067 


1 ) Analysis of Profits : 
RLtd 


Reserve balance on M-78 
Profit & loss after dividend 1-1-78 
Profit for the year after dividends 


Minority interest 20% 
Share of //"Trust Ltd, 


33,000 



4.000 

1.000 
1,000 

15,067 

Rs. 

214)67 

3,33,067 

Capital 

Rs. 

4,000 


Reserve 

Rs. 



5,000 

4,000 

800 


5.000 

1.000 

3,200 


4 000 
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SLtd 

Profit for the year after dividetids 

Profit oa revaluation of Land 
and Buildiosa 

Minority iotertsl (1/6) 

6,000 

1,000 

10,000 

1,667 

Share of //Trust Ltd. 

5.000 

8,333 

TLfd 

Loss on J>1*78 

Reserve on 1-1.78 

Loss of theyear includiog 

Rs. 10,000 written of plant 

-4,000 

17,000 

12,000 

Minority interest 20% 

13,000 

2.600 

12,000 

-2,400 

Share of// Trust Ltd. 

!2l Cost of Control I Capital Reserst 

10,400 

-9.600 



nud 

Cost of shares, Lfts dividends 
out of capital profits 

Paid-up value 

Capital profits 

Goodwill 

20,000 

3,200 

23.400 

23,200 

~loo 

S Ltd 



Cost ofsharn Less divident out 
of capital profits 

Paid-up value 

Share of capital profit 

50,000 

5,000 

51.833 

SS.GOO 

Capital rcsene ^ 


3,167 

'Ud 

Cost of shares 

Paid-up value 

Less share of capital profit 

80.000 

10,400 

69,000 

50.400 

Capital reserve 


21,4/TO 

onsotidated capital reserve : 

Capital reserve re. Ltd 

Capital reserv c re. T Ltd 


Ri. 

3.167 

21.000 

:Tj67 

Lets Gopdv. ill re. R Ltd 
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5) Minority interest : 

Share capital 
Capital profits 
Revenue profits 


Total 

Profit & loss A/c of H Trust Ltd ; 
Dividends from R Ltd @ 90% on 
„ S Ltd @ 1 5% on 


HOLDING COMPANY ACCOUNTS 


RLtd 

S Ltd 

TLtd 

Rs. 

Rs. 

' Rs. 

5,000 

10,000 

20,000 

800 

1,000 

2,600 

1,000 

. 1,667 

-2,400 

6, 00 

12,667 

20,200 



39,667 

20,000 


■ 1,800 

50,000 


7,500 



9,300 


Illustration 37. 


■ The following are the balance sheets of A Ltd, B Ltd and C Ltd 
as at 31st December, 1972 : 


^ y — j 

Liabiiiiies 

A Ltd 

RLtd 

CLtd 


'Rs. 

Rs. 

Rs, 

Share capital : 




(shares ofRs. 100 each) ! 

10.00,000 

5,00,000 

2,00,000 

General reserve I 

2.00,000 

35,000 


Profit & lo.ss account 

1,70,000 

1,20,000 


Liabilities 

1,60,000 

3,75,000 

1,40,000 

• Rs. 

15,30,000 

10,30,000 

3,40,000 

Assets 

A Ltd 

RLtd 

"CLtd* 


Rs. 

Rs. 

Rs. 

Investments ; 




4,000 Shares in B Ltd 

6,00,000 



500 Shares in C Ltd 

25,000 



1,500 Shares in C Ltd 


90,000 


Profit and loss account 

1 : 


80,000 

Other assets 

j 9,05,000 

9,40,000 

2,60,000 

Rs. 

1 15,30,000 


3,40,000 


The' following information is available' ; 


1. Included in A Ltd’s liabilities are Rs. 50,000 due to C Ltd. 

2. B Ltd has advanced to C Ltd Rs. 1,00,000. 

3. A Ltd acquired its investment in B Ltd on 1st January 1972 
on which date the amounts s anding to the credit of General 
Reserve and Profit and Loss Account in B Ltd was Rs. 35,000 
and Rs. 65,000 respectively. 

4. A Ltd acquired its investment in C Ltd on 1st January 1972 
when the debit balance in the Profit and Loss Account in C 
Ltd’s books was Rs. 60,000. 

5. B Ltd acquired its investment in C Ltd on 1st January 197C 
when the debit balance in the Profit and Loss Account in C 
Ltd’s books was Rs. 20,000. 

6. Neither B Ltd nor C Ltd has paid any dividends.- 
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7. Included in B Ltd's assets are stocks valued at Rl. 60,000 
which were invoiced by A Ltd at a price which *is 20 per 
cent abote cost. 


You are required to prepare a consolidated balance sheet as on 31st 
December, 1972 showing your workings. {C. A. FIosl, May 19W) 

Solttleo : 


CONSOLIDATED BALANCE SHEET OP A LTD AND SUBSIDIARIES 
BVTDASDCLJD at at Jlrt D^trmber. 1772 


Snare dpiUl 

(Fald^p •nounl) 4,00.000 

CiMUl profits InB Ltd 1,50,000 JO.CO 

O? I 

Latt : Share of 
Rev. less of C 

15,000 Ltd 30,000 


Rl. 6.00.000 (.50.000 50.000 


Rj. 6.00.000 1,50.000 50,00 


•Rl. 50,000 ovrin* by A LtdtoCLtd and Rs, 1,00,000 o«(ns by C Ltd taw 
been deducted from these t»*o items. 

Goodwill : A in B Rs. 1,44,000 

Capita! resenx : 

B in C Rs. 45.000 

A in CRs- 10.000 55,000 


S9.000 

(2) PROnr AND LOSS (APPROPRIATION) ACCOUNT 





By BalxsKe b 'd 



50.000 




40.000 




ro.ooo 

Ilaitnce as oa 






«5.0M 


Prsftt (at t?Tl 


3:.ooo 


By Cost ef 

To Minority 

15.050 


Cor.trM 
AiaC Ltd 





X tn 0 Ltd 




52(45— I30’l!*3) 
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To Stock reserve 8,000 
To Balance c/d 1,89,000 


A/cofB 

ByP&L 

A/cof A 32,000 
By B Ltd. 


45.0(K 

5.00( 


Rs. 2,02,000 1,20,000 80,000 


Rs. 2,02,000 1,20,000 50,00 


NOTES : 1 . Revenue loss of C Ltd to be debited to : 

B Ltd— 3/4 of Rs. 60.000, viz., the loss incurred in 197 
1971. and 1972. 

A Ltd— 1/4 of Rs. 20,000, the loss incurred in 1972. 


2. Loss of C Ltd to be debited to cost of control : 

JS in C Ltd— 3/4 of loss as on 1-1-1970, Rs. 20,000. 

.4 in C Ltd— 1/4 of loss till the end of 1971, viz., E 
60,000. 


3. Profit in B Ltd after debiting Rs. 45,000 (loss from 
Ltd) is Rs. 75,000 made up as ; 

(а) As on 1-1-72 : Rs. 65,000 less Rs. 30,000, i.e., 3/4 
the loss of C in 1970 and 1971 or Rs. 40,000 : I 
35,000. 

(б) Profitforl972 :Rs. 55,000 less Rs. 15,000, i.e., 3 
of the loss in C in 1972 of Rs. 40,000— 



(i) 4/5 of (a), i.e., Rs. 28,000 is to be credited 
cost of control (4 in B Ltd) ; 

(ii) 4/5 of (b), i.e., Rs. 32,000 is to be credited 
A’s P & L A/c ; 

(iit) 1/5 of Rs. 75,000 is to be credited to minor 
interest ; 

(iv) Stock reserve is 4/5 of the unrealised pro 
ie., 20/120 of Rs. 60,000. 

(3) Minority interest (only in B Ltd) : 

Share capital Rs. 1,00,C 

Share of profits I5,C 

Share of general reserve 7,0 


L22,( 


Illustration 38 

Ends Ltd is a subsidiary of Odds Ltd, Odds Ltd acquired its ho 
ing of ordinary shares in Ends Ltd as follows : 

90.000 Shares on December 31, 1975, for Rs. 1,12,100 ; 

30.000 Shares on December 31, 1976, for Rs. 3^000. 

Ends Ltd provided in its accounts for dividends of 5 per cent on 
preference capital and 10 per cent on its ordinar\' capital for each of 
years 19~5 ar..l 19/6, such dividends being paid in Februarv following 
end of the accounting yc-.ar. Odds Ltd made no entr\- in its bo( 
in respect ol the dividend from Ends Ltd until the date 
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receipt. TTic directors of Ends Ltd have recommended the pa)-Tnent of 
the preference dividend for 1977. No ordioaiy dividends for 1977 are 
proposed by either company. 

The following is a summary of the balances in the books of the two 
companies as on December 31, 1977 : 



0<Uj Lid 



Rs. 

Ri. 

Fixed assets 

147.000 


1.20,000 Ordinary iharts in Ends Ltd 

MI.OOO 


BiHs rteth-abSe (accepted by Odds Ltd) 

_ 

tea 

Current assets 

1,61,700 

1.13.000 



Rs 3.46.000 

Share caritat^AuthoriseJ and luued : 

Ri. 

Rs! 

Shares of Re. 1 each fully orditury 

3,00,000 

1. <0.000 

3 per cent rrefeience 

— 

4S.OOO 

... . -.t ... 

liCCO 

_ 

1 ■ 

64,000 

31.000 

a • ■ 

51.000 

25,ono 

1 

i.too 



U1.00O 

62,000 


Rj. 5.47.SOO 

Ra 3.46.103 


Sotf JO bo!<snce sheet of Ends Ltd : 


Tliere is a contingent liability in respect of a discounted bill for Rs. 
1,300 accepted by Odds Ltd. The whole share capital of Ends Ltd was 
issued in 1971. 

The balance on the profit and loss account of Ends Ltd on Decern, 
ber 31, 1977 Is made up as follows : 

Balance, December 31, 1975 Rs 14,400 

Profit, I97G Rl 20,000 

Less Dividends paid for 1976 : 

Preference 2,400 

Ordinary 16,000 

18,400 

LG-X) 


Profit, 1977 


le.txm 

9.Crti 


Ri. ri.tx-*} 


You are required to prepare the coaWidated 
December 31, 1977. Ignore lasatioa. 


balance sheet as on 
(C. A riast) 
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Solution : 

CONSOLIDATED BALANCE SHEET OF ODDS LTD AND ENDS LTD 


as on 31;12-77 


Rs. 


Rs. 

Share capital : 


Goodwill, 'being excess of cost 


Authorised, issued and 


of shares in subsidiary over 


fully-paid ; 


net assets attributable there- 


3,00,000 shares of Re. 1 each 

3,00,000 

to 

7,000 

Consolidated Profit and Loss 


Fixed Assets : 


Account 

65,850 

Cost Rs. 4,79,400 




Less Depreciation 1,15,000 





3,64,400 

Minority interest : 


Current Assets : 

2,74,700 

In Subsidiary 

96,050 



Current Liabilities; 




Bills payable 1 ,200 




Other current 




liabilities 1,83,000 





1,84;200 



. Rs. 

6,46,100 

Rs. 

! 6,46,100 

TUTORIAL NOTES 




(I) 

GOODWILL 



Rs. 


Rs. 

Cost of 90,000 shares in Ends i 




Ltd purchased Dec, 31, 1975 

1,12,100 

Share Capital ; Ends Ltd— 


Less Dividend for 1975 

9,000 

Nomina) value of shares 

90.000 



Profits and loss account— Ends 


■•X' 


pre-acquisition profits : 



1,03,100 

9/16thsxRs. 14,400 

8,100 

- • of 3.0,000 shares in Ends 


Share Capital : Ends Ltd Nomi- 


Ltd purchased Dec. 31, 1976 

38,000 

nal value of shares 

30,000 

1 


Dividend from Ends Ltd— Divi- 




dend on Rs. 30,000 paid out 




of pre-acquisition profits 

3,000 



Profit and Loss Account ; Ends 




Ltd pre-acquisition profits — ^ 




3/16thsXRs. 16,000 

3,000 


1 

Balance bemg goodwill 

7,000 

Rs. 

1,41,100 

Rs. 

1,41,100 







( 2 ) 


minority INTERESTS 


48.000 Preference shares 
Dividend thereon for 1977 

40.000 Ordinary shares 
Profit and loss account 

Balance 

Less Preference dividend, 1977 


Rs. Rs. 

48.000 
2,400 

50.400 

40.000 

Rs. 25,000 
2,400 


4/16ths of Rs. 22,600 5,650 45,650 


Rs. 96,050 


/ 
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CONSOLIDATED PROFIT AND LOSS ACCOUNT 


Odds Ltd ' Balance 

Add Dividend from Ends Ltd for 1976 



ks. 

51,000 

9.000 

Rs. 

Ends Ltd : Balance 

Less Transfer to {toodwill : 
on 90,000 holdinss 
on 30,000 holdings 

Rs. 

S.100 

3,000 

25,000 


Preference dividend for 1977 

Minority ordinary shares 


11,100 

2,400 

S,650 






19,150 










Rs. 65,850 

Illustration 39 





The following condensed bal.ince sheds of Company H and 
any S were prepared as on 31st December, 1974 : 

Comp- 


Goodwill 

Plifll & inaehfo«ry 
• Furniture 

9.000 ordinary shares in 5 Company 

2.000 ordiiury shares lo H Company 
Stoek<io*trad« 

Sundry debton 
Cash at bank 


4,69,000 I 2,91.000 





rnjA— 6C) 


HOLDING COMPANY ACCOUNl 


Both the companies have provided depreciation on all their fixei 
assets at 10% per annum. 

You are required to prepare a consolidated balance sheet as on 31s 
December, 1974 and supporting schedules for major computations. 


CONSOLIDATED BALANCE SHEET OF H LTD. AND ITS 
SUBSIDIARY S LTD. 
as on December 31, 1974 


(CJ. A. Final) 


Uabililies 

Share Capital ; Rs. 

15.000 7-1/2% Pref. shares 
of Rs. 10 each fully paid 

18.000 Ordinary shares of 
Rs. 10 each fully paid 

1,80,000 

Less 2,000 shares 
held by 5 Ltd, the 
subsidiary 20,000 


Reserve & Surplus ; 
Share premium 
Less on shares held 
by S Ltd. 

Reserves 
Less Treated as 
capital profit 

’rofit and loss 
accounts 

Less Pref. dividend 
payable 


•ofit of S Ltd. 


Less Due to minor- 
ity shareholders 


Less Stock reserve 


36.000 
4,000 

26.000 
9,756 


60,000 

11,250 

48,750 

2,660 

51,410 

774 

50,636 

2,670 


rrent Liabilities 
nd provisions : 

-current liabilities : 
idry creditors : 

^ Ltd 17,000 

Ltd 61,000 


78,000 

rss Owing by H Ltd 
S Ltd 15,000 


’revisions : 
isions for Pref. 
idend 

rity interest 


Rs, 


Rs. 

1.50.000 

1.60.000 

32,000 

I 

16,244 


Fixed assets 
Goodwill 


Assets 


Rs. 


Rs. 


H-Ltd 1,12.000 

S Ltd 40,000 


1,52,000 

icM Capital reserve 21,801 


Plant & Machinery ; 

H Ltd 95,000 

-S' Ltd 50,400 
Appreciation 6,800 


Less : 

Depreciation 
■ (additional) 


57,200 


1,30,199 


47,966 


63,000 


11,250 

1,02.529 


5.82,989 


340 


56,860 


Furniture : 

Current Assets : 
Stock-in-trade : 


NUd 7.000 j 
5 Ltd 4,600 


! 1,51,860 


11,600 


H Ltd 48,000 ' 
5 Ltd 1,14.000 1 


1,62,000 ' 

Less Stock reserve 2,670 


Sundry Debtors ; 

HLld 70,000 
S Ltd 45,000 


1,59,330 


1,15,000 

Less Owing by 

H Ltd to 5 Ltd 15,000 


Cash at bank : 


HLtd 17,000 , 
■5 Ltd 13,000 • 


1 , 00,000 

30,000 


Rs. 


5,82,989 
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TUTORIAL NOTES 

1. It has been assumed that S Ltd has acquired shares in H Ltd before 
1st July, 1974, the date of purchase of shares by Ltd in 5^ Ltd 
because as per Section 42(3) of the Companies Act, it is not legal 
to purchase shares by the subsidiary company in the holding 
company after it has become subsidiary company. 

2. In this case calculations of holding company's share in capital profits 
and revenue profits of subsidiary company and minority interest are 
to be done with the help of criss-cross formula. This is necessary 
because of irjter-company investment. 5 Ltd is entitled to its share 
m the profits of if Ltd by virtue of its holdings in.ffLtd. Any 
profit going to S Ltd from H Ltd will flow back to H Ltd to the 
extent H Ltd has acquired shares m S Ltd. But when H Ltd’s claim 
in S Ltd IS calculated separately for revenue profit and capital profits 
which depends upon the date of purchase of shares by H Ltd in 5 
Ltd, ( e., 1st July, 1974 in this case It is. therefore, essential to 
know how much profits were earned by S Ltd before 1st July, 1974 
and after Ut July, 1974. Tim earning must include the dividend 
which S Ltd will receive from //Ltd. In order to do that, it has 
become inevitable to know how much dividend H Ltd paid to S Ltd 
'out of profits earned by H Ltd before 1st July, 1974. For this it 
has been presumed that H Ltd had following profits on Ut 
July, 1974 : 

All Reserves Rs. 26,000 

Profits (assumed) 10,000 

Rs. 36,000 

3. Share premium of H Ltd is not touched for the purpose of calculation 
of Ltd’s share in // Ltd ; as per Section 78 of the Act it is treated 
almost equivalent to share capital. 

4. For calculating revenue profitsof/f Ltd after deducting Rs. 10,000 
(capital profits assumed to have been earned before 1st July, 1974) 

- •-* •- — ■*" Mend. It i» 

- ■ in respect 

, )0. Thus 

■ i.e., Rs. 

Rs. 60.000 -Rs. 1 0,000 -Rs. 11,250. 

5. Profits earned by 5 Ltd after 1st Jan,, 1974 are Rs. 12,000 (i.e., Rs. 
20,000 -Rs. 8,000). Out of Rs. 12,000, if claim of preference 
dividend of Rs. 6,000 (7}% of Rs. 80.000) is deducted, Rs. 6,000 is 
left which can be treated as profits during the year. This may be 
divided into two equal parts to know earnings before and afier 1st 
July, 1974, The siatemcnl of capital and revenue profits for 
company 5 may be put as follows ; 

Capital Refttae 
Rs. Rs. 

Appreciation in Plant 
{see 6 below) 

Reserves on 1st July, 1574 


30,000 
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Pro0ts on 1st January, 1974 

Profits on 1st July, 1974 

Profits after 1st July, 1974 

Less Depredation after 1st July, 1974 (fee 7) 


8,000 — 

\ 3,000 — 

3.000 
(340) 


Rs. 47.800 Rs. 2,660 


6. Capital profits on the appreciation in value of machinery is as 
follows : 

Plant and machinery on 1-1-1974 56,000 

Plant and machinery on 31-12-1974 50,400 


Total depreciation of the year 


5,600 


Rate of Depreciation 10% p,a. 

Book value of plant on the date of acquisition 
should be Rs. 56,000 Less depreciation at 10% 
p.a, for 6 months, i.e., Rs 56,000— Rs 2,800. 53,200 

Revised value of plant ou the date of 
acquisition 60,000 

.*. Appreciation in the value of plant (treated 

as capital profit) 6,800 

7. Increase in the value of asset results in increased 
depreciation, i.e., at 10% p.a. on Rs. 6,800 for 6 months 340 

8. Division • of capital profits between H Ltd and minority interest of 
SLtd. 

Let total capital profits of /f Ltd be A 
and that of S Ltd be s 

Then, ^=36, 0004-^^5 ; and 
scm47,m+~/i 

By solving the equations, we get 
s-fe. 57,556 
It « 87,800-4 

Minority interest = x Rs, 57,556 = 

Share of Ltd 57,556 

This is deducted from the cost of control. 

Division of revenue profits between H Ltd and minority interest 

^ , ofSLtd; 

Let total revenue profits of If Ltd be .r, 
and total revenue profits of Ltd be y. 


Rs. 5,755 
=> Rs. 51,801 


Then x 


38,750+ 

= 2,660 + -^ 


By solving the above'equations, we get 
y *» 7,739 (approximately) 


HOLDINO COMPANY ACCOUNTS 


. hca-8' 


Share of minority interest Rs. 7,739 ■= Rs. 774 

Share offl^Ltd in total 

revenue proSts b=Rs. 38,750+Rs. 2,660— Rs. 774 

(Minority interest 

=Rs. 40,636. 

However, this total revenue profits of H Ltd calculated after deduo 
ting minority interest is to be further adjusted for the consolidatec 
balance sheet in the light of unrealised profits which is Rs. 2, 67C 
(see 1 1 belovf). 

Total revenue profit to be shown in balance sheet is Rs 
40,636 less unrealised profits Rs. 2,670, i.e., Rs. 37,966. 

TO. Share of H Ltd in the capital profits of S Ltd as per (8) is Rs. 
51,801. This is the total amount which can appear in the consoli- 
dated balance sheet as capital profits. But capital profits coming 
from S Ltd (Rs. 47,800 less minority interest in capital profits Rs. 
5,755) is Rs. 42,045. Hence, HLtd own capital profits should 
be Rs. 51,801— 42, 045=»Rs, 9,756 is treated as included in reserves 
and is deducted from there in the consolidated balance sheet. 

11. Uorealiitd Profit — |’|® x Rs. 33,000=Rs. 3,000 
(on Rs. 33,000 at 10% above cost) 

Less Minority interest Rs. 3,000 ^ Rs. 300 

• 2,700 

Less Further minority interest because 
of inter-company investment, i.e., 

.ix ~ X Rs. 2,700 30 

Net unrealised profit Rs. 2,670 

Total profit earned by 8 Ltd on the sale of stock of Rs. 33,000 is 
Rs. 3,000. This profit is assumed to be earned by 5 Ltd but remains 
unrealised for H Ltd to the extent th^ are interested in S Ltd. II 

Ltd has 9/lOth interest is 5Ltd. therefore, 9/10>eRs. 3,000, /.e. Rs 

2,700 is not earned by H Ltd. This belongs to the shareholders of 
H Ltd. When it goes to ibe shareholders of H Ltd, then out oF this 
1/9 (i.e., 2,000 out of 18,000 shares) is to go back to 5 Ltd Hence 

• •'U 1 r * |^«_eT4J Is, t?e tfWl nf whlCh l/lOth 

10. Thus out 
of minority 

. . ■ ■ now icR is 


12, Minority interest : 

Preference share capital 
Add Dividend payable 


Rs. 80,000 
6,000 

86,000 
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Equity share capital 
Add Share in capital profits 
Add Share in revenue profits 
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10,000 

5,755 

744 

16,529 

Rs. 1,02,529 


13, Cost of Oontrol ■. 

(a) For shares purchased by H Lid. in S Lid. 


Amount paid for shares 

Less Face value of shares 


1,20,000 

90,000 

Less Capital profits 


30,000 

51,801 

Capital reserve (deducted from total goodwill) 

Rs. 

21,801 

For shares purchased by S Lid. in H Lid. 

Amount paid for shares 

Less Face value of shares 


24,000 

20,000 

Goodwill 

Rs. 

4,000 


(This amount is deducted from premium as this must have been paid 
for it. Alternatively, it could be added to goodwill instead of deducting 
from share premium.) 

Illustratiou 40 

On 1st January, 1963 XLtd acquired 90% of the shares of Y Ltd 
and 80% of the shares of Z Ltd. With a view to increase its holding in Z 
Ltd,- Ltd- disposed of 400 shares in r Ltd at a price of Rs. 160 per 
share on 30th June, 1963 and on the said date purchased a further 10% of 
the shares of Z Ltd in exchange for the proceeds received on the sale of 
shares of Y Ltd. 

The following are the balance sheets of these three companies as on 
31st December, 1963 in a condensed form : 

Atsets 

Fixed assets 
Current assets 
Loans and advances 
Investments : 

Shares of F Ltd 
Shares of Z Ltd 

Rs. 1 13,10,000 i 6,45,000 
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Liabilities 

Share Capital : 

Ordinary shares ofRs. 100 each 

Other liabilities 

Piofil & loss (surplus) account 

Rs. 

i Ltd 
Rs. 

7.00 000 

3.77.000 ■ 

2.33.000 j 

VUd 

R»- 

4,00,000 

1.35.000 

1.10.000 

ZUa 

Rs. 

2,00,000 

2,00,000 

3,50,000 

13,10,000 j 

6.45,000 1 

7,50,000 

Each of the companies has maintained a consc 
plus) account, which shows the following posit 

ilidated pi 
ion : 

ofit and Ii 

5SS (sur- 

Balance as on 1st January, 1963 

Net profit for 1963 

Lets Dividends 

XUd 

Rs. 

3,33.000 

40.000 

Y Ltd 
Rs. 

1,20 000 
30,000 

ZLtd 

Rs, 

2,90.000 

80.000 

3.73.000 ' 

1.40.000 j 

1,50.000 

40,000 

3,70.000 

20,000 

1 2,33.000 1 

1,10,000 1 

3,50,000 


The investment accounts in the books of X Ltd are carried at cost 
except the account representing investment in Y Ltd, which has been 
credited with the proceeds of the 400 shares sold, \i:., Rs. 64,000. 

Vou arc required to prepare (i) the consolidated balance sheet as on 
31st December, 1963 ; and (iV) the supporting work sheet. 

(C.A. FinaJ Nor., 1964) 

CONSOLIDATED BALANCE SHEET OF X LjD & ITS SUBSIDIARIES 
Y LTD i. Z LTD 

aj on Dtetmber 1963 


Liabiliiiet 

Share capital— >7.000 shares , 
of Rs. 100 each (fully paid) 
Investment reserve 
Profit A loss account : 

ATLld 

{see note 2) Rs 2,24.000( 
TLld Nil) 

2 Ltd 5LOOO( _ 

Other habilifies : 

X Ltd 3.77.00CH 

Y Lid 1.35.000 

Z Ltd 2,00,000 


Minority ioterest ; 
Y Ltd 
Z Ltd 


1.02.00d 

35.00a 


Assets 

Goodwill 
Fixed assets : Rs 

A'Ltd 1.20, or 

rLtd 3,80,00 

ZLtd 3,40,000j 


Current assets and loans 
and advances ' 

(a) Current assets 
ZLtd 
rud 
ZLtd 


Z27,0oJ 

2.40.000 

4.10.000 


(b) Loans and advances • 
ZLtd 

ZLtd 23.000 


S.77AV 


Rs. j 18,52.000 • 

TUTORIAL r^OTES 

1 . Calculation of profit made on sak of investmems : 

Price paid for shares in y Ltd (amount given)^ r -- 
3,200 shares ^ ^ ’ 

Add'Sale proceeds of 400 shares @ Rs. .*60 fsdi 
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Total for 3,600 shares Rs. 5,04,000 


Price pfer share 5,04,000—3,600 140 

Profit on 400 shares @ Rs. 20 per share (Rs. 160— Rs. 140) 

being capital profit treated as investment reserve ,8,000 

The amount is tf be debited to investment accoimt and credited to 
investment resei 'e. In the absence of cost price per share the sale 
proceeds of 400 snares have been added. This has been adopted 
only as a crude way of measuring the cost price of 400 shares. 

2. The books of X Ltd do not show separately the amount of dividend 
received from the subsidiaries. It means that the amount so 
received has already been included in the profits made during the 
year. X Ltd is to get 80% of dividend from T Ltd, f.e., Rs. 32,000 
and 90% of dividend from Z Ltd, f.e., Rs. 18,000. 

In the case of T Ltd it has made the total profits of Rs. 30,000 
as against the total dividend paid by it of Rs. 40,000. It, therefore, 
means that the dividend of Rs. 10,000 has been paid out of past 
profits. For X Ltd J of the dividend received, i.e., Rs. 8,000 (i.e,j 
JxRs. 32,000) should be out of pre-acquisition profits and hence is 
a capital profit for X Ltd. It should be debited to profit and loss 
account and credited to investment reserve account. 

Similarly, dividend received by X Ltd from Z Ltd on 200 shares 
is to be divided into two parts, /.c., dividend from 1st January to 
30th June and from 1st July to 31st December. The dividend for 
the first six months is a capital profit because it is a pre-acquisition 
profit. It should also be debited to profit and loss account and 
credited to investment reserve account. 

3. Division of profits of Y Ltd and Z Ltd in capital and revenue may be 
as follows : 


Capital Profit 

Revenue Profit 

YUd 

Rs. 

Rs. 

Balance b/f from 1962 

Add Current year’s profit after 

1,20,000 


dividend 

Less Profit utilised for dividends 

Nil 

... 

in 1963 

10,000 



* 

— * 

Less Share of minority interest 

1,10,000 


22,000 

• a* 

Share of JT Ltd in T Ltd Rs. 88,000 

Nil 

ZLtd 

cssrsssssesa 


Balance b/f from 1962 

Current year’s profit after 

2,90.000 


dividends 

- 

60,000 

6,000 

Less Minority interest (10%) 

29,000 


2,61,000 

54.000 
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Less Transfer from revenue 
profit to capita! profit per- 
taining to 200 shares 
acquired on 30th June +3,000 

Share of X Ltd 2,64,000 

4. Calculation of minority interest : 

YLtd 

Shares BO, 000 

Add Share in capital profits 22,000 

Add Share in revenue profit Nil 


-3,000 

51,000 


ZUd 

Rs. 

20,000 

29,000 

6-000 


Total 


1,02,000 55,000 

Rs. 1,57,000 


5. , Calculation of cost of control : 
Book value of investments : 

TLtd 

ZUd 


Rs. 

4.40.000 

4.27.000 


Less Face value of shares : 

rud 3,20,000 

ZLtd 1,80,000 


8,67,000 

5,00,000 


Less X Ltd’s share in capital 
profits of 7 Ltd and Z Ltd : 

7 Ltd 88,000 

ZLtd 2,64,000 3,52,000 


Cost of control Rs. 15,000 

IIlDStrationdl 

From the following three balance sheets OQ 3Ist January, 1964 
prepare a consolidated balance sheet as on that date r 

ALTD 


LiDbituies 1 

auaie capital : 

7,00,000 shares of Re. 1 each! 
from B Ltd 

Current liabilities 

Profit and loss account 

Rs. 

7.00. 000 

1.00. 000 
3,00.000 
1.80.000 

Assets 

Faed assets 

lomssseotsin subsidiaries: 
40^ sham io B Ltd 
(iTcost) 5.00.000 

IjOOXiOO shares in C 

Ltd (at cosO 80,000 

Rs. 

5.00,000 



Currenl assets, loans 
and adraaces 

4,00.000 

Rs., 

1 

14.80,000 
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B LTD 

Liabilities 

Rs. 

Assets 

Rs. 

quity share capital : 


Fixed assets 

3.00,000 

50,000 shares of Rs. 10 each 

5,00,000 

Current assets, loans and 


Current liabilities 

.1,50,000 

advances 

4,00,000 

’rofit and loss account : 




Pre-acquisition profit 10,000 




Post-acquisition profit 40,000 





50,000 



Rs. 

7,00,000 

Rs. 

7.00,000 


CLTD 


Liabilities 

Ks. 

1 

Assets 

Rs. 

equity share capital : 


Fixed assets 

1,50,000 


Investments : 








(at cost) 

60,000 


Current assets, loans and 


Less Pre-acquisition 


advances 

1,40,000 








Rs. 


Rs. 



===== 




lolution ; 

CONSOLIDATED BALANCE SHEET OF ‘A’ LTD AND ITS SUBSEDIARIES 
‘B’ LTD. AND ‘C’ LTD. 


as on 1st January, 1964 


Liabilities 

Rs. 1 

Rs. 

Assets 

Ks, 

Rs. 

Share capital : 

7,00,000 Shares of Re. 1 each 
Minority interest 

7,00,000 

55,000 

i Goodwill ; ' 

BLtd 

B Ltd via C Ltd 

92.000 

9,000 

1 

Current liabilities : 

A Ltd 

BLtd 

5,00,000 

1.50.000 

1.75.000 

1 

Less Capital reserve 

C Ltd 

1,01,000 

5,000 

96,000 

CLtd 

8,25,000 

1 

i 

Fixed Assets : 

A Ltd 

BLtd 

CLtd 

5.00. 000 

3.00. 000 
1,50,000 

Profit and Loss Account : 

A Ltd 1,80.000 

A Ltd’s share in 

^,50,000 

8,40,000 

B Ltd (4/5) 

A Ltd’s share m 
CLtd (100%) 

A Ltd’s share in 

B Ltd via, C Ltd 
(100% of 1/10) 

32.000 

90.000 

4,000 


Current assets, loans 

1 and advances ; 

/4 Ltd . 

BUd 

1 CLtd 

1 

4.00. 000 

3.00. 000 
1,40,000 

3,05,000 









Rs. 

18,86,000 

i 

Rs. 

18,86,000 


Note : The Conipanies Act, 1956, has not prescribed anv form of the 
consolidated balance sheet, since the Act does 'not require the 
preparation of such a balance sheet. 
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TUTORIAL NOTES 


(1) Cost of Control | Capital Reserve 

Rs. 

5,00.000 

10,000 

Share Capital 

Profit on acquisition 


5,10.000 

A Ltd’s Share : 

of 5.10,000 

Compare : Cost of lavestmcnls by A Ltd 

4,08,000 

5,00,000 

Goi dsvill 

92,000 

C Ltd’s Share : 


Compare : Cost of investmccis by C Ltd 

51.000 

60.000 

OoodwiU 

9,000 

(2) Minority interest : 

Minority interestc*!— — *=’ 

* 10 10 

.*. “ of equity share capital 

50,000 

j^th of profit and loss account as 
on the date of balance sheet 

5,000 

CLtd. 

55,000 

(3) Cost of Control | Capital Reserve 

Net Assets as on the date of Acquisition 

Share capital 

Less Loss on acquisition 

Less Cost of investment by A Ltd 

Rs. 

1,00,000 

15.000 

85.000 

80.000 

Capital reserve 

~ 5,000 

Accounting for Investment la Associated Compaoics financial 

So far the rules and f5'™vc^btcr«plaiKd. Where Ihc 

Statements in relation to subsidiaries na 
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investment does not result in acquiring controlling interest, the practice 
of the accountants hitherto has been to show the investment in the balance 
sheet at cost and to credit any dividends received from such investment 
to profit and loss account as income from investments. This method of 
treatment known as ‘cost method’ has been considered as not satisfactory 
in those cases where the investment is substantial (although not more 
than 50 per cent) and the investor company is in a position to exercise a 
significant influence in the investee company. In these cases the investee 
company is called an ‘Associated Company’ to distinguish it from a 
‘Subsidiary Company’. 

Definition of Associated Company 

- According to the International, Accounting Standards Committee 
(lASC), ah associated company is defined as “an investee company that 
is not a subsidiary and in respect of which . '' 

(a) the investor’s interest in the voting po\yer of the investee is 
substantial, and 

(h) the investor has the power to exercise significant influence over 
the financial and operating policies of the investee, and 

(c) the investor intends to retain its interest as a long-term 
investment.” 

An investor company is deemed to have significant influence over the 
investee company when the investment secures for it a voting power of 
20 per cent and more. An investor may exercise significant influence in 
several ways some of which are : . 

(i) having representation on the Board of Directors, 

(if) participating in policy-making processes, 

O'u) having inter-change of managerial personnel, and 
; (jv) dependence for technical information. 

Equity Method 

For associated companies and also certain subsidiaries the accounts 
of which cannot be consolidated, lASC has recommended ‘equity method’ 
of accounting to record the long-term investments. According to lASC, 
the recognition of income on the basis of the dividends received as is done 
under the cost method may not be an adequate measure of the income 
earned on the investment. This is because the receipt of dividends may 
bear little relationship to the performance of the investee company, its 
earnings or the .asset values. The application of the equity method of 
accounting results in more informative reporting of the net assets and 
income of the investor. 

Under the equity method, the investment is carried at a figure which 
reflects the changes in the net assets of the investee company after 
acquisition. This is done by debiting the investment account with the 
investor company’s share of profits in the investee company. In case of 
losses, as there is a drop. in the net assets of the investee company, the 
investment account is credited. Like-wise dividends paid by the investee 
company result in the reduction of net assets and, therefore they are 
credited to investment, account. Simultaneously the investor’s share of 
profits or losses in the investee company is to be included in the consoli- 
dated profit and loss account. If the investor’s share of lo.sses exceeds 
the carrying amount of investment account, the investment is recorded al 
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ml value. The equity method is suspended under these circumstances and 
is revived when the investee company starts reporting gains, but only after 
its share of the netinco me equalrthe share of the net losses not recognised 
during the period when the equi^ method was suspended. 

In brief, the equity method has come into vogue because of the 
importance the investors attach to earnings as distinct from diWdends. 
That is why even for decisions regarding investments, earnings per share 
and price/eamings ratio (P.E. Ratio) have become more significant than 
dividends. 

QUESTIONS 

1. Consolidate the following Balance Sheets. 
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HOLDING COMPANY ACCOUNT 


YLTD 


1,00,000 shares Re. 1 each fully 
paid up 

Sundry creditors— 

X Ltd 9.d65 

Others 22,335 . 

Profit & loss account 


Rs. 

1 , 00,000 


32.000 

20.000 

Rs, 1,52,000 


Land and building 
Packing presses 
Fixtures 
Stock 

Trade debtors 
Bills receivable 
Cash 


Rs, 

18,00C 

2,380 

570 

45.000 

60.000 
3,504 

22,546 

Rs. 1,52,000 


The holding of' the parent company in T Ltd was acquired sonn 
years earlier at a premium of- 1 5 paise per share, the balance at credit oi 
the profit and loss account of Y Ltd being Rs. 10,000. 

Transactions between parent and subsidiary include the purchase oi 
goods by Y Ltd at cost plus 33 1%. The stock of Y Ltd on 31st Decembei 

consisted of ; ^ 

Goods from X Rs. 1 5,008 

Good^rom other sources 29,992 

45,000 


Cash amounting to Rs. 540 was in transit from Y Ltd to X Ltd at 
the close of business as on 31st December. 

You are required to prepare the consolidated balance sncct to be 
presented to the shareholders of X Ltd showing the position on 31st 
December, . 39' 3 

(Goodwill Rs. 3,750 / Minority interest Rs. 30,000 ; 

BjS total Rs. 2,97,554) 


4. Consolidate the following Balance Sheets. 


i 

' , Capital Rc. 1 share 
Creditors 

Profit and loss account 

H 

Rs. 

1,400 

350 

260 

S 

Rs. 

1 l',000 
190 

1 320 

1 1 

Sundry assets 

Shares in S Ltd 

900 shares at cost 

i 

Rs. 
885 ' 

1,125 

S 

Rs. 

1,510 


2,010 1 

1,510 ! 

, 

2,010 

1,510 


On the dale of acquisition of shares by //Ltd in S Ltd the credit 
balance on latter’s profit and loss account was Rs. 220. No dividends 
have been declared since that date. 39'4 

(Goodwill Rs. 27 ; Minority interest Rs. 132 ; BjS total Rs. 2,422) 
S. From the balance .sheets and information given below prepare a 
consolidated balance sheet. 



B Ltd 

SLtd 1 

// Ltd 

WSBSk 

Share capital : j 

RS. 

Rs. 

R.s. 

■ Rs. 



[ Sundry assets 

80,000 

12,000 

(Rs. 10 per share 1 

\ 

'1,00,000' 

1 Stock-in-trade 

61,000 

24.000 

I'ullv paid) 1 

20,000 I Debtors 

13,000 

17,000 

Profit ft lo-iS A 1 

i 40,000' 

12,000 j Bills receivable 

1,000 

Rcicrvc; | 

10.000 

(i.OOO !• Shares in S Ltd 


Cicd';r<rs : 

20.000 

12,000. R-i. 1.50','. at cost 

3.000 ! 

15.0K)j 


i.ro.O-iO i.toc.r !l,70.00Ci| 53.<'t'0 
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Addilional InformatioD 

CO All profits of 5 Co Ltd have been earned since the shares t^erc 
acquired by H Co Ltd but the reserve of Rs. 6.000 was already 
there at the time. ^ 

i/J) Bills accepted by S Co Ud arc ait iaravo\iTQri{ Co Ltd which 

has discounted Ks. 2,000 of them. 

(ill) Sundry assets of S Co Ltd are undervalued by Rs. 2,000. 

- (iv) The stock-in-trade of /r Co Ltd includes Rs. 5,000 bought from 
S Co Ltd at a profit to the latter of 25% on cost. 

[B. Com. (Hons.) Calcutta 1977] 
(Consolidated BjS total Rs. 2,08.250 ; Capital reserve Rs. 6,000 i 
Minority interest Rs. 10,000) 
6. H Ltd acquired 6,000 ordinary shares of Rs. 10 each in 5Ltd 
on 31st December 1976. The summarised balance sheets of /T Ltd and 
S Ltd as dn that date wre : 



H Ltd 

Slid. I 

HUd 

Slid 


Rl. 

Rs. 

Rs. 


Share capital : 


Fixed assets 

2,55.000 

1,28,000 

Authorised 

4.00.0« 

1.20.000 Investments ia <9 Ltd at 








JO.OOO shares fully paid 

3.00.00C 

... Rs. to each 

t.OO.POO 

... 



60.0W Stock 

30.000 

10.000 

Capital reserve 


34.00( Debtors 

10.0CO 

10.000 


20.00C 

lO.OOt Balance at bask 

10.000 

7,000 


20.001 

2.000 Bills receivable includ- 



Hills payable Includine 


Ins Rs. 700 from 5 Ltd 

2,000 

.. 

Rs. l.oOO to H Ltd 

... 

3,500 



Creditors 

35,O0C 

17J0C 



Proposed d.vidend 

30.000 

8.000 




4.05,000 

1.55.000 

4,05,000 

1,55.000 


Note— On balance sheet of K Ltd; There Is a contingent liability for bills 
discounted of Rs. 1,200. 


You are given the following information. 

(а) On 1st January 1977, Ltd utilised part of its capital reserve 
to make a bonus issue of one share for every four shares held. 

(б) Stock in hand of ^ Ltd inclcdcs Rs. I.SOO for goods at invo/w 
price bought from S Ltd. When invoicing goods to ff Ltd, 
•SLtd adds 20% to cost. You are required to prepare the surn- 
marised consolidated balance sheet as ojj Jst January 1977 and 
show therein how your figures are made up. 

(B. Com. Madras, April 1978) 

(Consolidated B.'S tohii Rs. 4,59,075 ; Capital Reserve Rs. 275 ; MJnorl'^^ 

interest Rs. 33,5^ 

7. Following are the Balance Sheets of Holding Ltd and^''bsi •’ 

Lid as at 3lst December 


holding company ACCOUMS 


are capital ; 
lares of Rs. 100 each 
5 neral reserve 
on 1st January 1962 
ofit and loss 
account 
ills payable 
reditors 


1 HLtd 
Rs. 

SLtd 

Rs. 

5,00,000 

2,00,000 

1,00,000 

60,000 

1,40,000 

80,000 

90.000 

40.000 

50.000 

8,20,00c 

4,40,000 


Goodwill 

Land and buildings 
Plant and machinery 
Stock-in-trade 
Debtors 


HLtd 

■Re 

■40,000 

2,00,000 

1,60,000 

1,00.000 

20,000 


SLtd 

Rs. 

30.000 
1,30,000 

90.000 

90.000 

75.000 


2,40,000 
60,00oi 2 5,000 


8,20,000 4,40,000 


p,omaod^ W sbowad a 

S 62 fUeTS 196?' TMs«d'e"„d;ar?redUed to -d 

" fd fAvTa“aZt1Sd." .latf 

SfcbtaaTwhicb then atlod in the boobs at Rs I.OO.OM '•et'^^J 
at Rs. 1 50' 000. The new value was not incorporated in the books. No 
changes in these assets have been made since that date. 


Prcnare consolidated Balance sheet of /f Ltd as iit 31st Dcccmbf 
, 962 . IC.U., B. Com. Hons. 1966) 39 

{Minority interest Rs. 99,375 : Balance Sheet total Rs. 9,89,75{l 

8 . The following are the balance sheets of H Ltd and S Ltd as o 
21 . 3 . 1979 , figures being in lakhs of rupees : 


Ltabitities 


H Ltd S Ltd 
Rs. Rs. 


Share capital : 

Share of Rs. 1,000 each 
Reserves and surplus : 
General reserve 
Profit and loss account 
Current liabilities 


Fi.xed assets 
Investments in 5 Ltd 
Current assets 


Rs. 20 20 


The following further information is furnished : 

1 . H Ltd acquired 300 shares in S Ltd On 1-4-1978, when tl 
reserves position of S Ltd w’as as under t 

(a) General reserve, 6 lakas (/;) Profit and loss account balance 3 lakl 

2 . On 1-9-1978. S Ltd issued 2 shares, for every 5 shares held i 
bonus shares at face value of Rs. 1,000 per share. No entry is made, : 
the books of ff Ltd, for the receipt of these bonus shares. 

3. On 30-6-1978. 5 Ltd declared a dividend, out of its preacqui: 
tion profits, of 20% on its the then capital. If Ltd credited the receipt 1 
dividend to its profit and loss account. 

4. S Ltd owed H Ltd Rs. 3,00.000 for the purchase of stock fro 

tr Ltd. — The- entire -stock- is -held nn 31.3.1979: — ff-I.td m.ndp 


ptont oi zu/o on cosi. 


5. H Ltd transferred a plant to 5for Rs. 2,00,000, The book v«iii# 
of the plant to H Ltd was Rs. 1,50,000. 


6. The profit and loss account of Ltd, for the year, showed a 
balance of Rs. 4,00,000. This, after deduciitfg the opening balance flou) 
of Rs. 2,00,000, is shown in the balance sheet. ' ^ 


Prepare a consolidated balance sheet as on Jl-3-79 (C.A. Final May, 79 ) 
(Capital reserve Rs. 2,80,000 ; Afinority interest Rs. 5,20,000 ; 

f>alancc sheet total Rs. 3l.40'.000i. 
Tfln.,a«, fcquirea the whole of the shares m the S Ltd as on Jsl 
wh “ Tht balMce sh«K on 3lst 

SSiM wcr”sMdSf°"“ ' companiB were prepared and 



. - . 

' Rs. 11,20,000. The balance snccii 
tsofboth companies were prepared 


The H limited 

BALANCE SHEET 
as on 31st December, 1977 


Ltekililtei 

Rs. 

Asieis 

RS. 

Share capital : 

Authotlsed and issued- 
15,000 shirea of Rs 100 
each fully paid 

Creditors (o) 

Oenenl reserve 

Profit & loss account (e) 

15.00. 000 

1.50.000 

9.50.000 

8.00. 000 ' 

Freehold premises 
Maehmtty 

Stock (6) 

Debtors 

Investments 

Cash 

§§§§§§ 


Rs 34.00.000 1 


Rs 34.00.000 


(fl) Includes Rs. 60,000 for purchase from the S Ltd on which 
the latter company made a profit of Rs. 15,000. 

(6) Inclodcs Rs. 30,000 stock at cost purchased from the H Ltd 
part of Rs. 66,000 purchases [see Note (o)]. 

(c) Includes interim dividend at the rate of 10 per cent per annum, 
free ofta^ from the 5 Ltd, 

The S limited 


balance sheet 
as oo 3l5t December, 1977 


Ltabtiiiies 


Share capital : 

Authorised and issued— 
504)00 sharesoTRS. 10 each 
fully paid 
Creditors 

General reserve as on 1st 

January. 1977 

Profit and loss account 


5.004)00 

1,61.000 


20,000 

3,60,000 


4sfeu 


Rs. 


Freehold premises 

Machinery 

Stock 

Debtors 

Cash 


3.00.000 

2.71.000 

2 . 02.000 

1.58.000 

1.19.000 


Rs. 10.41.000 { 


Rs ladl.OOQ 


Note-The balance on profit and loss account on 1st 3»nuaty 

was Rs. 2,80,000, an interim dividend of 10 per cent per annum, free o 
tax, having been paid during the year in respect • 

December. 1977. 
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HOLDING COMPANV ACCOUNTS 


Make the necessary adjustments and show a consolidated balance 
sheet as on 3 Isi December, 1977. 

(Total of consolidated balance sheet Rs. 35,73,500) 

10. The following are the summarized balance sheets of H Ltd and 
8 Ltd as on 31st March, 1969 ; 


Authorized and issu- 
ed share capital : 
Equity shares of Rs. 
10 each 

7% Pref. shares of 
Rs. 100 each 
Genera! reserve 
Profit & loss ac- 
count 

6% Debentures 
Proposed- dividends ; 
On equity shares 
On preference shares 
Debenture interest 
accrued 
Creditors 


Liabilities 
B Ltd 
Rs. 


S Ltd 
Rs. 


6,00,000 2.00,000 


1 noonn 
1,97,000 


60,000 


2.94,000 


1,60,000 
on onn 

88,800 

40.000 

20.000 
11,200 

2.400 

1,24,400 


Assets 


Fixed assets (Net^ 
15,000 equity shares 
of S Ltd at cost 
1.200 preference 
shares of S Ltd 
at cost 

Rs. 10,000 6% De- 
bentures of S Ltd 
at cost 

Current assets 


HLtd SLtd 
Rs, Rs. 

5,00,000 4,40,000 
V 

3.30.000 — 

1 . 20.000 — 


10,000 — 
2,91,000 2,86,800 


Rs, 12.51,000 7,26,800 


Rs, 12,51,000 7,26,800 

The following particulars are available : 

(a) The general reserve of S Ltd as on 31-3-68 was Rs. 80,000. 

(b) i/Ltd acquired the share-cum-dividend in SLtd on 31-3-68. 

(c) The balance of profit and loss account of 5 Ltd is made up as 

follows j Rs. 

Balance as on 31-3-68 56,000 

Net Profit— year- ended ^1-3-69 64,000 


Less Provision for proposed dividends 


1 , 20,000 

31,200 


88,800 


- (d) The balance of profit loss account- of S Ltd as on 31st 
March, 1968, is after providing for the preference dividend of Rs. 11,200 
and proposed equity dividend of Rs. 10,000 both of which were sub- 
sequently paid but credited to profit and loss account of 77 Ltd. 

(e) No entries have been made in the books of Tf Ltd for debentures 
interest due from or proposed dividend of, S Ltd for the year ended 31st 
March; 1969, 

(/) S Ltd has issued fully paid bonus shares of Rs. 40-,000 on 31st 
March, 1969, among the existing shareholders by drawing upon the gene- 
ral reserve. The transaction has not been given effect to in the tooks of 
S Ltd. 


You are required to prepare a consolidated balance sheet of H Ltd 

and Its subsidiary company S Ltd as on 31 st March, 1969. 39-10 


. ... , , , fl.CW.A. January, 1970) 

(Total of consotidatea balance sheet Rs. 15,79,900 ; Mlnoruv 
interest Rs. 1,40,000 ■, Goodwill Rs. 62,100) 
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II. Grip Ltd which has an authorised and issued share capital of 
1,00,000 ordinary shares of Re. 1 each fully paid had a balance on revenue 
reserve of Rs. 16,200 on 3lst December 1973, after paying a dividend for 
the year ended on that date. 

You are also given the following information : 

(1) On 31st October 1974, Gr.p Ltd purchased 9,000 of the 10.000 
issued ordinary shares ofRe. 1 each fully paid in Hand Ltd for 
Rs 1 4,250. The balance on revenue resen’c of Hand Ltd as 
on 31st Dcamber 1973', bad been Rs, 3,450 after paying a 
dividend for the year ended on that date, 

(2) For the year ended 3Ist December 1974, Grip Ltd made a 
trading profit of Rs. 18,640 and paid a dividend of 15%, whilst 
Hand Ltd made a trading profit of Rs. 4,000 and paid a divi* 
dend of 20%. 


(3) For the year ended 31st December 1975, Grip Ltd made a 
trading profit of Rs. 26,540 and paid a dividend of 20% whilst 
Hand Ltd incurred a trading loss of Rs 4,100 and no dividend 
was paid. 

(4) Daring the year ended 31st December 1975, Hand Ltd had 
manufactured and sold to Grip Ltd an item of plant for Rs. 

8,000 which included a profit oc selliDg price to Hand Ltd of 
25%. The plant had been included m the fixed assets of Grip 
Ltd and a full year’s depreciation had been provided tbereon 
at 20% on cost. 

You are required to show how the above items would be refiected in 
f.j 32st December 1975, 

• ■ • f ' • • • ■ ing year, and to pro* 

r . “ ■ ' * , ' • ■ . • , ■ the figUTCi contained 

therein. 39‘13 

(Professiooal Examinatiou— England, May 1976) 
[{Capital reserve Rs. S55 ; Afmariiy interest Rs. 1,135 {1975) 
Rs. IMS {1974) ; Revenue reserve Rs. 21,850 {1975)\ 

12. The following is a surociary of the balances m the books of 
BlacL Ltd and Bird Ltd as on 3ht March, 1965 : 

Credits : Black Ltd Bird Ltd 

Rs. Rs- 


Authorised and issued capital, 
fully paid : 

Ordinary shares of Re. I each 
7% Non-cumulative preference shares 
of Re. I each 
General reserves 
Profit and loss account 
Provision for depreciation of fixed assets 
6% Debentures 

Proposed dividends on ordinar) shares 
Proposed dividends on preference shares 
Debenture interest accrued 


3,00,000 1,00.000 

^ 80,000 

50.000 40,000 

98,500 44.400 

60.000 30.000 

^ 20,000 

30.000 10.000 

5,600 

^ 1,200 
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HOLDING COMPANY ACCOUN 


Make the necessary adjustments and show a consolidated balam 
sheet as on 3 Isi December, 1977. , 

(Total of consolidated balance sheet Rs. 35,73,50{ 

10 . The following are the summarized balance sheets of H Ltd an 
B Ltd as on 31st March, 1969 : 


Authorized and issu- 
ed share capital : 
Equity shares of Rs. 
10 each 

7% Pref. shares of 
Rs. 100 each 
OcQSr^ j'Acgrvg 
Profit & loss ac- 
count 

6% Debentures 
Proposed-dividends ; 
On equity shares 
On preference shares 
Debenture interest 
accrued 
Creditors 


Liabilities 
B Ltd 
Rs. 


S Ltd 
Rs. 


6,00,000 2,00,000 


1 no nan 


1,97,000 

60,000 


2,94,000 


1,60,000 
BO nno 


88,800 

40.000 

20.000 
11,200 

2,400 

1,24,400 


Rs. 12.51,000 7,26,800 


Assets 


Fixed assets (NeD 
15,000 equity shares 
of S Ltd at cost 
1.200 preference 
shares of S Ltd 
at cost 

Rs. 10,000 6% De- 
bentures of S Ltd 
at cost 

Current assets 


HLtd SLta 
Rs. Rs. 

5.00,000 4,40,000 
\ 

3.30.000 — 


1,20,000 


10,000 — 

2,91,000 2,86,800 


Rs. 12,51,000 7,26,800 


The following particulars are available ; 

(a) The general reserve of S Ltd as on 31-3-68 was Rs. 80,000. 

(b) /TLtd acquired the share-cutn-dividend in 5 Ltd on 31-3-68. 

(c) The balance of profit and loss account of S Ltd is made up as 


follows ; 

Rs. 

Balance as on 31-3-68 

56,000 

Net Profit— year- ended '31-3-69 

64,000 


1,20,000 

Less Provision for proposed dividends 

31,200 


88,800 


- (d) The balance of profit and loss account- of S Ltd as on 31st 
larch, 1968, is after providing for the preference dividend of Rs. 11^200 
id proposed equity dividend of Rs. 10,000 both of which were sub- 
quently paid but credited to profit and loss account of .H" Ltd. 

(e) No entries have been made in the books of Ltd for debentures 
erest due from or proposed dividend of, S Ltd for the year ended 31st 
arch; 1969. 

(/) 5 Ltd has issued fully paid bonus shares of Rs. 40-,000 on 3 1st 
irch, 1969, among the existing shareholders by drawing upon the gene- 
reserve. The transaction has not been given effect to in the hooks of 
-td. 

You are required to prepare a consolidated balance sheet of H Ltd 
Its subsidiary company S Ltd as on 31st March, 1969. 39'10 

(I.C.W.A. January, 1970) 

al of consotidatea balance sheet Rs. 15,79,900 ; Minority 
interest Rs. 1,40,000 ; Goodwill Rs. 62,100) 
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II. Grip Ltd which has aa iMtbortscd and issued share capital of 
1,00,000 ordinary shares of Re. 1 each fully paid had a balance on revernie 
reserve of Rs. 16,200 on 31st December 1973, after paying a dividend for 
the year ended on that date. 


You are also given the following Information : 

(1) On 31st October 1974, Crip Ltd purchased 9, OOOof the 10,000 
issued ordinary shares of Re. I each fully paid in Hand Lid for 
Rs. 14,250, The balance on revenue resen-e of Hand Ltd as 
on 31st December 1973, had been Rs. 3,450 after paying a 
dividend for the year ended on that dale. 

(2) For the year ended 31st December 1974, Grip Ltd made a 
trading profit of Rs, 18,640 and paid a dividend of 15%, whilst 
Hand Ltd made a trading profit of Rs. 4,000 and paid a divi* 
dendof20%. 


(3) For the year ended 3lsi December 1975, Grip Ltd made a 
trading profit of Rs 26,540 and paid a dividend of 20% whilst 
Hand Ltd incurred a trading loss of Rs. 4,100 and no dividend 
was paid. 


(4) During the year ended 31st December 1975, Hand Ltd had 
manufactured and sold to Grip Ltd an item of plant for Rs. 
8,000 which included a profit on selling price to Hand Ltd of 
25%. The plant had been included in the fixed assets of Grip 
Ltd and a full year’s depreciation had been provided thereon 
at 20% on cost. 

You are required to show how the above items would be reflected in 
»Ln ...... T nn 31$t December 1975, 

, f , • • • « 'iitg year, and to pro* 

. , - • ; ' • * ; • , ■ the figures contained 

therein, 39‘23 


(Professional Examloalion— England, May 1976) 
UCapi/af reserve Rs. SSS ; Mmoriiy interest Rs. 

Rs. 1^45 \i974) ; Revenue reserve Rs. 21,850 (1975)1 

12. The following is a summary of the balances in the booVs of 
Black Ltd and Bird Ltd as on SIst March. 1965 ; 

. Black Ltd Bird Lid 

R,. RJ. 


Authorised and issued capital, 
fully paid ; 

Ordinary shares of Re, 1 each 
7% Non-cumulative preference shares 
ofRe. I each 
General reserves 

Profit and Joss account • 

Provision for depreciation of fixed assc,» 


3,00,000 1,00,000 

— 80,000 

50.000 40,000 

98,500 44,400 

60.000 30,000 

_ 20,0(X) 

30.000 10,000 



104 • 

HOLDING COMPANY 

ACCOUNTS 

Creditors ^ 

87,000 

32,200 

- 

Rs. 6,25,500 

Gsscstssi sa 

3,63,400 

czaessssss 

Debits : 

Black Ltd 

Bird Ltd 

* 

Rs. 

Rs. 

Fixed assets at cost 

75,000 ordinaiy shares in Bird Ltd 

2,50,000 

2,20,000 

at cost 

1,65,000 

— 

Rs. 5,000 6% debentures of Bird Ltd 
60,000 Preference shares in Bird Ltd 

' 5,000 


at cost 

60,000 

— 

Current assets 

1,45,500 

1,43,400 

' 

6,25,500 

3,63,400 


You ascertain the following : 

(1) Black Ltd acquired the shares in Bird Ltd cum-dividend, on 
31st March 1964. 

(2) The general reserve of Bird Ltd was the same on 31st Marcia, 
1964, as on 31st March, 1965. 

The balance on the profit and loss account of Bird Ltd is made 
as follows : 

Bird Ltd 
Rs. 

Balance on 31st March, 1964 28,000 

Net profit year ended 31st March, 1965 32,000 


60,000 

Less : Provision for proposed dividends 15.600 


Rs. 44,400 


(3) 


(4) 


(5) 


( 6 ) 


The stock in trade of Bird Ltd on 31st March 1965, included 
Rs. 16,000 in respect of goods purchased from Black Ltd. These 
goods had been sold by Black Ltd to Bird Ltd at such a price 
as to give Black Ltd a profit of 20% on the invoice price. 

Ltd on 31st 

n preference dividend of 

Ks, 5,600 and a proposed ordinary dividend of Rs. 5,000 both 
of which were subsequently paid but bad been incorrectly credi- 
ted to profit and loss account in the books of Black Ltd. 

of Black Ltd in respect 
St interest due.from, or the proposed dividend of 

Bird Ltd for the year ended 3Ist March, 1965. 

ordinary share 

Snnrt Jiad been increased by Rs. 20,000 by capital- 

ising part of the general reserve issuing 20,000 Re, 1 shares to 
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the existing shireholders in proportion to their existing bold- 
wgs This transaction bad not yet been shown in the books of 
Bird Ltd. 

You arc required to prepare the consolidated balance sheet ©f Black 
Ltd. and its subsidiary company Bird Ltd as on 31st March, 1965. 
Workings are to be shown. 

Comparative figures arc not required. 

(C.A. Final England, May, 1966) 
{ContoUdated BIS total 6^97,550 / Goodwill Bs. 31,050 1 
Minority Interest Rs. 70,000) 
13. You are requested to prepare from the following data the con- 
solidated balance sheet of a group of companies : 

BALANCE SHEETS 

« oo ilit December, 1978 
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Note: /fUd had contingent /iabi/it/es in respect of (a) bills dis- 
counted Rs. 8,000, and (h) a guarantee of the debentures issued by B Ltd. 
H Ltd and A Ltd bolb purchased their shares in B Ltd on 1st Jan- of the 
currentyear. if Lid purchased 75,00t) shares in .4 Ltd on 1st Jan, ofthe 
previous year when the debit balance on the latter company’s profit and 
loss account was Rs. 8,000. 

{Goodwill 36,250 / Minority interest SSfiOO ; B[S 5,03,125) 
15. Following are the particulars regarding the'purchases made by 
H Ltd in its subsidiaries A Ltd and B Ltd and also by A Ltd in B Ltd. 


Rs. 1,000 (Df.) 


Rs. 600 (Dr.) 


ProJit existing on the date 
of pxirrhaie 
A Ltd B Ltd 

Apri. 1, 1939 //Ltd purchased 60% of share holdings 
ofilLtd 

Sept. 1, 1969 A Ltd purchased 10% of share holdings 
ot is Ltd 

Nov, 1, 1969 ffLtd purchased 80% of share holdings 

of A Ltd Rs. 2,000 (Cr.) 

You are required to prepare a statement showing (0 minority inte* 
rest m the profits ; (it) holding company's share m pre-acquisition profit : 
and (ill) holdmg company's share m post-acquisition profit. You have 
been given tiiar totA profits on 31$t December, 1969 (date of consoli- 
dation) nere : 

A Ltd Rs. 3,000 (Cr.) 

B Ltd Rs. 2,400 (Cr.) 


{Minority interest Rs. 1^80 ; pre^acquisiilon profit Rs, 940 ; Post- 
aequismon profit Rs. 3,080} 


16 The final sections of the profit and loss accounts of A Ltd, 
BUd, and CLtd, for the year coded 31st December, 1974 are as follows ; 
A LTD 


Proposed dividend 
fiilance canied forward 

RiT 

20,0C0 

14.090^ 

Rs. 34,000 j 

j Net profit for 1974 
Balsace oa 31-12-73 

Ks 

24.600 

9.400 

34,000 
Rs. 


BLrD 


Balance carried forward 

Rs.| 
10,000 1 

1 

1 Net profit for 1974 
Balaaoe os 31-12-73 

2.C00 


10.000 1 


10,000 


rLTD 


Net loss for 1974 

Ba/joce earned forward 

El. 

1.400 

300 

Rs.~1.7» 

Balance oa3M2-73 

I.7U0 

RS.7.W 


Rs, l.nw 

.4 Ltd acquired Ike 1972. 





CONSOLIDATED BALANCE SIJEET 


Note: Hm had 


conJingenf JJabilitiw io rwpcrt of (a) <fjj. 
— 


fo«tcK'’S tm" 

(GydtvHl 36,250 / Minority interest 55,000 ; ff/S S 0S,i25) 
Trr*J^^' are the patti'cuiafs itgafding the' purchases made bv 

/TLtd m its subsidiaries A Ltd and B Ltd and also by A Ltd in B Ltd. 

I*ro/!t exUtlns on the dote 
cf firehose 
A Ltd BLtd 

Apfi. 1, )959 H LM purchased 60% of share holdings 

l.000(Df.) 

Sept. J, i9C9 A Ltd purchased JOX of share holdings 

Rs. 600 (Df.) 

Nov, j, J969 H Ltd purchased 80% of share holdings 

of A Ltd Rs 2,000 (Ct.) 

You are required to prepare a siateraeflt showing (0 nsmority mic» 
re« Hi the profits ; (//) holding company’s share m pre-acqoisition profit ; 
sod (ill) holding company's share in post*acquisition profit. You have 
been given tnar total profits on 3)si December, I%9 (date of eonsoli* 
datron; «e/e . 

A Ltd Rs. 3,000 (Cr.) 

BLtd Rs. 2,400 (Cr.) 

iMinority interest Rs 1^360 ; pre-acquisit/on profit Rs. P40 Pott- 
acquisition profit Rs. 3,060) 
16. The final sections of the profit and loss accounts of A Ltd, 
B Ltd, and C Ltd, for the year ended 3i$l December, 1974 are as follows : 
,<LTD 
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The balance of Rs. 2,000 on profit and loss account of R Ltd at 
31st December, 1973 represents a credit balance of Rs. 1,200 brought for- 
ward from 1972 and a net profit Rs. 800 in 1973. 

No dividend has been paid by either R Ltd or C Ltd, since the 
bolding company acquired the shares. 

You are required to .prepare the final section of the consolidated 
profit and loss account of A Ltd, for the year ended 31st December 1974. 

(Institute of Coy Secritaries April, 1975) 
[(/) Revenue profits : A Ltd Rs. 19,200 ; B Ltd 8,800 ; C Ltd 1,400. 
(i7) Capital profits : B Ltd Rs. 1,200 : C Ltd 7,700)] 

17. From the balance sheets and information given below, prepare 
consolidated balance sheet of A Ltd, and its subsidiaries : 


As on 3ist December 1975 


(Rs. in lakhs) 


Liabilities 

1 

A Ltd B Ltd 
Rs, I Rs. 

CLtdi 
Rs, 1 

Assets 




Equity share capital 


■ESI 

20 

Net fixed assets 




(Rs. 100 fully paid) 




' Investments at cost : 



1 

Reserve and surplus 

125 

45 

— 

60,000 Shares of R Ltd 

90 




Secured loans 

200 

too 

10 

20.000 „ „ CLtd 


10 


Unsecured loans— 




Current assets : 


1 


(0 From A Ltd 


25 

15 

Due from subsidiaries 

55 

5 


(//) From others 

75 

25 


Other sundry assets 

345 

245 

mB 

Current liabilities 



i 

Profi A loss account j 



' 5 

and provisions : 







i 

<0 Due to A Ltd 

— 

15 


I 




(i7) Due to others 

220. 

125 

30 , 


1 

1 

1 


‘V Total 

770 

435 

75 

Total 

770 

435 

1 75 

■ 

— — 

sssssvs: 

= =S» 



l=:S==S= 



A Ltd acquired the shares of B Ltd several years ago when the 
reserves and surplus of the latter stood at Rs. 25 lakhs. 


(h) The shares of C Ltd were acquired by B Ltd when the book value of 
the former’s equity was Rs. 5 lakhs. 


(t^) 

(d) 


(^) 


Sundry assets of B Ltd include a portion of stock-in-trade purchased 
from C Ltd, for Rs. 9 lakhs. Goods supplied by CLtd, to its holding 
company were invoiced at cost plus 12-5 per cent thereon. 

A remittance of Rs. 5 lakhs by B Ltd, to its subsidiary, remained 
unaccounted m the books of the latter, since the same has not been 
realised by its bankers till the close of the accounting year 


The provisions made by A Ltd and B Ltd include an amount 
15 lakhs and Rs. 1 1 lakhs respectively for proposed divider 
(Jax implications may be ignored.) 35 


(C.A. Final May 1976) 
(Cost of control! goodwill Rs. 20,00,000 : Total of balance 

sheet. 11, 39, 000) 

18. Alpha Ud acquired 75% of the shares of Beta Ltd whose last 

available balance sheet on 3Ist March 1974, stood as follows : 
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Share capital : 

20,000 shares of Rs. JOO each 

Rs. 

20.00,000 

Fixed assets 

Current assets 

Ks. 

22,00,000 

6.00,000 

Genera! reserve 


Profit and loss A/c 

Sundry creditors & bills 

1.00.000 



payable 

3,00,000 1 



Rs. 

28,00.000 


Rs. 28,00,000 


The purchase was effected by issuing 11 shares of Rs. 100 each In 
Alpha Ltd for every 10 shares of Beta Ltd taking into consideration the 
fact, which was not adjusted in the books of either company, that the 
fixed assets of Beta Ltd were over valued by Rs. 3,00,000. 

Both Beta Ltd and Alpha Ltd acquired the shares m Sine Ltd to 
advance the group interests on the basis of the balance sheet of Sine Ltd 
which on 31st March 1974 was as under : 


Share capital : 

ks. 

Goodwill 

Rs- 

1. 00.000 

10,000 shares of Rs 10 each 

1,00,000 

Land & building 

3,00,000 

General reserve 

30,000 

Other assets 

30,000 

Profit & loss account 

Sundry creditors 

20.000 1 
3,00.000 1 

6,50,000 


6,30,000 


Alpha Ltd acquired 7,500 shares and Beta Ltd the rest of the holding by 
paying Rs. 12 per share. Goodwill of Sine Ltd is of no value. 

The balance sheets of the three companies as on 31st March 1975 
stood as under : 


Liabilities 
Share capital 

5p,000 shares of Rs. 100 each 

20.000 shares of Rs. 100 each 

10.000 shares of Rs. 10 each 
General reserves 

Profit and loss account : 
(inclusive of current profits of 
Rs. 7-5 lakhs of Alpha Ltd) 
Sundry creditors 


Assels 


Goodwill 

Fixed assets including land & 
buildings 

Investments at cost ; 

Shares in Beta Ltd at cost 


Alpha 

Beta 

Sine 

Rs. 

Rs. 

Rs, 

50,00,000 

5,00,000 

20,00,000 

4,00,000 

1,00,000 

30,000 

10.00,000 

1,75,000 

95,000 

5.50,000 

3,50,000 

4,00,000 

70,50,000 

29,25,000 

6,25,000 

Alpha 

Beta 

Sine 

Rs. 

Rs. 

Rs, 

5,00,000 

— 

1,00,000 

41,00,000 

22,00.000 

5,00,000 

16,50,000 

- 

- 
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Shares in Sine Ltd 
Current assets 


90,000 30,000 — 

7,10,000 6,95,000 25,000 


70,50,000 29,25,000 6,25,000 


The following additional information is also furnished. 

1: Current assets of Alpha Ltd include a portion of stock-in-trade 
purchased from Beta Ltd for Rs. 25,000 on which Beta Ltd had 
made a profit of 25%. 

2. Cash of Rs. 5,000 was in transit from Sine Ltd to Beta Ltd. 

3. Assume that profits had accrued uniformly throughout the 

year. » 

4. Alpha Ltd acquired its holdings in Beta Ltd on 1st June 1974 
and both these companies acquired shares in Sine Ltd on 1st 
October 1974. 

You are required to prepare a consolidated balance sheet as at 31st 
March 1975, of Alpha Ltd and its subsidiaries. 39-13 

(C.A. Final November, 1975] 
(Consolidated balance sheet total Rs. 84,49,375) 


19. Below is given balance sheets of Rich Ltd, Poor Ltd, and 
Solvent Ltd as at 30th June 1974. 



Rich Ltd 

Poor Ltd 

Solvent Ltd 


Rs. 

Rs. 

Rs. 

Fixed assets (at cost less 




^ depreciation) 

2,00,000 

2,50,000 

2,00,000 

•i ’ Investments : 




’ '0 Equity shares in Poor Ltd 

3,50,000 



,500 Equity shares in Solvent Ltd 

2,00,000 



< 400 Equity shares in Poor Ltd 



45.000 

Current assets : 




Debtors 

20,000 

90,000 

40,000 

Stock 

20,000 

70,000 

50,000 

Cash and bank balance 

10,000 

1,65,000 

45,000 


8,00,000 

5,75,000 

3,80,000 


es c=3 

dS SSS 



Equity share capital (Rs. 100 each) 

5,00,000 

4,00,000 

2,50,000 

Profit and loss A/c 

2,50,000 

1,00,000 

30,000 

Current liabilities : 




Sundry creditors 

46,000 

67,000 

80,000 

Bills payable 

4,000 

8,C00 

20,000 


8,00,000 

5,75,000 

3,80,000 



= s=sc= = 

c= = =:e=3 


Addition.'!! Information 


(fl) Profit and loss A/c of Poor Ltd includes Rs. 25,000 as ore- 
c.cquisition profits, the balance representing post-acquisition 
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account for the year ended 31st December 1970, suitable for incorp^ation 
in tlie published accounts of A Ltd which will not include a.^parute 
profit and loss account for the holding company. Working should be 
submitted. / 



A Ltd 

B Ltd 

' 

Rs. 

Rs. 

Profit and loss account balance at 



, 1st January 1970 

36,000 

15,000 

Trading profit 

71,000 

40,000 

Dividends (gros.s) from B Ltd preference 

.5,400 


Ordinary 

7,500 


^ , Rs. 

1,19,900 

55,000 


cs = c:=i = 


Depreciation 

12,000 

4,000 

Debenture interest 

10,000 


Taxation 

22,000 

15,000 

Director’s emoluments 

7,000 

3,000 

Dividends paid : 



Date of payment 



6% preference : 30th June 


3,000 

3 1st December 


3,000 

Ordinary ; 



• Interim 3Cth June 

12,000 

5,000 

Final 31st December 

12,000 

5,000 

Profit and loss account balance- at 



31st December 1970 

44,900 

17,000 

Rs. 

1,19,900 

Rs. 55,000 

The following information relates to share capital : 



A Ltd 

B Ltd 

Ordinary shares of Re. 1 each fully paid ' Rs. 

4,00,000 

2,00,000 

6% preference shares of Re. 1 each foully 

... 

1,00,000 

. Shares in B Ltd held by A Ltd : 



Ordinary shares acquired 1st July 1970 


1,50,000 

Preference shares acquired 1st January, 1970 


90,000 


Income and expenditure are deemed to accrue evenly throughout the 
year. All dividends are payable out of the current year’s profits. The 
directors of B Ltd resigned on 1st July 1970, and were replaced on that 
day by directors of A Ltd who are to receive the same remuneration as the 
former directors. 

(I.C.W.A. England June 1971) 
{Balance carried forward ; A Ltd 41,150 ; B Ltd 750 ; Total 41,900) 
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ASSIGNMENT ASATERIAL • 

Ohjcclivc tyre r,cestions 

I State whether the follow ing statements are ‘True* or ‘False’. 

1. Every holding' company is required to prCKnt a consolidated 
balance sheet under the Companies Act, 1956. 

2. Minority interest shown in the consolidated balance sheet is Ute 
equity held by the outsiders in the subsidiary company. 

3. Cost of control is the excess price paid for the investment over 
and above the proportionate share of the net assets acquired by the hold* 
ing company. 

4. There is need to show the inter-company dividends in the con* 
solidated profit and loss account. 

5. Profit on the revaluation of fixed assets of subsidiary at the time 
of acquisition is a revenue profit and is credited to profit and loss account. 

6. Issue of bonus shares out of pre-acquisition profit by the suN 
sidiary company has no effect on the accounting treatment. 

7. No holding company can become the subsidiary of another 
company. 

8. The financial year of the holding company and the subsidiar. 
company must be tbe same. 

9. In the case of a vertical group the holding company does no 
consider the sub>sub$idiary for the purpose of consolidation. 

lu. When a holding company has more than one subsidiary, it open 
an Investment account in respect of each such subsidiary. 

11. For calculating minoriiy interest there is need to distinguish 
between capital aqd revenue profiis of the subsidiary. 

II. Fill ia the blanks : 

1 . The parent organisation acquiring controlling interest in aaoiher 

company is called (he company. 

2. While preparing a consolidated balance sheet invesiaient 

holding company in the equity shares of ihc subsidiary i$ replaced by ^ 
and of the subsidiary. 

3. While preparing the consolidated balance sheet comrsca 

tions should be 

4. Issue of bonus shares out of post-acquisition ' 

sidiary company has the effect of .. the paid-ep »*•"* 

and the cost of goodwill of the holding oorsF^* ^ * 

5. The dividend declared by the 

the holding company is from the consoids-w ' 

6. Dividends paid out of pre-acquiMUJ'- F^~ ^ 

account by the holding company. .• 

7. For acquiring a conlrol/iog . ' 

possess more than of the eqssO 

8. A company hastoicqorr- — 
in order to become a holding 
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III. Indicate tbe correct answer : 

1. Holding company's share of losses in the subsidiary incurred 
after the date of acquisition is 

(a) a revenue loss 

(b) capital loss 

(c) None of the above. 

2. For recording the ionc'ferm investments in associated Companies 
lASC has recommended 

(a) equity method 

(b) market price method 

(c) cost price method. 

3. A company in which the investment is substantial (although not 
more than 50%) and the investor company is in a position to exercise 
significant influence in the investee company is called 

(a) an associated company 

(b) a subsidiary company 

(c) a trust company^ 

.4. To become the holding company it must acquire another 
company's 

(fl) equity shares 
{b) preference shares 
(c) convertible bonds. 

5. The unrealised profit on inter-company transactions is eliminated 
in respect ol 

fa) minority share 

(b) holding company s share 

fc) minority shareholders and holding company proportionately. 

6. The cut-off date for the distinction between the caoital and 
revenue profits of a subsidiary is the 

(а) balance sheet date of the holding company 

(б) balance sheet data of the subsidiary company 

(c) date of acquisition by holding company. 

7. The dividends rec.’ived from the subsidiary from out of pre-- 
acquisition profits are to be credited by a holding company to 

(a) the investment account 

(b) the profit and loss account 
(r) the general reserve account. 

SUGGESTED READING 

2. Structure of Consolidated Accounting — ^Kenneth Jaeger 

2. i4ccou/jmnrj>— William Pickles 
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4. IAS-3 — Consolidated Financial Statements. 

5. Advanced Accounting — Floyd Beans 
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fature and Limitations of 
'inancial Statements 


FINANCIAL STATEMENTS 

Fioaocial stateacnts are prepared for the purpotc ot fireicnihi!/. a 
eriodica! rexHW or report on the ptofteithy ihe manager/^'.nt anri dtJil 
ith (t) ef ike tMesmenrs {q fhe buiirresr, and (//> multi 

cfiieved daring the period under review* 

The term fir^eia! ftct/mrnfs at ofed in acfour.lin^ /ef‘cf» to et lf 2 «t 
Bostatrment^ which the aceouj tert prepare* at the end nf a r»'fn ptind 
if time for the buiif^tt ecttfptite. 71 e#c»iaiemcrli are . //; p'r ht ano 
W5 account, tod (ii) Ulinre fhret Balance iVeet it prcf ario v-Hh ft 
<ie« to show the fiececUt p<r.;tiori at on a paPiewlar date- lie tiilt t'O 
fthich books arc fcahs'fi zzd etcr'ed zr.oacccurit ate prepared The 


purpose of prefit ard Ic^t aewer i it io atcertain the ret feti.’» n' lr*djnf 
aoititier, sav, for a jsa'. ai the Ion<*r ?8ro »j)) afTeci ovr*r’*5^’'T!'' 
In the words of Ktr^ O-C'-tfrarr. -the balarce r?j ?> » le del- 


ttibed as financial crcir^e-t-Wi uUr. it etftsm r.ttfv'.U and ‘1^ ea»T3> 
irgs iiatemeatt as ccf.ix'jti ibdirj nft*e fftyt-ih or V;’ 

cross-sectxsii *’ In the cue cfa L.r.rtrd ccer.panj -ta tr. -fU 

also inciede **Pfo5t andl/**’. Acco-jfi - r*’,,',} 

tom sto tohdK i: ia sa Sartos .ril-Kir.f 

Fends^.t 


U) Bilasee Sheet 


oaiznce ssm 

(0 ftl!i=ct Aett « •*■*/*?*“ * 
Kricll*. s;«aiL;r. u a 1-— * 

»itofc hiT: -3 ;■, • ; . 

r~t i;wr fc-lV:^ ' 

Urz-ti:r ' ‘ 




. ,V 

ex d-c. 





eirsazd S/ i 


r-zjrtl „ . 
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and debentures account, preliminary expenses account are not transfcrre( 
in full to profit and lv>ss account of one year. They are spread over tw( 
or three years. In such a case, these accounts keep on showing somi 
balances and thus keep on appearing in the balance sheet until they an 
fully written off. 

(//) Balance sheet as a stttement of assets and Habiliiies. The .shce 
of balances (balance sheet) is divided into two equal parts jii'-.l in the %\a; 
we do for preparing a ‘T’ shape account.^ On the left .'■ide of this slice 
are shown such accounts which have 'credit balances and th.at on th 
right-hand side which have debit balances. The left-hand side is tallei 
the “liabilities” side and tbe right-hand one the “assets” side. Sme 
balance sheet (also called position statement or stateme.at of f.nancia 
position) exhibits assets and liabilities, it is often defined as .a statemen 
of assets and liabilities. To make the balance sheet more meaningful i 
the reader, the asrets and liabilities are grouped differently from thos 
found ini the ledger accounts. The grouping of these accounts also differ 
from one enterprise to another according to the nature of the businesj 
For example, the arrangement of assets m a manufacturing entity is i 
the order of permanence (z.c.. Goodwill. Land, Building, Machinery 
Furniture, Prepaid expenses. Stock-in-trade, Debtors, Bills receivabh 
Cash at bank. Cash in hand) ; in a banking business in the order c 
liquidiiy (Cash in hand. Cash at bank. Money at call and short notia 
Investments, Advances, Bills receivable being bills for collection, etc.) 
and in an insurance enterprise in the order which is neither an order < 
permanence nor a liquidity order (Loans, Inve.stmenls, Agents’ balance 
Outstanding premium. Interest, Dividends, Bents outstanding, etc ). 

{Hi) Balance sheet as a statement of sources and lises of capita 
The balance sheet may also be described as a statement of sources an 
use? of capital. The capital here has been used in a broad sense to raea 
the total capital of the business from whatever source it might have bee 
, acquired. The sources of caoital (owner, creditors, loans, bank ove: 
■ drafts) are shown on the liabilities side and uses of the total capital (lam 
building, machinery, furniture, stock, etc.) on the assets side. In othc 
words, all liabilities are sources and all assets are uses. It must be o 
membered that cash balance (being an asset) is also an use. Since us( 
of capital in the business must be equal to the sources of capital, the tota 
oi the two sides of a balance sheet must be equal. This approach to tf 
balance sheet emphasises that it is not and does not purp wt to be 
statement of value ; it is only a listing of the sources and investments > 
capital. 

CLASSIFICATION OF ASSETS AND LIABILITIES 

This can best be done through a balance sheet which displays tl 
assets and liabilities in a systematic manner. A perusal of any balan 
sheet would reveal that these items fall into two sections One— tho 
items which are frequently changing their form otherwise known 
current assets and liabilities aid tvvo — the remaining items which a 
relatively stable and better known as fixed assets and longterm liabiliti 
iicluding o .vners equity. Such a division of the balance sheet into tv 
part? has some significaice as is evident from the following discussion. 
Current Assets and Liabilities 

An excess of current assets over current liabilities is often referr 
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to either .15 ‘n .1 current asieis’ or ‘working capital*, ir, on the other hand, 
current liabilities exceed the current assets the difTercnre would be termed 
as ‘working capiUl deficit’. Wn:n the working c.ipital is in deficit, the 
business may be laced with a tejbn cal insolve.icy — a situation where the 
business is unab!e to m.-et its ooligations ai they fall due. Actual in- 
solvency IS different from the techaical insolvency in the sense it arises 
only when the a-sets after being reuliied arc rot sufficient to meet the 
liabilities in full. 

The' identification of current assets and current Ihbiiities has 
traditional'y bcei eonsiiere 1 i%ci' il nforraition to as<et user- of financial 
statements m a ulysng an e.iterpri>e*:i fioaocial position. A short-term 
investor always his a special interest il the working capital portion of a 
business and will not be willing to advance unless there is a safe and 
sufficient mir^in between the current assets and current lUb-Ii'tes. So all 
the crednors provi'ing short-term credit centre their attention on this 
portion of the balince sheet Whei an orgaitsation is established, pro- 
moters norm illy ensure t'lat a portion of the working capita! is provided 
from out of owners’ funds Otherwise it may be lead to an unsatisfactory 
Situation of the orginisation factig 'he or iblem of working eipnal deficit. 
The I itjfoatioaal Accounting StaoJardsCoTiTs tt« has published Inter- 
national Aciounting Standard (IAS 13) with regard to the presentation of 
current assets and liabilities and is reproduced below : 

INTERNATIONAL ACCOUNTING STANDARD 
(Presentation of Current Assets and Current Liabilities) 


lotrodacdon 

1. ‘This statetr* • 
current assets and c • 
ment does not deal 
liabilities. 





Explanation 

2. Tht idtjliScation of cuncnt MSets and current liabililiei hw 
traditionally been considered useful information to assist users of financial 
statements in analysing an enterprise’s financial position. 

3 An excess of current assets over current liabilities is often 
referred to either as ‘‘ne» current assets” or as "working capital . 


Altemallre Views of Current Assets and Current LlablliH's 

4. Some regard the ctassificatjon of assets an I 

"current” and "no icarreoi" as behg i■«te^ded to E'^f. /f’j’l/nn*- ! 

measure of an enterp'ise’s liq'iidity, that is, it* ability to . 
activnies on a day-to day basis without °r 

cijs Others regard this clisvfi.'a'ion ’ 
those resources and obliga‘iois of the • «r . . . • 

circulating . ..... «,;<;* 

5. These purposes are to a certain extent imomps TOS « 

because, in measunn? liquidity, the cr.te'ioi S'Ij bereaJJsed 

li.Wlilre, M current or riun-ratreiit B whu’litr 


liabilities as current or non-current i _ _ 

or UqnidaleJ in the near future. Tns entenon 


for idenuYyiog 
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and debentures account, preliminary expenses account are not transfern 
in full to profit and loss account of one year. They are spread over tv 
of three years. In such a case, these accounts keep on showing son 
balances and thus keep on appearing in the balance sheet until they a 
fully written off. , 

(ii) Balance sheet as a stitement of assets and liabilities. The she 
of balances (balance sheet) is divided into two equal parts just in the w 
we do for preparing a ‘T’ shape account. On the left side of this she 
are shown such accounts which have credit balances and that on t 
right-hand side which have debit balances. The left-hand side is tall 
the “liabilities” side and the right-hand one the “assets” side. Sm 
balance sheet (also called position statement or statement of financi 
position) exhibits assets and liabilities, if is often defined as a statemr 
of assets and liabilities. To make the balance sheet more meaningful 
the reader, the asrets and liabilities are grouped differently from the 
found in the ledger accounts. The grouping of these accounts also diffi 
from one enterprise to another according to the nature of the busine 
For example, the arrangement of assets in a manufacturing entity is 
the order of permanence {i.e.. Goodwill. Land, Building, Machine 
Furniture, Prepaid expenses. Stock-in-trade, Debtors, Bills receivab 
Cash at bank, Cash in hand) ; in a banking business in the order 
liquidity (Cash in hand, Cash at bank. Money at call and short noti 
Investments, Advances, Bills receivable being bills for collection, etc 
and in an insurance enterprise in the order which is neither an order 
permanence nor a liquidity order (Loans, Investments, Agents’ balanc 
Oulstanding premium. Interest, Dividends, Bents outstanding, etc ). 

{Hi) Balance sheet as a statement of sources and lises of capil 
The balance sheet may also be described as a statement of sources a 
use? of capital. The capital here has been used in a broad sense to me 
the total capital of the business from whatever source it might have be 
1 acquired. The sources of caoital (owner, creditors, loans, bank ov 
drafts) are shown o.n the liabilities side and uses of the total capital (lai 
building, machinery, furniture, stock, etc.) on the assets side. In otl 
words, all liabilities are sources and all assets are uses. It must be 
membered that cash balance (being an asset) is also an use. Since u 
of capital in the business must be equal to the sources of capital, the tot 
on the two sides of a balance sheet must be equal. This approach to I 
balance sheet emphasises that it is not and does not purp ^rt to h 
statement of value ; it is only a listing of the sources and investments 
capital. 

CLASSIFICATION OF ASSETS AND LIABILITIES 

This can best be done through a balance sheet which displays 
assets and liabilities in a systematic manner. A perusal of any balai 
sheet would reveal that these items fall into two sections One — thi 
items which are frequently changing their form otherwise known 
current assets and liabilities and two — the remaining items which 
relatively stable and better known as fixed assets and longterm liabilii 
itcluding o.vners’ equity. Such a division of the balance sheet into t 
parts has some signifieaice as is evident from the following discussion. 

Current Assets and Liabilities 

An excess of current assets over current liabilities is often refer 
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tJei(hcf . 11 'o.f current aiscts' or *«rorkmg capital*. If. on the other hand, 
current liabilities exceed the current aweti the d.fTercnee would be termed 
as working capital deficit*. Wnm ihe Mrorking capital is in defiiil, the 
basincsi may be raced with a leern.cal insolveicy — a situation where the 
basinesi is unable to ra:et its ooligations at they fall dae. Aclualin. 
solvency is difTerent from the tecbaicaf insolvency in the sense it arises 
rcali'cd are not sufllcieot to meet the 

liabilities m full. 


The- identification of current assets and current Iitbilit'ei has 
traditional'y beei jonniere 1 Kcfil iiformition to ai<ct user- of financial 
statements m a lalysing an e.itcrpriic’s fiaaacial position. A shorwerm 
investor always his a siecial interest ii the working capital portion of a 
business and will not be willing to advance unless there is a safe and 
suflScient mirgia between the current assets and current liib-li'iei. So all 
the creditors provi log short-term credit centre their attention on this 
portion of the balance shell. When an organisation is established, pro- 
moters norm lily ensure that a portion of the working capital is provided 
from out of owners’ funds Olher*isc it may be lead to an unsatisfacto^ 
Situation of the orginisation facing 'be oroblem of working cspiial deficit. 
7 ■■ r^--. *'as published Intcr- 

‘ \ I ‘the presentation of 


INTERNATIONAL ACCOUNTING STANDARD 
(Presentation of Cerrent Assets and Current Liabilities) 


Introdnetlon 

1. This statement deals with the meaning and presentation of 
Current assets and current liabilities in fiiancisl statements. This state- 
ment does not deal with the basis of valuation of these assets and 
liabilities. 

Explanaiion 

2. The identification of current assets and current liabilities has 
traditionally been considered useful information to assist users of financial 
statements in analysing an enterprise’s financial position. 

3 An excess of current asseti over current liabilities is often 
referred to either as “ne^ current assets” or as "working capital” 
Altemallve Views of Current Assets aod Current Llabllilles 

4, Some regard the classificatjon of assets an I lubiliiies into 
"curTinl” and "nor carreol” as being iitended to give an approximate 
me -sure of an enterp-ise’s liquidity, that is. its anility to carry on its 
actjvtiies on a day-to day basis withoui eicounlenng tmaociil stringca- 
ebs Others regard this cl isi’fi,-a'ion as providing an identification of 
those resources and obliga‘iaas of the enterprise that arc continuously 
circulating 

5. These purposes are to a cenain extent intompa*ible This is 
because, in measuring liquidity, the cntCMOi for classifyng a'sets and 
liabilities as current or non-current is whe'her the items will be realised 
or liquidated in the near future. The criicrioa for identitymg assets and 



the prodMP^"’^- however ic , ,, '^‘^t^ncnf AboI 

‘;5:S£l4'€iSs«ESa.; 


c 

mary ( 

M AT 


loneer • i> normal odcm#;^^ to be ^“rrent a< 

E'“"4S ™S?r‘'aS' 

items ba^/ed 

^he present pfS,V. «>aveatbn . .1^" ‘'“"ent or ^ ^^Qer 

.'^ K'UT “ors' 

'™s raci„*d i„ r.„ “"‘I - 

. . 7. Ca,h '" '?"!"' Asseto 


w «-'wjuvv, 

terns Included in Curr -“ >-u 

tt ^ loan cfnA^j 


10. A joa " ^^fabii/ties cycle. 

'y claSaS^W Of a ,o„g,_ ,. ^., “ "S'-' <0 doj 

f '"nt l/abi,,-,“a7™"' liabfli,).” ?^'''!y Payable ,»i,bi„ 

dhin one year is so^'^^'"^^’’ the portion that /h 
3re o/>«« j* , Dar:i«^ “‘^biJitv ^rr^.^ .» 


'Vlien an ^«-ts. ^^^thniint i7r '1 e; 

• ^ccordance^^Jl^-flf® excludes a Ihu v ° ^ ^ 

?!l^n disclos-d ^ P^^'^graph li the current r 

'■ '“'"'"a ™o , be 

‘he final cas 


fSA-5 


Chapter 1 / Natore aod LlmHatioBS ofFinaneli! SfatcorBU 

Presenfatioa in the I'loancial StatemeDts 

13. The u»efulnsss of the current ; noi-curreot diit'nif on js improved 
by grouping and totalling current asseti and currect liabilities. 

14. To permit adequate identiScatton of the separate assets and 
liabilities nf the enterprise, the amount at which a current asset or current 
liability is stated is generally not reduced by deducting another current 


Limitations of the Current ; Non-Current Distinction 

15. The current non-current distirciion is generally believed to 
provide an identification of a rcljtivcly liquid portion of an enterprise's 
total capital that constitutes a margin or buffer for meeting obligations 
within the ordinary operating cycle of an enterprise. However, as long as 
a business IS a goi-'g eolcern. It must, for example, coQtinuou\|y replace 
the inventory that It realises with new inventory 10 order to cirrv on its 
operations. Also, cjrrcnt a>se*s may include inventarics that are not 
expected to be realised id tne near future. On the other hand, many 
enterprises finance their operations with bank loans that are s'ated to be 
payable 00 demand and are hence classified as current liabilities. Yet, 
the demand feature may be primarily a form of protection for the lender 
and the expectation of both borrower and Iroder is that the loaa will 
reinai i outstanding for some considerable period ofjime. 

f- ''urreat liat lilies 

• . . • ' an enterprise, 

•• • regarded as an 

indicaiiO'i of financial problems. It is not appropriate to draw such coa» 
elusions without considering the nature of the operations of the eslerprise 
and the individual components of its current assets and current liab'liiies. 

17. The segregation of assets and liabilities current and 

noQ-curreat is usually not considered appropriate m the financial stale- 
nients of enterprises with mdeterminate or very long optraimg cycle . 

11 Thus, while mauy 

and liabilities is a usefal tool in fiojocal ' m sleading in 

tou..,ons of wu h,«in:Uou make KoW « “ ',7, 

mssy circam.macei. Impusitmo o. a E-O-m ' ^ 

Cu'rent aissls .ml Iiaailitus la t.g.i. ' this Statement is in'ended 

roasidc.-ation of these quesiioas. A'tW'aj'- ' ^ t choase to idealify 

INTERNATIONAL accounting STANDA 

(Presentation of M 

IiiicrmSioiiul Accounting Standaru U y c/ paragraphi ^ 

Siaienv.ii. Tiic S'ondanl should be y- l„,gfrut{onaI Acci 

of the Siateinent and of the Preface to Siatentcn r cy 
Siaiulards. . ' - ■ 

». Ereh euterpri.e »>>?““ - 

current assets and current haWtl'C^ Vi - 


Chapter 1/Flniind*l Statement Analpiis 

labilities as circulating, however, is whether.they are consumed or settled 
in the product! jfl of revenue within the normal operating cycle’^ of an 
enterprise. For example, construction work-in-progress would, undei 
the first criterion, be largely excluded from current assets, while luidei 
the second criterion it would be included. 

Present Practice 

6. These competing considerations have led to the, adoption ir 
mary countries of a position whereby items are included in current asset! 
on the basis of whether they are expected to be realised within o/ie yeai 
or within the normal operating cycle of the enterprise, whichever is th( 
longer ; items are included im current liabilities if they are payable at tbi 
demand of the creditor or are expected to be liquidated within one year 
Even when this approach is used as the general rule, there .are instsnee 
of the inclusion or exclusion of individual items based on dilTeren 
criteria. Hence, the classification of items as current or non-current ii 
practice is largely based on convention rather than on any one concept 
The present practice as to the classification of current assets and curreti 
liabilities is given below. 

Items Included in Current Assets 

7. Cash and bank balances are included in current assets unles 
restrictions on their use make them unavailable for current operations. 

8. Trade and other receivables are included in current assets t 
the extent that they are expected to be realised within one year. Some 
times all trade receivables are included in current assets, in which cas 
the amount not expected to be realised within one-year may be disclosed. 

9. Inventories are usually included in current assets in thei 
entirety, notwithstandihg that they may include i!ems not expected to bi 
.realised within one year or within the normal operating cycle. 

terns Included in Current Liabilities 

10. A loan stated to be payable at the demand of the creditor i 
usually included in current liabilities. However, if the creditor has agreec 
to a schedule of repayment, the Iran is sometimes classified on the basi 
of scheduled repayment, notwithstanding the creditor’s right to deman< 
payment at any time. 

11. . The portion of a long-term liability payable within one year i 
usually classified as a current liability. This item is sometimes exclude< 
from current liabilities if the enterprise intends to refinance the obligatioj 
on a long-term basis and there is reasonable assurance that the enterprisi 
will be able to do so. Similarly, the portion of a long term liability pay 
able within one year is sometimes classified as non-current if assets exist 

, ing at the balance sheet date, out of which seltlement is to be made, hav< 
been excluded from current assets. 

12. When an enterprise excludes a liability from the current classifi- 
cation in accordance with paragraph 11, the amount and the circum 
stances are often disclosed. 

* The operating cycle of aa enterprise normally refers to the average time 
between the acquisition of materials entering into the process and the final cash 
realisation. 
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Presenfation in the Financial Statements 

13. The u%cfulQ5« of the current : no.^-current dist'ni-foT js Improved 
oy groupinc and totalling current assets and current liabilities 
!• L 1 *^' Perfnit adequate identification of the separate assets and 
liabilities nf the enterprise, the amount at which a current asset or current 
liabUily IS stated is generally not reduced by deducting another current 
liability or current asset, u— - .t ./r.,.,- v, 

when a legal right of set-< '••• ^ . 

tioQ as to the realisation ■' • - . 

Limitations of the Current ; Noo-Currcnt Distinction 

15. The current : non-current dislirction is generally believed to 
provide an identification of a relatively liquid portion of an enterprise's 
total capital that constitutes a margin or buffer for meeting obligations 
within the ordinary operating cycleof an enterprise. Houever, as long as 
a business is a going concern, it must, for example, continuously replace 
the inventory that it realises with ne# inventory 10 order to cirrv on its 
operations. Also, current assets may include inventories that are not 
expected to be realised in the near future. On the other hand, many 
enterprises finance their operations with bank loans that are s’ated to be 
payable on demand and are hence classified as current liabilities Yet, 
the demand feature may be primarily a for,m of protection for the Under 
and Jhc expectation of both borrower and lender is that the loaa will 
remai i outstandiig for some considerable period ofjime. 

V *'■ V ' • f • '*.* * *’*• -.r- turrent hat lities 

• • • . • • >f an enterprise, 

• . • • .,••••. ... regarded as an 

indicaiio'i of financial problems. It is not appropriate to draw such coS' 
elusions without considering the nature of the operations of the enterprise 
and (he individual components of its current assets and current liabilities. 

17. The segregation of assets and liabilities between current and 
noQ-curre;it is usually not considered appropriate in the finincia] state* 
meats of enterprises with indeterminate or very long operating cycles 

IS. Thus, while many bclic'^c that the identification of current assets 
and liabilities IS a Useful tool in financial aoai/sis, others believe that the 

Iimiritio.ns of 

many tircutn* ■ • • 

cu're.nt assets s * ■ ■ • ‘ ■ 

co.^slde.'ation • ' ■ , ' ’• ' •• • ' * * s . • 

only to narmoiiic practices followed by enterprises that choose to identify 
currei.t assets and liabilities in their fiaanciat slateraeots. 

INTERNATIONAL ACCOUNTING STANDARD 13 
(Presentation of Current Assets and Liabilities) 

Jiilcrmihiial Accounting Staldard 13 comprises paragraphs 19-28 of this 
Stuteimai. Ths S’cndard shouU be ivad in the context of paragraphs 1-18 
of the Staiciiwit and of the Preface to Statements of International Accounting 
Standards. 

19. Each euterpriiC should determine whether oi not to present 
current assets and current liabilities as separate classifications in its 
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nancial statements. Paragraphs 21 — 27 of this Standard apply when 
he current : non-current distinction is made. 

20. When the curreat : non-current distinction is not made in the 
nancial statenients of an enterprise, no sub totals of the amounts of 
ssets and of liabilities should be given that would imply that such 
astinction is made. 

APPLICATION OF THE CURRENT : 

NON-CURRENT DISTINCTION 

Durrent Assets 

21. Among the items included in current assets should be : 

(c) Cash and bank balances available for current operations. 
Cash or bank balance whose »ise for current operations is 
subject to restrictions should be included as a current 
• as^et only if the duration of the restrictions is limited to 
the term of an obligation that has been classiBed as a 
current liability or if the restrictions lapse within one year. 

( 6 ) Securities not intended to be retained and capable of being 
readily realised. 

(c) Trade and other receivables expected to be realised within 
one year of tlie balance sheet date. Trade receivables 
may be included in their entirety in current assets, provided 
that the ataount not expected to be realised within one 
year is disclosed. 

{d) Inventories. 

(e) Advance payments on the purchase of current assets. 

(/) Expense prepayments expected to be used up within one 
year of the balance sheet date. ' 

Current Liabilities 

22. Among the items included in current liabilities should be obli- 
gations payable at the demind of the creditor and those pans of the 
following obligations whose liquidation is expected within one 3 ear of 
the balance sheet date : 

(fl) Eank and other loans. If a loan is repayable m accordance 
with a schedule of repayment agreed witli tt.e creditor, the 
loan may be classified in accordance therewith, notwith- 
standing a right of the creditor to demand current payment. 

( 6 ) The current portion of long-term liabilities, unless excluded 
under the provisions of Paragraph 23. 

(c) Trade liabilities and accrued expenses. 

(d) Provision for taxes payable (see International Accounting 
Standard 12, Accounting for Taxes on Income). 

(e) Dividends payable, 

{/) Deferred revenues and advances from customers. 

(g) Accruals for contingencies (see International Accounting 
Stjudard 10, Contingencies and Events Occurring after the 
Balance Sheet date). 
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23. The current portion of a long-term liability may be excluded 
from current lubtimes if the enlerprixe iuieod! to refinance ihe obligation 
on a long-term haais an t mere is reaso.,ab.e atsurance that the ent-rorUe 
will be anie to do so Demonstration of this ability would teijuire either • 
(o) the issue of share capital or a long-term obligation after 
tlie date of the balance sheet ; or 


(6) a non cancellable financing agreement that does not exolre 
w.tmn one year of the bilafice sheet date and that the 
lender or investor is finaacially capable of hojour/ng. 

24. When an enterprise excludes a liability from the cutrent classi. 
fication in accordance with Paragrph 23, the amount of the liability and 
the terms of the refinanemg should be disclosed. 


Freseotation in the Finaaclal SCateoeDts 


25. The amount at which a current asset or current liability is stated 
in the financial statements should not be reduced by the deduction of 
another current liability or current asset unless a legal right of set-off 
exists and tne off-seiting represents the expectation as to the rea'i^ation 
of the asset or settlement of the hability. 

26. Pcoecess pajments and advances may be deducted from the 
amount of related construction work-m-progress, provided disclosure is 
made in accordance with International Accounting Standard 11, AccousU 
log for Coastruciioo Contracts. 

27. Ihe total amount of current assets and the total aaount of 
current liabilities should be disclosed lo the financial statements. 


Effectife Date 

28. The Internattoial Accounting Standard becomes operative for 
financial statements covering periods beginning on oraftcr January 1, 
1981. 

Fixed assets. Any asset held for the services it y,icWs in the ^p^ro- 


tttmtd as fixed assets.* . 

Lons-ttrm liability or fixed liabililies All lubililies wbicb dope 

bemme due lor puj mert lU one year and wbicb <<0 . "9“'^ '“S 

asiel.” for their payment are classified as long-teim iMbnnies or fixed 

liabilities. ^ . . 

p . r 1 , 1 n..« The balance sheet can be presented la 

>.0 wJJsT 0).“- ™--' 

Under honzoiial 

iJde. Assets are ’ • 

taadsicc I.j the 

hues oj me righl-anu s.-v. ... ,oie trader's uujiuus . 

PteiCTiUiion ot tne botance sheet 01 a sw , .i.inUBri&ia 
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Am! Brothers 
BALANCE SHEET» 
As on December 31, 1979 


Liabilities R.S. 

Current liabilities 
Creditors 
Bills payable 
Bank loan 

Outstanding expenses 
Income received in advance 
Fixed liabij'ities 
Loan 
Mortgage 
Capita! 

Anil 


Rs, 

• This is in the order of liquidity. 


Assets R.S. 

Current assets 
Cash in hand 
Cash at bank 
Debtors 
Bills receivable 
Stock-in trade 
Investments (give details) 

Fixed assets 

Furniture and fittings 

Plant and machinery 

Buildings 

Land 

Goodwill 

Rs. 


The vertical presentation of the balance sheet is as under* ; 
Mahendra & Company Ltd 
BALANCE SHEET 
As an December 31, 1979 

Uses of Funds 
Fixed Assets ; 

Cost Depreciation Net Rs. 

Land 10,000 — 10.000 


Buildings 20,000 

Machinery 6,000 

Furniture 5,000 

ICurrent assets ; 

Stock-in-trade 
Sundry debtors 
Bills receivable 
Cash at bank 
Cash in hand 


Less : Current liabilities : 
Sundry creditors 
Bills payable 
Outstanding expenses 


Net working capital 
Total net assets 


2,000 18,000 

1,200 4,800 

600 4,400 

37^200 


6,000 

4.000 

2.000 

4,000 

500 

16,500 

3,000 

2,800 

1,200 

7,000 

9,500 
Rs. 46,700 


* Refer also JllustratJon F*b. 90. Page 4-266 of n volume. 
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purces of Funds : 
barcho)(lcr&' funds : 

Sh.ire c p (al 2Q.('00 

Ke>erve> , 5[otO 


25.0U0 

«oans 21,700 

Rs. 46,700 


2) Profit dad Loss Account* 

This is also called profit and loss ftatemrnt or income statement. Proot 
lOd loss account is a very important part of Gnao;ial sutemenis inasmuch 
IS the detcrratailijn of net profit ofa business eitefpnsc ii the c?nffal 
■eaiure of accounting Business is conducted prinirily to earn profit, 
rhis statenteat mitches revcnuii{eg., sales) and cojts incurred in the 
process of earnms revenues (e.?, cost of goods sold, adnm-.tritm sell- 
ing and di^lnbJt•oa and other general eape.nses) Toe lacame statement 
can be “mafripfe step" income statemeat or “smg/c rfep" income statc- 
cjeot. The p'oQt under ‘ multiple-step” income stafems.nt is detcrraioed 
13 various iiteps : 

F/rjt, sales aid other operating revenues are compareJ with the cost 
of goods sold 10 give the gro»s profit (If cost of goods sold exceeds the 
talcs reveaue and other operating revenues then there WiU ne a gross /essj. 

Secondly, from the cross profit other (often divided 

into administralioa, selling and distributioa expenses) are deducted to get 
operatinc profit. 

Tlutdly. to the operatfos pwfit olbef '’‘’’‘"f ™ 
add:J aid ihsrefrom other d;d-operali3«^Mp:ai.i ar.^d.d^-«d. ^Tht 


Ktatoot 6gore is net pto6t 
tlOD seeoidary activitiet. f ? basiotli is not to deal inSatnK, 

rereived by a oomptoy ’jj'?'- “"“ “jns, f„ 3 j mcidenlal activities ; 
property and mvesimenls. Olher ttpsns.l pf jaieresl. 

for example, finiacing costs, so.h a* tocP k.. 

’ .. r„«M isdedactcd from the net profit bc- 

Foarthly, the provision « 

fore tax. The result is net profit allei u 

Fifthy, 
tsle of invcsi 


he result IS nerp ,ni.i/,sjes r.g., gain or to« on the 

other extraordinap- ° ‘ iovvanet of jccoW? ixxss for 
•cstmenis or loss An example of 

.. r. .. ft tneose. 


arriving at the fiial figure off^‘ 

beoae statemeji has been glvto » P •' 


« - -am- itit'raMt rs caafusinj la 
It is said that ■■multiple-step t,V.eS ado?: •■fislr-step- 

Order to avo d this defect. d.nt sle? « '» 

ttMa: stJtemett. Wider tins ' ■”/o„ or 


Hurt all 
: oae 


• Abo Ke A***c*d 


FSA-10 


Chapter l/Piitaaoial Statement Analysis 


groups to reach the desired conclusions. Following is the example of 
•single-step” income statement put in vertical order : 

SINGLE-STEP INCOME STATEMENT 


Income : 

Sales 

Dividends 

Interest on securities 
. Royalties 
Miscellaneous 


Rs. 9,37,450 
20,()85 
92,760 
80,000 
38,920 


Rs. 11,69,815 


Deductions from income : 

Cost of goods sold 3,49,600 

Selling, general and administration expenses 3,80,620 

Interest on debentures . 1,70,000 

Amortization of discount on debentures 75,270 

Other interests ‘ 5,300 

Loss on the sale of property 24,470 

Provision for tax , 1,25,400 


Rs. 11,30,660 

Net income for the year * Rs. 39,155 


Format of profit and loss account. Profit and loss account is pre- 
pared either in horizontal or vertical form. The horizo ual form of 
presentation of profit and loss account is very popular though it is be- 
coming out of date steadily. In Advanced Acc'>untancy, Vol 1 all profit 
fnd loss accounts have been preoared in horizontal form. Tne presen- 
tation of profit and loss account in vertical form and “multiple-step” is as 
under : 


Mehta Bros. Ltd 
PROFIT AND LOSS ACCOUNT 
For the year ended December 31, 1979 


Net sales 


Rs. 18,70,520' 

Cost of goods sold 


11,44.260 

(i) Gross profit 


7,26,260 

General and administration 

exoensej : 


Office salaries 

85,000 


Officers salaries 

65,160 


Taxes 

17,480 


Insurance 

3,760 


Depreciation 

47,960 



2,19,360 


Clarl.r t)N,t,re iuH cf suiann.1. 

Selling expenses : 

Sales salaries 

Adve/tlsmj{ 

Travel and enfertainraent 
Freight and delivery 
Depreciation 


Total operating expenses 

(I'l) Operating profit* 

Other revenues and expenses : 
Interest and dividend earned 
Income from rent 


Less Interest expense 


{iiil Net profit b'/ore income tax 
rfovisloo for income tax 

(I*) Net profit after in^ '-te tax 

Gain on sale of r vestments net of 
income tax on (!.• gain of Rs. 9,400 


1.36,700 

68,560 

1^,740 

9,240 

15.520 


12,400 
3?, 800 


51,200 

10,400 


PSA-n 


2,48,760 
Rs. 4.68,120 
2,58,140 


40,800 

Ps 2,98,940 
1,49,470 

Rs. 1.4^470 

8,340 


(0 Ni.t profit Rs. 1,57.810 

(31 Pr"^* nil r* 

' • ulilisaliun of profits 
■ 1 ' « ciiuit> and prefc* 

ranee share capitals the atnount transferred to general rcSBr>c or develop* 
®eat rebate rose ■■ ■ • -••• •* -• t*'.- 

oalanceofthis a' ■ • • " - • ' 

this account hr.j ^i.: . c:.^ . ’ 

Accounts in Advanced Accountancy— Theory^ Method and Apph aihn, 
Vol. II. 

(4) Statement of Sources and Uses of Woiking Capital 

, , • . .V- -.-.Jtal during 

a stated pc 'vs sources 

of wotfci-^ ■ The 

difference m the sources and uses represents eitncr net increase or 
decrease in working capital. The details relating to the Ptfpsraup 
this statement have been given in a separa e chapter entitled I 

Flow Siatements”, . c-riTE-vtcterr * 

NVTURE OF FINANCIAL STATEMENT© 

Jt has already been said that fioancW stJtemeflts arc prepare. 


Gross proSl Jess operaimt expeo***- 
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the purpose of presenting a periodical review or report on the progress b 
the management and deal with the (i) status of the investments m th 
business, and (n) results achieved during the period under review. Th 
data exhibited in these financial state.meats are the result of the corabmei 
effect of : (a) recorded facts ; (6) accounting conventions ; and (c) pcpona 
judgment used in the application of accoundng conventions. The impli 
cation and significance of the above three effects is explained below : 

(fl) Recorded facts. {/) The term “recorded facts” refers to th 
situation that the data used for preparing financial statements are draw 
from the accounting records. For example, figures relating to cash ii 
hand, cash at bank, debtors, bills receivable, cost of fixed assets, bill 
payable, creditors, sales, purchases, ages, salaries, rent, are recordei 
facts. 

(;7) The financial statements do not disclose such facts as are no 
recorded in the accounting books whether or not such facts are material 
The market value or the replacement cost of a fixed asset is not statei 
in the balance sheet because as per the accounting records the cost pric 
(not the replacement cost) of the fixed asset is a recorded fact. It shoulc 
therefore, be clear to the reader that the balance sheet does not show th 
financial position of the business in terms of current economic condition 
because most of the items which it exhibits are shown at recorded cost 
which are only historical costs rather than current costs. 

(in') Financial slatemeals do not show such fac ts as cannot be recoi 
ded, e.g, health of the General Manager, relation of sales manager wit 
general manager. 

It may, however, be „ noted that in an effort to make these statement 
more meaningful some such facts as cannot be recorded in the books ar 
■sometimes shj//n ij parentheses eras footnotes. Examples are raarke 
value of inveitaients, , indication of the valuation method applied to stoc] 
•IFO or -FIFO), description and amount of contingent liabilities, unpaic 
• cumulative preference dividends, comments on th; extraordinary gains Oi 
losses, discussioi of commit nentJ to purchase fixed assets, unfilled custo 
mers’ orders, ani i-guarantees. The information as disclosed i.i footnote: 
or ii parentheses makes the financial statements more useful. 

(b) Accounting conventions*. The financial statements are affeclei 
to a very great extent by accounting principles, concepts and conventions. 

First, though business represents a coniinuous stream of transaction 
from day to day and jear to year jet with a view to reporting its progres 
at comparatively short intervals its continui.y is always assumed to bi 
broken at a certain moment of time (at the interval of one year). 

Secondly (as a consequence of the first assumption), in order ti 
facilitate the process of breaking the co.itiauous stream of business trans 
actions at a convenient moment of time various coaventio.as h-.vc beci 
developed which arc used for matching costs and revenues and for findinj 
out the position of unexpired costs for the purpose of balance sheet. 

• Separate chapter has been given in /tt/wncei Accountancy— Theory, Method 
and Applicattott, Vol. 1. 
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Thirdly 10 order 10 faciliiaec the calculaiioo of the Mpired cost 
relating to n fixed asset poing corcernceocepr has been devised. Bccatise 
of the mfluence ot (bis concepr, market values of the fixed assets are 
Ignored 


^ to esiiinateihc loss on accoant of bad debts 
the shelter of convention of emsmo/ism and censlsteney has been taken. 

Fifthly, in order to enab.e the accountant to add the cost of various 
assets acqjired at dilTcrent intervals of time uhen the purchasing power 
of the rupee li dilTercnt the monttary postulate has been devised. Accord- 
jog to ihis assuTioiion the purchasing poucr of the rupee is treated 
as constant (whereas actually « is not) 


Sixthly, with a view to determtoe the precise amount of revenue for 
the period eadmg on a particulir date realisation postulates have been 
devised. 


the applicat'on of these concepts and conventions depends on \t\c personai 
/adgment ofthc accouatant. For example, (i) in the application of the 
tule that depreciation is calculated on the book value of assets the aecoun* 
tant has scope of exercising h/s personal judgment inasmuch as he has the 
liberty to select any of the various deprKiation methods It is he who has 
tode:id‘ ••• • 

writWB < * ' •' ...... 

balance ■ , ■ 


Funher.ihe accountant has the scope of applying his personal 
iudgmeat in deciding (he rate of depreciation Though much is regulated 
by the income-tax laws, the score for bis personal bias cannot be ruled 
out. .His authority to classify the asset in a particular .roup itself makes 
the dilTerence. 


(iV) The personal judgcmeol of ibe awountant is f«^i$ed when 
accounrant is required h) decide the method of valuing the 
Out of the various methods »i:.. FIFO. UFO. ^ 

he has to make a choice All accounting records are matcnallj affected by 
the selection of one method m preference toother 

m) TM c,lculal,on oF previsi™ for f 

the personil judgment of the accountant He « t 
should he at 5%'or any other per cent. 

(fv) Whether a particular th? 

revenue depends to a large extent on the petsoaai j t 
accountant „ . 

. (v) Judgment ts also exercised when revenue 

tangible a'scis iike heavy development costs^c ’ jj,j ,ssuc of 
ejr.eaduure Items hkc preUmmary m — 

shares and debentures, heavy advenrsement costs m(sa>) ) 

than shorter or Jooger period. 
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It is heartening to note that the existence of the consistency priiici 
serves as a check on the power of the accountant to use his perso 
judgment Since an accountant is guided by the past practices, the a 
of the application of his personal judgment is reduded, For example, 
straight line method of depreciation is in use for a particular asset, it 
conies quite difficult for the accountant to change to other method 
depreciation without justifying the change. 

LIMITATIONS OF FINANCIAL STATEMENTS 

The nature o? figures which are reported and the way in which t 
are reported tend to give the impression lo the reader that financial st: 
meats are precise, exact and final. But this is not the case in that th 
statements have certain limitations : 

(i) A balance sheet is described as a statement of all assets i 
liabilities. But this is not true. There are certain assets and liabili 
which it does not discloie. For example, the most tangible asset o 
company these days is its management force, which the balance si 
does not disclose. Efforts are being made to quantify the human for< 
but the technique is still not perfect. Likewise, balance sheet does 
disclose a dissatisfied labour force which is a perennial liaoility to 
company. 


(ij) The figures given in the balance sheet are on a histor'cal ba 
The book value shown is based on the original cost after deduct 
accumulated depreciation. The technological and economic events si 
the date of acquisition might have changed its replacement value c 
siderably. Therefore, a decision to replace the asset may cause a sev 
financial drain affecting the liquidity of the company. 

(///) Accounting is done on the basis of certain conventions acco 
ing to one of which the assets of the company are valued on a ‘go 
concern’ basis. Some of the assets may not realise the stated values, 
a liquidation is forced on the company. Assets shown in the bala 
sheet reflect merely unexpired or unamorlised costs. However, the lis 
lilies to be settled remain at the same figure, seriously affecting the 5 
vency of the company. 


(iv) The balarce sheet i.s prepared at a point of time anc 
accoun m 2 year maj he deliberately chosen in such a manner that it f 
a favourable picture. For example, in the case of a highly seas 
industry like sugar a balance sheet prepared during the off-season 
show good liquidity position. But if the accounting date coincides 
ttie crushing season, it will show the strain on h’quidity. 

(v) An investor who uishe.s to analjse the balance sheet is n 

concerned with the present and future, whereas the balance sheet perl 
helpffif°^ relating to pait and therefore may not he c 

Because of the flexibility of accounting principles, 
liabilities are not prodded for and to that extent balance sheet will 
misleading picture. To give one example, most of the comrari-s 
make any provision for payment of gratuity. * 


cer 

giv 

do 
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(vii) Cf rop.'.nifs t ifcnr fJoaEc/al sfafemcnfs in accordance 
with i/ie SchednJe VI o/fhc Companies Act. They are draftn up frem 
the point f f vitw of the shareHidenand are ptrfurclory in their prescc* 
tat/00 in that they merely reveal Vkhethcr the funds made available 
(0 the managemarl have been satisfactorily maneged. It docs not in any 
way help the dccisionmrfcjng of the insettors, creditors and txorlers. 
That is \\h> in reccri jears tirre has hcen demand for rro/e and rrore 
information to be disclosed in the published accounts to serve the interests 
of other users as well. 


(wV/) Personal judgment plajs a great part in determining the 
figures for the balance sheet. Provision of depreciation, stock valuation, 
amounts to be set apart for bad debts are based on personal judgment 
and therefore not free frotn bias- 


(ix) “Very occasionally, even audited balance sheets have proved 

to be disastrously inaccurate and mWeadmg. Cares in the High Courts 
• .* • curnnt assets on the 

■ f' • • < * .. * closing rfccks. One 

'....V \ '•••*, .‘r the strength of such 

ft balance sheet The subsequent failure of the company revealed, the 
stock manipulations and the bank suffered huge losses."" Therefore 
audil of aceouots does not provide a coapiele real of accura^. 

(x) Balance sheet does not disclose information relating to changes 
in nvanagement, loss of markets, cesrai/oo of agreements wcjcb have a 
vital beating oa (he earnings of (be company. 


• /»n i»rfOuritina policies which 

. , • ry and among 

s pan of the 

mformation needed, emotigother purpo-es, *V‘ c5 
finanjial decisions. Thev car-not 

matters unless the financial vlatements clearly disclose the significant 
accounting policies which have been adopted in preparing them. 
LWIfTATfONS OF PROFIT AND LOSS ACCOUNT 

« the comiry. Their .eeom« «' of cepilal 

paying taxes on capital and dislribnt'tigdi vd 

e. —X w« srcourt js ofllv interim in 
VO Pj'ofit reported by . concern has run Its 

nature. True profit can be ascertained ot>l> after i« cu 
cati/e life 

jv.,*v»r,TofittQ<I loss account is 

pin The net income asdi«losed j P ^^^j^Pj^g pf fcjj. 

“M lbsolu'e but relative in tSat «>'> ‘“S|t U of tirireci cosM ; and 
'enlioes aod concepts; (6) acJeea''""“'’' ►Hea'- 

JW correct rec oBoilion of revenne. IM 

* F. Wood; iI»j;ee«/(no»«li«.Von>- , 

** Effect Of inflatioo on iflcom*! * 

J979. / 
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mg th e calculation of income are many, the calculation of expired cost i 
a diffi cult process, and recognition of reveuue is affected by various consi 
derations. 

(iv) Just as balance sheet does not disclose non-finiincial items 
similarly, the profit and Ic ss account does not reveal factors like qualit; 
of management, loyalty of the worf ing force, quality of the working force 
quality of the product, etc. 

tv) Again as in the case, of balance sheet, the net income is th 
result of personal judgment in such matters cs depreciation, stock valua 
tion a'nd allocation of expenditure between capital and revenue. N 
doubt there are accepted principles of accounting governing these, bu 
bias of the accountants cannot be removed altogether. 

ASSIGNMENT MATERIAL 
Objective Type Questions : 

1. State whether the following statements are ‘True’ or ‘False’ 

(a) A balance sheet is a statement of .assets and liabilities as on ; 
given dale. 

(b) Reserves of a company always represent the amount which th 
company can readily spend. 

(c) Balance sheet can only indicate the items which can be expres 
se^d in terms of money’. 

<<i) Total capital employed by a company is tbesuraof shareholders 
funds and term liabilities, 

.v; Security capable of being realised and not held with the inten 
tton of oeing retained is a current asset. 

(/) The figures given in the balance sheet are the future estimate! 
values of assets and liabilities. 

<g} The accounting policies do not differ from enterprise to enter 

, prise. 

2. Fill in the blanks 

(a) A balance sheet is a statement of what an organisation an< 

what it 

(b) Every balance sheet must state the of the organisation am 

the of the balan re sheet. 

(c) An iron safe is a asset for a textile shop and a— 

asset for f. shop dealing in iron safes. 

(d) Gross rrofitis the difference between net sales for the perioc 

and during the period. 

(e) Expenditure incurred in acquiring r, on-visible assets are classifiei 

as assets. 

(/) Tne shareholders, funds comprise of and 

(g) Profit and loss app,"opriafion account gives the disposal of 

(b) Ta.- gible net worth is equal to net worth less assets. 

( /) Liquidity is the ability of an organisation to meet its liabi 

lities out of its assets. 

U) Final acc.Jimts of a company are prepared according to o 

the Companies Act. 
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3. lodtcate the correct answer : 

(а) The net worth of a limited company is 
(/) equal to shareholders* funds 

(//) not equal to shareholders* funds 
(Hi) equal to paid-up share capital, 

(б) The excess of current assets over current UabiUties is called 
(/) net worth 

(il) working capital 
{iit) net tangible worth. 

(c) If a company's tangible net frorth is a positive amount, it indi- 
cates 

(/) the solvency of the company 
(/’O the liquidity of the company 
(ill) the profitability of the company. 

(d) In the case of a manufacturing company the arrangement oi 
assets in the balance sheet is in the order of 

(i) permanence (ii) liquidity (mj none of the above. 

(e) The balance sheet indicates the financial position of a concern 
(1) as on a given date (ii) for a particular period [hO None ol tne above 

{/) Able managerial force is lo any company 

(■/) an asset W) acapital profit (///) a revenue reserve. 
Qncsclons 

1. Define the term *'6asneial statements". Drscoss their purposes. 

2. What is a balance sheet 7 Is it a statement of financial position 
in its true sense 7 

3. “Balance sheet is s statcmcot of sources and uses of capital.” 
Discuss. 

4. Write notes on : 

(0 Horizontal presentation of balance sheet, and 
(//) Vertical preseatatioo of balance sheet. 

5. Write notes on : 

(/) Multiple-step income statement, and 
(/i) Single-step income statement. 

6. Expla’ia the following italicized lerms ; 

“Financial statements reflect a combination of recorded feeti, 
accounting corn'entions and personal judgment 

7. What constitute financial stitcmenls 7 State nature and limi- 
lations of each of the financial stateoiients. 

S’JtiCLSTi.o ia:\D».N'c; 

1. Acccintif’ for rirfliichil Siatement Prcsouaiio't-^^^^'^ 

' R.)h.Ti M. Kcnh 

7. IA*t-5 — Infi'r'ii.iiii'ii j«» fc* it» 1 inam.i.Tl Suicincnl' 

3. /i/.-wr .■"/ fit rr/i/V/ !' N.incil 
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ing th e calculation of income are many, the calculation of expired cos 
a difli cult process, and recognition of revenue is affected by various cc 
derations. 

(?v) Just as balance sheet does not disclose non-finiincial ite 
siniiJsrly, the profit and less account does not reveal factors like qu£ 
of management, ioyaity of the worl ing force, quality of the working fo 
quality of the product, etc. 

(r) Again as in the case, of balance sheet, the net income is 
result of personal judgment in such matters as depreciation, stock val 
tion and allocation of expenditure between capital and revenue, 
doubt there are accepted principles of accounting governing these, 
bias of the accountants cannot be removed altogether. 

ASSIGNMENT MATERIAL 
Objective Type Questions : 

I. State whether the following statements are ‘True’ or ‘False’ 

(а) A balance sheet is a statement of assets and liabilities as oi 
given dale. 

(б) Reserves of a company always represent the amount which 1 
company can readily spend. 

(c) Balance sheet can only indicate the items which can be expr 
s'e^d in terms of money. 

<d) Total capital employed by a company is the sum of shareholde 
funds and term liabilities. 

jc) Security capable of being realised and not held with the inte 
ttop of being retained is a current asset. 

(/) The figures given in the balance sheet arc the future estimat 
values of assets and liabilities. 

(g) The accounting policies do not differ from enterprise to entc 

■_ prise. 

2. Fill in the blanks 

(«) A balance sheet is a statement of what an organisation— ac 

what it 

{b) Every balance sheet must state the of the organisation an 

the of the balanre sheet. 

(c) An iron safe is a asset for a textile shop and a 

asset for f, shop dealing in iron safes. 

{d) Gross profiiis the difference between net sales for the perio 
and during the period. 

{e) Expenditure incurred in acquiring non-visibie assets are classifie 
as assets. 

(/) Tqc shs reholders, funds comprise of and 

(g) Profit and loss appropriation account gives the disposal of 

(/i) Ta-gible net worth is equal to net worth less assets. 

(0 Liquidity is the ability of an organisation to meet its Uabi 

lities out of Its assets. 

iJ) Final arc Hints of a company are prepared according, to 01 

the Companies Act. 
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3. Indicate the correct answer : 

(a) The net worth of a limited company is 
O') equal to shareholders* funds 
(I'O not equal to shateholdeis* funds 
(jit) equal to patd<up share capital. 

(&) The excess of current assets over current liabilities is called 
(0 net worth 
(n'l working capital 
[iii) net tangible worth. 

(c) If a company's tangible net worth is a positive amount, it iodi* 

cates 

(i) the solvency of the company 
(//) the liquidity of the company 
iiii) the profitability of the company. 

In the case of a manufacturing company the arrangement of 
assets in the balance sheet is in the order of 

fn permanence («) liquidity t//0 none of the above. 

(e) The balance sheet indicates the financial position of a concern 
fl) as on a given date (//) for a particular period [HI) None of tne above, 
(/ ) Able managerial force is to any company 

fl) an asset (//) ac apital proSl (H/) a revenue reserve. 
Qucstioos 

1. Define the term “financial stateoeots”. Decors their purposes. 

2. What is a balance sheet 7 Is it a itatemeot of financial position 
in its true sense 7 

3. '^Balance sheet is a statement of sources and uses of capital.” 
Discuss. 

4. Write notes on : 

(0 Horizontal pressQUtion of balance sheet, and 
(ii) Vertical presentatioo ofbaliuce sheet. 

5. Write notes on : 

(f) MuJfipIe*5tep income siatement, and 
(U) Smgle<step income siaienssat. 

6. Explain the following italicized term: : 

'‘Financial statemenls reflect a combination of recorded facts, 
accounting conventions and personal judgtmnl." 

7. What constitute financial stitements ? StJte nature and limi' 
tations of each of the financial sialemeots. 

SUGCI.STI.O K!.^D^^O 

]. Acccunirc for riramud Statement rrcsc}UaUo't—^r.z'< L. 

'' Robert M. Kc-lb 

2. IAS'5— Inh’rm.ifK'ii l«» I Divl'i*.** m 1 inaminl Suicmcut 

3. fn.onri-'l CMrutivci /Awt/'ninA — F ' ancil 
55(‘15--13r)'l9g3) 
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Biysis and Interpretation of Financial Statements 

As sja ed earlier financial statements comprise the lollowing : 

1 . Trrding and j refit and loss account which gives the resvlts of 
■ear’s working. 

2. Profit and loss appropriation account which gives details about 
! disposal of the retained income. 

3. Balance sheet which gives the financial position ol‘ the under- 
ting as on the accounting date. 

According to Mr. Harry Gutbmann, “Ti c fiist and most important 
nction of financial staterrent is, of course, to sertc Uose who control 
id direct the business, to the end of securing the profits and maintaining 
sound financial corditicn.. questions as to bow efficiently the capital 
the business is being util sed, how f^ell credit standards ate beirg ob- 
rved and whether the fnancial condition is beirg improved may he 
swered from the financial statements.” Therefore, the ar<al 3 sis of 
< icnts will help the munagement at self-appraisal ard the very slatc- 
. i help the sharcbcJders to judge the performance of the management, 
be Meaning of Analysis and Interpretation 

The financial statements are of much interest to a number of groups 
' persons. Apart from management there are ether interested parties 
ice shareholders, dcbcntarc-holders, potential investors— large and sn all, 
inkers, trade crcdiiors, journalists, legislators and politiciars who are 
icreasingly getting interested in the analysis and interpretation of finan- 
al stalcmerits. “To interpret means to put the meaning of a siafement 
ito simple terns for the benefit of a person.”* Just as the demist tna- 
ses a compound in order to understand its elements, analysis is also 
iquired to interpret the finantisl statements. This is csseitisIJy dore 
irough the too;S of analysis such as comparative statements, common 
ze ftatcraents and ratio analysis. These tools may be compared with 
1 C laboratory tests which aio a physician in the diagnosis of a malady, 
ust as laboratory tests are only aids to a phyrician ard the physician 
lusi use bis iiitelligerce in the correct diagnosis, similarly tie tods of 
nalysis only help in ts'ablisLing relationship between enc accounting 
gure ard another in the firancial statements and go no far. It is the 
Xpert who has to graip the significarceef related figures and form an 


• F. Wood : Business Accounting, Vol 17, p. 866, 
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opinion as to whetber the ratio calculated indicates a favourable or 
adverse state of afTdtrs.^ Therefoie tvhiie analysis comprises resolving 
the statements by breaking them into simpler statements by a process oi 
rearrangicB, regrouping and the ralcuiatton of ration, interpretation is 
the mental process of uncerstanding the terms of such slbtements and 
forming opinions or inferences about the financial health, prcfitabiliiy, 
efllciency and such other aspects of the U!.dertaking. 

Objcctires of Analysis and Interpretation 

The objectives for analysis and interpretation can be nany', and a 
few of them are listed below : 

1. To judge the financial health of the undertaking For example, 
the finance manager is cOLcerned with the finaucidl health of the busi< 
cess. He has to ensure the proper management of funds. He has to 
procure them at a low cost and ensure that they are effectively utilised, 
so that repayment of fucb funds as and when they become due poses no 
problem. Creditors and bankers are also interested in this aspect. 

2. To jndre the earrings performance of the company and the fact* 
lity with which dividends can be paid from out of cameo piofits Potential 
investors are primarily interested in this aspect and the aDa]>si$ and inter* 
pretation is done with a view to asceitaio the company's position lo this 
regard. 

3. In the ca<e of institutional investors such as LIC, UT1» etc., the 
analysis is carried over a long period with a view to ider.tifymg ccmpasies 
having growth potential and a sound financial base. Accordirg to Mr. 
Harry G. Guthmano, ''investors as a class need to know, first, that the 
whole financial structure is strong— bct merely that the coicem will bt 

' ' . ' ' " ■ ’ • • Is sufficient evi- 

■ ■ • * • ’ID future growth, 

■■ ■ • ’ ■ . vbareholflers must 

continuously analyse the statements to ensure that their investment is 
intact and that they would continue to obtain a reasonable return. 

4. To judge the ability of the company to pay the principal and 
interest, arrargemeots for amonizaiioo of debt and the security available 
for the loars extended. Most of the companies raise a proportion 
of their capital requirement by issuing deberitures. Thu is because a 
company pays about 10 to 12 per cent interest on debentures and eamv 
as much as li (o 20 per cent on the funds so raised. This facilitates thr 
company to pay hifher dividend on equity capital. The detennirr 
holders as lenders of substantial funcs lave this objective in view wbic 
analysinj the financial statements. 

5. To judge the solvency of the undertaking. Every business 
reduces its working capita] requirerrent by availing trade credit^. But 
the business must be in a solvent postiiun to pay the debts as and when 
they fall due. So the trade crcdicois vvill be mainly irterested in assessing 
the liquidity pcsition for which they look Into the following : 

(a) whether the current assets are suffident to pay off the current 
liabililies. 

fh) the proportion of liquid assets (ctsh and book debts) to current 
assets. 
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(c) whether the debenture-holders arc secured by a floating chargi 
on the current assets. 

(d) The business prospects with reference to the future growth ant 
earnings. 

In the case of bankers who provide short-term working capita 
and of late even medium term credit, they generally look into the lollow 
ing; 

(a) the purpose and period of the loan, 

(Jb) the manner in wiiich the borrower proposes to repay the loan, 

(c) the capacity of the company to repay as judged by the trend o 
profits, 

(d) banker’s position in the event of forced liquidation, 

(e) the quality of the management, and 

(/) the history of the account in the past. 

From the discussion given so far it is clear that there arc differec 
objectives in analysis and interpretatio i and that there are different users 
all of them using the same statement but for a different purpose. It i 
the joi) of the financial analyst to apply his techniques of analysis an< 
interpret the statement for the user so as to enable him to take a prope 
and appropriate decision. 

Types of Analysis 

Financial statements can be subjected to two types of analysis. The 

T^iirc : 

(1) Tread analysis or dynamic analysis which is made by anilysin 
i ■ financial statemenis over a period of years. This indicates the trew 

such variables, as sales, cost of productio.n (or operation) profits, asset 
and liabilities. For this purpose comparative financial statements ar 
prepared horizontally. 

(2) Structural aoai> sis or static analysis which is made by analj 
sing a single set of financial statements as are prepared on a particula 
date. It is calJeJ s:ructural analysis, because the relationship betwee 
different accounting variiblcs IS studied as, for example, the ratio of ne 
profit to sales or the ratio of liquid assets to current liabilities. 

Tools of Financial Analysis 

As discussed earlier, the financial statemenis must be made simpiE 
for any reader to u.idersland the operating results and tt c financial hcalt 
of the businc'S. This is ctui.c with the help of the foilowiog tools ( 
financial analysis : 

(a) Comparative balance sheets and income statements, 

{b) Common size percentages, 

(c) Trend ratios, and 

(d) Ratio analysis. 

Tt }. onlv the aurdys s with the aid of the above tools that helps th 
inVrc,fcd reader in giving tongue to the dumb heaps of ficure-, which i 
turn hvip in av.,,ic\ia 2 Ihc ultimate aim of intf-rnri-tir, ' P.nanrb 
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I. CO^TPARATIVE STATEMENTS 

Financial statements of two or icore 6rms may be compared for 
drawing infcrerces. This is knot^n as intcr-fiim comparison. Similarly, 
there may be irter-perind comparhon, re., tomparison of thcfiranciai 
statements of the same firm over a period of j ears known as trend analy* 
sis. This is also known as horizontal analysis, since each accounting vari* 
able for two or more years is analysed horizontally. Inter-firm or inter- 
period comparisons are very much facilitated by the preparation of 
comparative statements. In preparing these statements, the ilcrus arc 
placed in the rows and the firms or years are shown in the columrs Such 
arrancement faciUtatfS highlighting the differences and brings out the 
significance of such differences. The statement also provides for columns 
to indicate the change from one year to another in absolute terms ard 
also in percentage form. In calculating percentages, there is one difficul- 
ty. namely, if the figure is negative, percentage cannot be calculated. 
Likewise, if the change is from or to a zero balance in account, it is not 
possible to calculate the percentage. 

Advantages 

1. These statements indicate trends in sales, cost of production, 
profits, etc , helping the analyst to evaluate the performance, efficiency and 
financial condition of the undertaking. For example, if the sales are in- 
creasing coupled with the same or better profit margins, It indicates 
healthy growth. 

2. Compatative statenems can also be osed to compare the posi- 
tion of the firm with the average performance of the industiy or with 
other firms. Such a comparison facilitates the idestiSratlon of weaknesses 
and remedying the situation. 

Disadvantages 

1. Inter-firm comparison may be mislerdjrg if the firms are not of 
the same age and size, follow- different accouMirg policies in relation to 
depreciation, valuation of stock, etc., and do rot cater to tfce same market. 

2. Inter-period comparison will also be misleading if tbe period 
has witnessed frequent changes in accounting policies. 

The following statements illustrate tbe comparative financial state- 
ments ; 

Illustration 1. 

Prasanti Limited 

COMPARATIVE INCOME STATEMENTS 
/or the years ended December 3J, J97S and 1979 
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el operating profit 
;her income - 

2,0'i.0(10 

20.000 

1.50.000 

20,000 

50,000 

3Pa 

arnings before interest 
id tax (EBIT) 
iterest paid 

2.20.000 

20.000 

i.io.ono 

20,000 

50 000 

29-4 

rofu before tax 'PBTi 
icome-tax payable 

2,00.000 

1,00,000 

1.50.000 

75.000 

50.000 

25,000 

.1’-!/ ' 

33-1/3 

rofit afeer tax (PAT) 

1,00 000 

75,000 

2.<,ono 

Si-I/S 


Prasanti Limited 



COMPARATIVE BALANCE SHEETS 


os r>n 31sr December 1978 and 1979 



1979 

1978 

Ah.colnte 

Pe'ceniuge 


Rs. 

Rs. 

inrrease 
{or decrease) 
Rs. 

ircrense 
{or decre^^sv^ 

Fixed assets 
[nvestments 

Working capita! : 
fCurrent assets less current 
liabiliiics) 

5.00. 000 

1.00. 000 

2.00.000 

4.00. 000 

1.00. 000 

l.OO.COO 

1,00,000 

i.fo cro 

25 

too 

Capita) employed 

Less Debentures 

s.00.000 

2,00.000 

6 00,000 
2,00.000 

2,00.000 

33-1/3 

Shareholders’ funds 
represented by 

6,00,000 

4,00,000 

2.00,000 

50 

Preference share capital 
Equity share capital 

Reserve and surplus 

2.00.000 
3,00,000 
1.00 000 

t.ro.oon 

2.00.000 

1.00,000 

1.00 oon 
1,00,000 

100 

50 


6.00,000 

4 00,000 

2.00,000 

50 


«=r«e=rca: 

EST 8S OS = 1 

Bas=s=s:=sr*ss5SHi«ss5 

ssz SES es ss: see ss 'sss wm 


Brief Comments 


1- comparative iocoms statement suggests that there is a jump 
of 30 per cent in gross profit because of increase in sales and increase in 
the profit margin. Increase in the gross profit margin can be ascertained 
from the fact that the JO per cent increase in sa/es is not accompanied by 
a proportionate increase in the cost of production. However, the net 
profit i< r duced by Rs. 10,000 because of the increase in operating ex- 
penses. The overall position of the income statement indicates a favour- 
able s tuation. 

1110 /^' sheet changes indicates an increase of 

increase in fixed assets 
and 100 per wnt increase m workiig capital. There is no increase in 
debenmre liabi.ity and the increase in the current liabilities is only margi- 
nal. Therefore the increase in the total assets is substantially due to 
increase in owners equity indicating a very satisfactory financial position. 
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II. COMMON-SIZE STATEMENTS 
Financial statements when read with absolute figures are not easily 
understandable, sometimes they ate even mi^Ieadiug. It is, therefore, 
necessary that figures reported in these statements should be converted 
into percentage to some common base. In profit and loss account sa.es 
figure is assumed to be equal to 100 and all other figures are expressed as 
percentage of sales. Similarly, in balance sheet the total of assets or 
liabilities i' ‘••V— *0^ .. i-j - if— p;fceniage of 

the lotil. ” i ■ • !■ . . I his is a static 

relatioohi. *■“ ■ • . ■ :• ;■ a particular 

date. The statements so prepared are called common>size statements. A 
few illustrations of common size statements are given below. 

IlInstratioD 2. From the profit and loss accounts of Dbarmasa Ltd for the 
years ended on 31st December, 15^77, 1978, and 1979 prepare common- 
size statement and interpret. 

Dhtrmasa Ltd 

PROFIT and loss ACCOUNTS 
for the years ended Oeeember 31 


1 

1979 

!978 

1 1977 


Rs ! 

Rs. 

1 R*. 


3i.85.025 1 

2!.30.I50 

14.35.075 

Cojt rf c'lods sold 

22,70, -150 

15,35.075 

'0.45.17S 

Cross mareirt 

9.U.R75 

6.9S 075 

3,89.900 

Operating etpenses 


4.02.025 ' 

2.35.550 

Net operating income 

3.13 OSO 

: 2.93.050 1 

1,54.350 

Interest expense 

30,750 

1 18,750 ' 

2.000 

Net income bifore mome tax 

2.82.300 

, 2.74.300 

1 1.52, 3'0 

ProvUion tor taxes at 50% 

1.41.150 

1.37.150 

I 76,175 

Net income after iocook tax R*. 

1.41,150 ! 

1 1.37.150 

76.175 

Depreciation included in cost of \ 




goods sold and operstine 1 

expense | 


1 58,025 

28,925 


{B) Contmon^sizc Siatement 


Dhsrmasa Ltd 

PROFIT AND LOSS ACCOUNT (COMNON-SIJJE) 
f^r the years ended December 31 



' 1979 

1978 

1977 


1 % 

% 

% 

Net sales 

i 100 0 


100 0 

Cost ofgoods sold 

I 71-3 

68-8 

721 

Cross margin ' 

1 28? 

312 

rr2 

Operating expenses 


18‘1 


Net operating Income 

1 98 ' 

13 1 ! 

la* 

PI 

Interest expense 

1 10 

OS { 

Net income before Income-tax 

Provision for tax | 

88 

1 ** 

*61 1 

jr* " 

55 

Net income after incooe-tax | 

1 «« 
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Ii terpretcticn. The sbsclufe fi^icres in rupees show that sales, 
cost ol gccds sold ard gicss piof t all have contiruously increased since 
1977. ivt crjTiircn-fjz itBUjner,t leveslf ibat cost of goods sold in rela- 
ticn to sales dccitajcd in 1978 ind again incieassd ;n 1979. Consequently 
rate of gross pjoft in 1978 cter 1977 irertased hut in 1979 o^er 1978 
decreased. Siicilaily, i et pjofit after tax, in absolute figures, she -ws an 
increasing trend since 1977 but the rate of net profit on sties in 1979 is 
4’4 in contrast to 6*2 in 1978 and 5*4 in 1977. 

Illustration 3. From the following ireeme stafeirent of X— T as Lid. foJ 
the j ears etdirg Decemter 31, 1978 atd 1979 you are required to prepare 
common-size statements : 



Gross sales 

Less : Returns 

1978 

101-0 

1-0 

1979 

101-1 

1-1. 

Net sales 

Cost of goods sold 

lOOQ 

700 

100-0 
71 "0 

Gross profit 

Expenses ; 

Selling expenses 

General expenses 

Financial expenses ' 

30-0 

“““ro 

30 

05 

29-0 

SSr SZ S5JOBSSS 

i 5-4 

J 32 

0-4 

Total expenses 

8-5 

90 

Net profit 

s= (SICS’ as za sss 

21-5 

a»tar sa easts 
20 0 



SSI sec Mr es = 


III.— TREND ANALYSIS 

_ For analysing the trend of data thown in the financial sfatcmei 
it js rrccessary to have statements for a number of vears Thfs mSb 
involves the calculation of percentage relationship St caJh sta^c?. 








Cbapfer 2 / Anal^fb and lalerfretaflM of F!aaacfal StatcaeoU 




it«ni bsarii lo the same item ia the ''base year". Trend percentages (’isclose 
changes in the financial and optratuig data bet<i\eeD specific peruu ai d 
make possib’e for the analyst to form an opinion as lo uJiciher favourable 
or unfavourable tendencies are rellecKd bv the data. The fcjlon’ing is 
an example of trend analysis of the asset side of the balance sheet of Mar* 
tir Limited : 


(vfartfr Ltd. 

COMPARATfVE BALANCE SHEET 
as an December 31, 2974-79 
(Rupees io 'OCO) 


Trend percentages 
Base date ; December 32, 2974 
100 



2974 

2975 


1977 

2978 

1979 

1975 1976 1977 2978 1979 

Current assets : 

Rs. 

Rs. 

Rs. 

Ks. 

Hs. 

Rs. 

% 

•4 

% 

% 

'fj 

Cash 

IS 4 

18-2 

16 0 

14 3 

14 3 

11-8 

Its 

104 

95 

94 



72 

5*5 

4-4 

i6 

$9 

27 

76 

6t 

78 

96 

V 

Debtors 

30 3 

29 7 

28-8 

231 

294 

29-7 

98 

95 

83 

97 

98 

(Fifo) 

Other current 

39 4 

37 4 

35 9 

36-2 

42 6 

41 8 

93 

91 

92 

108 

106 

assets 

rs 

0'3 

34 

44 

26 

0-6 

— 



- 

- 













assets 

94 1 

9t-3 

883 

ZS6 

96 0 

86-6 

97 

94 

91 

102 

92 








408 


567 

108 


vestments 

1-2 

49 

3-3 

6-8 

13 

11-6 

442 

967 


1 












121-d 14H 

15$ 9 

1702 

187-3 

206 7 

1I6 

129 

140 

154 

170 






723 







ed depreciation 

49 7 

58 4 

63 4 

703 

80-9 






Net 

7i 9 

82 7 

935 

999 

115 0 

125-8 

Jl5 

130 

139 

160 

173 

Total assets 

1 16T2 178 9 

187 3 

192 3 

212 3 

224-0 

107 

112 

115 

127 

134 


Trend ratios are calculated only for some important items which can 
be logically connee/erf with each other. Unless the figure is connected 
with other figures, they are not as muchmcaningfuj. For example, trend 
ratio for sales, though shows a clear'Cut increasing tendency, becomes 
meaningful in the real sense when it is compared (/) with operit'ng assets 
which might have increased, at a higher rate ; (h*) with the cost of goods 
sold which might have increased at a lower rate ; or (Hi) with operating 
expenses. An upward trend for inventories (stock'ln-trade); bills recciv- 
able and debtors accompanied by a downward trend for sales would 
reflect unfavourable condition. While reading trend percentages it is 
necessary to guard against the following types of weak links : 

Aecomting practices. Trend percentages or ratios become uncom* 
parable if accounting practices reflected in accounts have not been consis- 
tently followed year after year. 

Pfke Uvel ckanges. A change in price level makes comparison cot 
of tone. If prices in 1974 have increased by 80% over the prices oHPeO 
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thea increase in sales by 50% will give a misleading picture. Figur 
of the current year must be adjusted in the light of price level chan 
before trend percentages are calculated. 

Absolute figures. Trend percentages must not be read without co 
sidering the absolute data on which they are based. In the absence 
absolute data, the conclusions can be misleading. For example, one e 
psnse may increase from Rs 50 to Rs. 100 and arOiher from Rs 40,0 
to Rs. 80,000 In each case trend percentage will reflect 100% increa 
although the increase in the first case is insignitican . Similarly, undesi 
able doubts may be created by a 100% increase m debts and only 5C 
increase i i equity capital. Actual data reveal the position clearly whi 
it is found that debts have increased from Rs. 20.000 to Rs. 40,000 a: 
equity capital has increased from Rs, 3,00,000 to Rs. 4,50,000. 

lV~RATIO ANALYSIS 


A ratio js a statistical yardstick that provides a measure of relatic 
ship between two accounting figures. Ratio analysis of financial slai 
meats stands for the process of determining and presenting the relatic 
ship of items and group of items in the statements. Ratio analysis can 
used both in the trend analysis and static analysis. There are seve: 
ratios which an analyst can employ, but the type of ratios he would p 
cisely use depends on the nurnose for which the analysis is made. 
stated earlier a creditor would like to know the ability of ibe compa 
to meet its curre U obligations and therefore would think of current a 
liquid ratio.s. turnover of receivables, coverage of interest by the level 
earnings, etc. Similarly, a manager would like to know the operatioi 
j efficiency and would think of such ratios as return on investment, turnot 
• of fixed assets, net profit to sales, etc. Investors will be interested in su 
ratios as earnings per share, book value per share, and dividends per sha 

Classification of ratios 

One classification is based on the statement from which the ratios i 
calculated. Thus there are ; (1) Balance sheet ratios based on balance sh( 
figures ; (2) profit and loss account ratios based on profit and loss accoi 
and (3) balance sheet and profit and loss account ratios based on be 
statements. The chart below gives examples of ratios under each of thi 
ca fcgorie.s. 


ffcrfiwrc S/icrf /?£ 7 f/t;v 1 a/u/Loy 

ofif/cw/U Aanos 1 

1 

Balance Sheet and Pro} 
and Loss Statement Rati 

1. Current ratio or 
working capital ratio 

2. Liquid ratio or 
quick assets ratio or acid 
lest ratio 

3. Proprietary ratio 

4. Asscts-proprictor- 
sliip ratio 

I. Gross profit ratio 

1 2 Operatin? ratio 

3. Expense ratio 

1 4. Net profit ratio 

5. Stock turnover or turn- 
over of inventory i 

I ! 

1. Return on total rcsou 
?. Return on own funds 

3. Turnover of fixed assi 

4. Turnover of debtors 

5. Earninss per share 


.can 


, •' ~.T mt ctii^ic or me users. Thus 

Imvc ratio analysis lO from shareholders’ point of view, (//) from s 
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term creditors’ point of view ; and («/) from long-term creditors’ point of 
view Ratios are also classified on the basis of their function as profit- 
ability ratios, solvency ratios, performance or activity ratios and financial 
ratios. In recent years ratios has e been used as a measure of prediction 
of esents Ratios have been used as a warning system (o indicate the 
failure of companies. Edward Altman developed a sophisticated stati- 
stical technique called multiple discriminant analysis to financial latio 
analysis which helps to predict corporate bankruptcy. Various others 
hate developed techniques for the use of ratios as predictors of events, such 
as bankruptcy, failure and non-compliance of loan agreements. 

Ratios are e.xprcssed in various forms. They arc ; 

(a) Pure ratios which are arrived at by the simple division of one 
number by another, e.g., current asset to current liability ratio is 2 : 1 . 

(/i) Rate which is the ratio between two numerical facts, usually 
over a period of time, e.g., stock turnover is three times a year. 

fc) Percentage which is a so-'cial type of rate expressing the relation 
in hundredth, c.g., gross profit is 25*' on sales. 

Ratios can be used in static amnlvsis by taking a single year’s balance 
sheet or in dynamic or trend analysis by taking the balance sheets of 
several years. Ratio analysis mvoivcs two ijnesof comnar’sons, namely, 
(1> present ratio with the past or future ratio for the sa.m* firm : and 
(2’i ratios of one firm with that of a simi'ar one or with the average of 
industry at the same point of time. Ratio analysis becomes complete only 
after comparing the ratios of tha firm with the averaga or standard ratios 
of the industry. It is also important to use more than one ratio rather 
than rely on a single ratio for judging some aspect of tht'imderiaking. 

Ratio analysis when rightly used offers the following advantages : 

1. It facilitates the comprehension of financial statements and evalua- 
tion of several aspects such as financial health, profitability and operational 
efficiency of the undertaking. 

2. It provides intcr-firm comparison to measure efficiency and helps 
the management to take remedial measures. 

3. It is also helpful in forewarning corporate sickness and helps the 
management to take corrective action. 

4. Trend analysis with the use of ratios helps m planning and fore- 
casting 

5. It helps in investment deebions m the case of investors and lending 
decisions in the case of bankers and financcl institutions. 

Classification of balance sheet items : 

As a preliminary to the calculation of ratios, it is necessary to classify 
and group the balance sheet items. In chapter 1 this a>pect of classification 
and grouping has been dealt with and following illustration will make it 
clear. 

Illustration 4. Following is the balance sheet of -V, Y,ZSc. Co. Ltd, as on 
31-12-1979 ; /(Z!^ 
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Uabllllle!: Rs. 

'/imp,- capital 

'lUtlioriied, issued and fully 
paid-up ; 50,000 9% preference 
shares of Rs. 100 each 50,00,000 

5,00,00 equity shares ofRs, 

50,00,000 


1,00,00,000 

5.00. 000 
10 , 00,000 

15.00. 000 

50.00. 000 

85.00. 000 

15.00. 000 

25.00. 000 


10 each- 


Capital reserves 
General reserves 
Sinkinp fund rcscrs'cs 
7% Debentures 
Hank overdraft 
Notes payable 
Accounts payable 


Assets 

1-and 

Huilding 

Plant and machinery 
Furniture and fittings 
OfTicc cars, trucks 
Stock 

Accounts receivable 
Cash and bank 


Rs, 

4.00. 000 
21,00,000 

1.19.00. 000 
1,50,000 
1,50,000 

1.50.00. 000 

6 . 00 . 000 
2,00,000 


Ps, 


3,05,00,000 




Rs. 3,05.00,000 

c=3 rts ts SIS tsT 


Compute the following from the above balance sheet : 

(1) Net worth 

(2) Total value of equity 

(3) Shareholders reserves 

(4) Total fixed assets 

(5) Total current assets 

(6) Working capital 

(7) Long-term liabililics 

(Show the workings, where necessary) 

* (Adopted from M.B.A. Madras) 

Solution. 

(1) Net worth 

This is equal to net assets of the company or alternatively it is equal 
to proprietors’ fund, namely, paid-up capital plus reserves. The figure is 
arrived at by calculating both ways. 

(a) 

Gross assets as per balance sheet Rs. 3,05i00,000 

Less : Liabilities 

7% Debentures Rs, 50,00,000 
Bank overdraft 85,00,000 

Notes payable 15,00,000 

Accounts payable 25,00,000 

1,75,00,000 


Net worth 1,30,00,000 


Alternatively 
(b) Paid-up capital 

Preference share capital 50,00,000 

Equity share capital 50,00,000 


1,00.00.000 
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Reserves : 

. Capital reserve 5,00,000 

General reserve 10,00,000 

Sinking fuBd reserve 15,00,000 

Net worth 


30,00,00 0 

1,30.00,000 


(2) Total value of equity 

TTtis can be obtained by subtracting what is due to preference share- 
holders from the net worth of the undertaking or aUctnativcly by adding up 


paid-up equity capital and reserves belonging to them. 

Net worth as calculated under (1) 

Rs. 

1,30.00,000 

Less : Preference share capital 


50,00.000 

Total value of equity 

so.oo.rco 

(3) Sbareboldffs rtitrtes 

Capital Ttcent 


5,00,000 

General 


IO,CO,OOtJ 

SiflUng fesi rswD? 


15,00,000 


Total 

30,00,000 

(4) Total fixed 

Land 


Rs. 4,00,000 

Building 


21,00,000 

Plant and machinery 


1,19,00.000 

Furniture and fittings 


1,50,000 

Office cars and tnxks 


1.50,000 


Total 

1,47,00.000 

(5j Total current assets 

Stock 



Accounts receivable 


O.f.l'.Of'O 

Cash at bank 


2,[ t'.i'OU 


Total 

i.^R.nn.ooo 


(6) NVorking capital 

It IS equal to current assets Icj-, Lurr*.nt liabiliiits 
Current assets as cahu/aicd uaU^r <5) I 5, f i, ciiiM 

Lc^s : Current liabilities ’ ’ ' 

Bank overdraft Rs. 85,(»0,0t)(J 
. Notes payable I5.iV),OiO 

Accounts payable 25,nt»,on0 

1.2S,l}ti,(i!0 


Working capital 33,00,000 
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) Long-term liabilities 
7% Debentures 


Patios based oti quaiititalhc data. The popular impression is that ratios 
re based only on the rupee figures taken from financial statements. It is 
Dt true. Ratios can also be calculated on the basis of quantitative data, 
hanks to the amendments made to Schedule VI of the Companies Act. 
n analyst gets a lot of quantitative data for him to work out quantitative 
atios. Some of these rafio.s are veiy’ helpful in judging the operating 
fiiciency of the undertaking. For example, the input-output ratio which 
adicates the relationship between the quantity of input with the quantity 
iroduced provides management an e.vcellent tool of performance and 
valuation control. These ratios have an added advantage, namely, un- 
ike the ratios based on rupee figures they are not affected by changes in 
he value of the rupee. 

Standards for comparison 

For effective ratio analysis there must be some standard ratios with 
i\hich the actual ratios can be compared. The significance of a ratio 
calculated can be grasped only after it is compared with a standard ratio. 
For this purpose four types of standards arc employed and they arc : 

(a) Histcrical standards. These are the past ratios of the company. 
Present performance can he judged on the basis of past performance and 
the persons concerned can draw inferences about the improvement or othcr- 
wise of the particular aspect. However, these standards arc not satisfactory. 
For example, if we take operating ratio of the past as the standard, we may 
be merely comparing present inefficiency with the inefficiency of the past. 

(h) Absolute Staidards. These are determined by the rule of thumb. 
For example, in the case of current ratio 2 : 1 is considered to be desirable. 
We will be later discussing the limitations of such standards and therefore 
these standards are also not ideal for an analyst. 

fe) Horizontal Standards. These are the average ratios calcalated 
for the entire industry or the ratios of some other firrn engaged in the 
same line. The difficulty in using such ratios is that no two firms are 
similar in size, accounting policies and corporate objectives. So, naturally 
there will be significant differences between the standard adopted and the 
actual ratio. However the ratios calculated for the industry' as a whole 
provide a .sali.sfactory standard to judge and interpret the ratios of the 
individual firm. 

(d) Budgeted Standards. These standards are based on budgeted 
figures. The actual ratios arc compared with budgeted ratios and are, 
therefore, useful for the infernal management as a tool of performance and 
evaluation and control. The utility even for the internal analyst depends 
much upon the care with which budgets are drawn up. Sometimes the 
assumptions made at the time of preparing the budget may go wrong 
because of abnormal developments. Externa! analysts usually look to 
historical and/or horizontal standards. 


Rs. 50,00,000 

Rs. 50,00,000 
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Ltoiilalions of Ratio Analysis 

Before we discuss the Umitatioas, it must be clearly understood thal 
the two major purposes of financial statement analysis arc (I) determina- 
tion of financial solvency and (2) evaluation of profitabilily. In the cast 
of the first we are trying to asses the capability of the company to mccl 
Its financial obligations as they mature and in the case of the second an 
evaluation is made about future rate of return as a whole or for a parti- 
cular Security in which we are interested. We use more than one ratio 
for each purpose. It is generally considered that the profitability ratios 
arc more useful than the solvency ratios, because of their predictive power 
for both purposes. Now let us consider some of the important limitations 
of this tool. 

(а) Ratio analysis is based on financial statements which are them- 
selves subject to severe limitations * Therefore, any ratio analysis based 
on such statements sufiers from similar limitations. 

(б) In the case of Inter-firm comparison no two firms are similar 
in age, size and product unit. Therefore, any comparison of ratios of tvi'o 
such firms must take these factors into account. 

(e) Both the inter-period and Inter-firm comparisons are affected by 
price level changes. A change in price-level can affect the validity of 
ratios calculated for different time periods. In such a case the ratio 
analysis may not clearly indicate the trends in solvency and profitability 
of the company. 

Likewise, there may be two firras—one having purchased the assets 
at a lower price and another at a higher price. Return on investment cal- 
culated for such firms is bound to differ substantially. The firm which 
has purchased the assets at a lower price will have a higher return than 
the firm which has purchased the assets at a higher price. Therefore, 
inter-firm comparisons are also vitiated due to price-level changes. 

(d) Unless the various terms like gross profit, operating profit, net 
profit, current assets, current liabilities, etc., are properly defined, com- 
parisons become meaningless. This problem is now being solved with the 
adoption of international accounting standards. Differences in accounting 
policies with reference to stock valuation, depreciation and other matters 
can also create problems in the matter of inter-firm comparison and also 
inter-period comparison. 

* Discussed in Chapter 1— Vide F5A-i4 
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(e) Ratios are simple to understand and easy to calculate. There- 
fore, there has been a tendency to overemploy them. However, it should 
be clearly understood that ratios are only tools and the personal judgment 
of analyst is more important. Again, the analyst should not merely rely 
on a single ratio. He has to take several ratios (connected) info account 
before reaching a conclusion, 

(/) Conclusions from analysis of statements are not sure indicators 
of bad or good management. They merely convey certain observations 
pointing to the probability of matters needing investigation. It is not wise 
to assume without further investigation that a condition particularly favour- 
able or unfavourable is present. For example, a high inventory turnover 
generally considered to be indication of operating efficiency, may be 
temporarily achieved by unwarranted price reductions, failure to maintain 
stock in hand or other unsound policies. Similarly, a high current ratio 
although index of strong current position, may fesult from unreasonable 
accumulation of liquid resources. 

(g) Ratio analysis is based on the balance sheet prepared on the 
accounting date. This practice, in some cases, may lead to window-dressing 
to cover up bad financial position. So, ratios based on such figures are not 
reliable. It is, therefore, perferable for the analyst to base bis ratios on the 
average figures rather than the figures pertaining to the accounting date. 

Similarly, in the case of seasonal industries the ratios calculated at the 
height of season and the ratios calculated during the off-season will have 
no similarity. The particular time of analysis must be taken into account 
by the analyst. 

(//) Ratio analysis is only a tool and is helpful to spot out ths 
symptoms. The analyst has to carry out further investigations and exercise 
his judgment in arriving at a correct diagnosis. 

These ratios are divided into the following three parts : (i) Analysii 
from shareholders point of view ; (it) from short-term creditors’ point o 
^iew ; and (m) from long-term creditors’ point of view. 

ANALYSIS FROM EQUITY SHAREHOLDERS’ 

POINT OF VIEW 

Equity shareholders are primarily interested in the capital apprecia 
«ion of their investment and dividend per share. Both these factors an 
i- aunly infiiienced by the earnings of the company. Therefore, in order t< 

assess the attractivene.ss Of investment in equity shares, the main factor t; 

be considered is the inenme of „ . 
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computed for as'^ssing the worth of the company from the point of view 
of equity shareholders : (o) Earning per share (EPS) ; (6) Price-earning 
ratio (P.E Ratio) ; (c) Payout ratio ; {d) Dividend yield ; [e) ProPlability 
ratios which include (i) Sales ratios, («) Expense ratios, and {in) Profit 
ratios. A brief description of these ratios has bpen given below. 

(a) Earning Per Share (EPS). Earning per share is calculated with 
the help of the following formula : 

Ti . . Net income minus preference dividends 

E.n.,ng per rtare= Nomber o T equ iiT i^V are? 

Preference dividend is deducted from the net income to arrive at the income 
available for equity shares. When this is divided by the number of equity 
shares it gives the income earned for each equity share. The more the earn- 
ing per share, better are the perfonnance and prospects of the company. 

The increasing tendency of earning per share enhances the possibility 
of more cash-dividend or bonus shares. This ultimately has a favourable 
effect on the market price of share- Because of this, many companies give 
information about the trend in this ratio in their published accounts. 

Although earning per share is probably the most widely published 
and used data, it should not be believed blindly. First, earning per share 
, . . - ,• r v...s-,p. Secondly, 

, ■ • ' • . 1 be distort- 

' . ..... >•, • • , • to stoeWn- 

. ' . . . . , . • figure must 

pot be uwd blindly. The financial daU from which eaminp per share is 
calculated must n<so be studied. 

Diluted earnings per share. Nowadays companies have complex 
capital structures. They sometimes issue preference shares and debentures 
with a right of option to the holder to convert the security either partly or 
fully into equity shares. Such options must be treated as equity share 
equivalents in computing earnings per share. The calculation based on the 
maximum potential number of shares outstanding is known as diiuted 
earnings per share. The usual calculation based on the equity snares 
actually outstanding is called ‘Primary earnings per share’. An illustration 
will further explain the point. 

Illustrations. From the data pertaining to Vasu Prada Limited given 
below, calculate the primary earnings per share and also the diluted earnings 
per share ; 

(0 lO.OfO Equity shares of Rs. 100 each Rs. 

(»i) 10,000 10% Preference shares of Rs. lOOeach 

{Hi) The preference shareholders have the right to convert 
50% of their holding into equity shares 
O’r) Net income for the ye.ir under review 
Solution : 

Primary earnings per share : 

Net income for the year 
/.err : Preferred dividends (10% on 10,00,C00) 


10,00.000 

10,00.000 


3.00,000 A. 


Net income nePof means after deducting preference . 

dividends 




d«(45— 130/1983) 
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c _• t. Rs. 2,00,000 „ 

Eammgs per share= j—gg- =Rs. 20 

Difuted earnings per share : 

Net income Rs. 3,00,00( 

Less ; Preferred dividends on holding that cannot be 

converted 50,00{ 

Rs. 2,50,00( 

Existing equity shares jO 00( 

A dditional equity shares to be issued after preference 
shareholders exercise option 5,00C 

Maximum potential number of equity shares outstanding 1 5,00( 


A Diluted earnings per share=— ‘ Rc i6-67 

15,000 


formu^la^’ ratio. This ratio is determined by the followinj 


Prip^.pamino Market price per eq uity share 

Earning per share 

as ‘earnings multiple’ generally measures ho 
Thi?raf rt company's prospects for earning 

Therefore, this ratio diffe 

in the stabilitv nnFl orm ' P.E. Ratio indicates investors’ confidenc 

ship LtSh^h^^^^ a certain rclatioi 

of the other. ‘ d the capitalisation rate —one being the rcciproci 


Capitalisation ^amihgs per share 
Price per share 


P.E. Ratio = 


1 


Earnings pe r share 
l^rice per share 


1 

Capitalisation rate 
Price per shar e 
Earnings per share' 


'shares at' some future^date and^fti^ 'market price of cqc 
pany are undervalued or overvir^^^ of the co 

Ratio of the company wTth ihfp F R^•°"" ^ 

Illustration is given below to explain the pro?edme°: 

market price oMhe^e'quiw share is Rs. 20 and i 

companies is 8, ascertain whether the Xareien 

how mucn. ^ snare is ovcr-or undervalued and 
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Solotion : 


P.R ratio— 

Earninf} per share 


Market price per share— Earnings per share xP.E. Ratio. 

As the p.E. Ratio of similar companies is S, the same holds eood for 
Delta Ltd as well 

The correct market price of equity share of Della Ltd ought to be 
— Rs. 20x8 
-Rs. 160- 

As the actual market price is only Rs. 140, the share is undervalued 
by (Rs. 160 -Rr. 140J Rs. 20. 


This type of calculation helps the investor in taking a decision whether 
or ret he should buy shares of the company in question, Ifycs, thento 
what c<tent the capital appreciation is possible. 


(r). Pay-out ratio. Dividend pay-out ratio is determined as follows: 


Pay-out 


ratios 


PiTldepd per equity share 
Kaming per share 


The pay-out ratio reveals as to what portion of earning per share 

1 .. 1, . . « r, t I .. 1 .. I. j plough- 

• . • • the investor, 

• ••- • i* ' the company 

• • ^ js For paying 

dividened and has retained nothing for expansion programmes. Then he 

should'' ■ *: <• , •' : 'n-'T!* 

are aim * • . ... , ■ , 

of such ' • •• • ■ • • • “ • " ' 

invest in the shares of a company having a low pay-out ratio. 


On the other hand, for those investors who seek regular cash returns 
on ihsir investments, shares with a high pay-out ratio are preferable. TTiey 
are not interested in bying shares of growth companies. Growth is possible 
only by adopting conservative dividend and such companies will only have 
a low p.ny-out ratio. 


(d) Dividened yield ratio. This is calculated as follows : 


Dividend per sha re 
Market price per equity sharc^ 

This ratio is calculated primarily by those investors who arc interested 
in the dividend income. Since shares are purchased by the investor in the 
open market, the rate of return (yield) to him is not equal to the 
rate of dividend declared by the company. In order to calculate the yield, 
he first calculates the dividend per share keeping in view the rate of 
dividend and the paid-up value of the share and then relates the amount cS 
dividend per share with the market price per share. For example, if * 
company declares 20% dividend on its shares of Rs. 10 each, Rs, 8 
of which the market price is Rs. 25 then the yield will be calculsted as 
under : 
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20 . 


Dividend per sliare=Y?i?)^^~^’ ^ 


Yield 


100 

Dividend pe r share ^ jqq 


'Market price per share ‘ 


== 1^x100=6-4%. 


Therefore, in the above case the effective earning rate to the investors 
in equity shares of the above company is 6-4% (not 20% as declared by 
company). 

ninstration 7. The capital of Everest Co Ltd is as follows : 

9% Preference shares of Rs. 10 each Rs. 3,C0,000 

Equity shares of Rs. 10 each 8,00,000 


Rs. 11,00,000 


The accountant has ascertained the following : (a) Profit after tax at 
60% Rs. 2,70,000 ; (6) Depreciation Rs. 60,000 ; (c) Equity dividend paid 
at 20% ; (d) Market price of equity share Rs. 40. 

You are required to state the following : (a) The dividend yield on 
equity shares ; (6) The cover for the preference and equity dividends ; 
(c) The EPS ; and (d) The price-earning ratio. 

(C.A. Final, 1972 ; Modified) 

Solution ; 

I (a) Dividend yield on eqmty Shares : 

20 

Dividend per equity share @ 20%= j^xRs. 10=Rs. 2. 


Dividend yield - Dividend per share ^ 

Market value per share 

=^X 100=5% 


(6) Cover for the preference and equity dividend : 

(0 Cover for preference av aila ble for preferen ce .sha^ 

Preference dividend 
2,70,000 ... 

27 , 000 *-^®^™“ 


(ii) Cover for equity dividend 


Earning available for equit y sha res 
Equity dividend 


2,43,0001 
""1,60, 000» 


= 1-52 times 


* at the rate of 9% on Rs. 3,00,000. 

1 Rs. 2.70.CC0- preference dividend. * At 2G% on Rs. 8,C0,CC0. 


CfaapUr 2/ADa1}s1s end loterpreUtion oFFinaocUl SUtemenU 


FSA*37 


(f) Earning per share (EPS) : 

Profit after tax and preference dividend 
“ No. of equity shares 


EPS 


2,43.000 
“ 80,000 


•Rs. 3 03. 


(d) The price-earning ratio : 

n . .. Price per equity share 

Prjce-carning ratio ^ 


Rs. 40 
303 


s=l3‘17 times 


Frofitahility Ratios 

These include (1) Sales ratios ; (//) Expense ratios ; and (hi) Profit 
ratios. 

(/) Sales ratios, (c) Sales to fixed assets ratio or fixed assets turn- 
over ratio. Sales commensurate to the investment m the fixed assets is an 
important measure of the efficiency and profit>earning capacity of the 
concern because higher the sales per rupee of fixed assets, the greater is the 
intensive utilisation of fixed assets. Low sales in relation to fixed assets 
means under«utilisation of fixed assets. But too much sales may be an 
indication of over-trading. 

(/») Sales to owned capital or total net M'orth. Share capital normally 
stands for equity share capital but in some cases it includes preference 
share capital also. If reserves are also included in the share capita! then 
it is pronounced as net worth. - Sales in relation to owned capital or net 
worth is a good index of utilisation of capital and reflects the profit-eam> 
ing capacity of the concern. Too much sales in relation to capital is, of 
course, not a good indication because it means over-trading. It is a 

't r-. ’ "le of busi- 
.?•!.*■ 'Of credit. 

; »,• , • difficnltiet 

and inability to meet the heavy liabilities that arc built up. If such a 
business fails, the usual verdict after a post-mortem is that the business died 
of undcr-capitalisation. 

Over-trading results because of over-emphasis on sales by certain 
• ‘ * •• I ...... • ijj dispo- 

funds into 
the correct 


■forer ratio. Work- 
current liabilities. 
Too bighx^vloo 
:r over-t' ^ 
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(it) Expense ratios. There arc many expense ratios, such as - iactoi; 
expense to sales, adininistrativs expense to sales, sales expense to sates, Oi 
any other individual expense (advertisement expense, commission, mel, am 
so on)' to sales. All these ratios when calculated and compared cither witi 
the same ratios of the previous year or some standard ratios detcrminec 
by the management give a very important indication whether these 
ses in relation to sales are increasing or decreasing or stationary, whidh ir 
its turn rcllcct the profit-earning capacity of the concern. ^Yith increasing 
sales if the management can limit these operating-expenses, , it indicates th< 
efficiency of management in improving the operating efficiency of th< 
company. The lower the ratio, the greater is the profilahiiity: Sometimes 
all operating expenses are added and compared with the salc.s. This ratK 
is called operating expense ratio. 

(Hi) Profit ratios, (a) GrdSs ProfU Ratio. This ratio is calculated bj 
dividing the gross profit by net sales and is usually expressed as a percent 
age. This ratio is of particular importance in all such trades where then 
is a fixed mark-up because any deviation from the standard mark-up, wouk 
reflect losses due to theft, damage, bad stock management, or bad sales 
policy, etc. This ratio can also be used in stock-inventory contro’ 
Maintenance of steady gross profit ratio is important inasmuch as anj 
fall in this ratio would put the management in difficulty in the realisatior 
of fixed overheads of the business. Where a number of diiTcrcnt products 
are sold, this ratio has to be calculated for each of the products separately^ 
There may be a gross profit for the company as a whole, but one or twe 
products may be showing gross loss. This will come to light only when 
this ratio is calculated for each of the products. A comparison of gross 
profit ratio over a period will show the trend of trading rcsulu; and .an 
increase or decrease is a very significant pointer to judge the efficiency oi 
otherwise of the management. Similarly a comparison of this ratio with 
that of other firms will again help to judge the competence of the particular 
management. 

The gross profit ratio is usually different for different types of industry 
and also for different units within the same industry. However, like the 
concept of normal rate ot return, for each type of industry tiierc is a 
standard gross profit ratio and such a ratio helps the ihdivfduai company 
to judge its own ratio. 


, ,. Ra^c of return on equity share capital. This ratio is calculated 

by dividing uic net profits (aficr deducting income tax and dividend on 
preference shaie capital) by the paid-up amount ofequitv slutrC capital and 
usually expressed m percentage. It has got the following uses : 


(/) 

O'O 


It determines the earning power of equity share capital. 

It enables the earning capacity of the enterprise to be contraste 

investment. Thus an' idc 

SmS rT£ bo r “ “ '’'“’S 


for management, tire probable 

In nrt ^ ^ ^ Company s products, industrial conditions, and 


^Viap(t{ 2/Aiial>iU and InUrpTcUUon ot frioantlaV SlaltoKnls tSA-59 

This nib is helpful to shareholders to judge the cfTectiveness of th< 
management in running the undertaking and also an indicator of the earn 
ing power of business. The dividend prospects arc higher when this ratic 
IS higher. This ratio also helps the potential investor to take a decision. 

, /f) lieliirn on proprietor's fioitit or rciwn on net worth. Instead of 
dividing tlic net profits by equity share capital, now in this case it is divi 
ded by the proprietor’s funds. Proprietor's funds include share capital 
I'vhcther equity or preference) and all aaiumulatcd proliks. Altcrnativcl) 
proprietorks funds may be taken a\ equal to fixed assets plus current asset: 
uUnus all outside liabilities both long-term and current. This ratio help: 
the proprietors and potential investors to judge the earning of the companj 
tn relation to others and the adequacy of the return on proprietor’s funds. 

, (ft) Return on equity capUat or return on eqwty capital employed 
This ratio is calculated as under . 

R»f..rr. •. •. 1 income (alter laves) minus preference dividend 

Return on equity capital 

Equity capital stand-, for equity share capital plus all undistributed 
profits and reserves belonging to equity shareholders This ratio measures 
the profitability of the capital committed to the business by equity share- 
holders. Since business is conducted with a view to earn profit, return ol 
equity capital measures the business success and managerial cfiiciency 

(e) Return on investment (ROI) This is one of the key profitability 
ratios It helps to measure efficiency and provides a starting point to ana- 
lyse the influences and trends m the company’s performance. Return on 
investment is the percentage of profit to capital employed and is the product 
of two ratios: (/) percentage of profit to sales, and (/i) sales to capital 
employed, i.e., the rate of asset turnover. Thus 

Profit Sales 

Capital employed Sales Capital employed 

Prom the above it follows that a low return on investment is due to both, 
either filling profit margins and/or a low rate of assets turnover. So if 
profit margins cannot be improved due to strong domestic and international 
competition, the only other way to improve the return on investment is by 
increasing the rate of asset turnover, / e . by increasing productivity. 

In an analysis of profitability tf one wants to find out as to why pro- 
ductivity has gone down, it is necessary to calculate further ratios by split- 
ling the capital employed into fixM assets and working capital as shown 
below : 

_ Sales . Sales 

Fixed assets Working capital 

The first one is called fixed assets turnover and the second one is 
called wor’»,ng capital turnover * The second ratio can be further split 
into ratios for debtors, stocks, work-in-progress, etc. Likewise to answer 

*” • Refe' lo Sites Ratios— Vide FSA 37. 
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the question— Why has the profit margin gone down ?— the ratio of prolil 
to sales can be analysed into various cost ratios such as production cost to 
sales, material cost to sales, labour cost to sales, administration cost to 
sales, selling cost to sales, etc. The total of the operating costs to sales is 
known as the operating ratio. This ratio measures the operating clficicncy of 
the management. This ratio also measures the proportion of sales consumed 
by operating costs. The remaing sales would represent operating net profit. 
A further analysis of this ratio would give us the expense ratios. Therefore, 
the operating ratio, the net profit ratio and the expense ratios are all inter- 
connected. Higher the operating ratio, lower is the elficiency of the 
management. If the operating ratio is unfavourable, the net profit ratio 
cannot be favourable. It should, however, be cautioned here that in spite 
of a favourable operating ratio the return on investment may be lower and 
vice versa. 

The following chart illustrates the inter-relationship of the se'":ral 
ratios discussed above : 


Return on Investment 
(ROI) . 


Rate of asset turnover 


(X) 


Profit margin 


Sales 


divided by investment 


Profit divided by sales 


Fixed Assets 


Working capital Sales minus operating cost 


Stock Debtors 


Cash Production Selling Distrl- Adminis- 
cost cost bution tradoa 
cost cost 


The two sides of the pyraimd ratios given in the chart are not in- 
dependent of each other. Any increase in sales unaccompanied by increase 
in producUvity or me selling price will lead to increase in the asset turnover 
as ’Well as increased profit margin. This is because an increase in sales will 
not result m a proportionate increase in fixed costs and therefore results in 
higher profit margin than before. 


Having diMu^ed this important ratio threadbare, now we will have 
^culatioif of this° rati^^*^ of capital employed and other terms used in the 


Return on Capital Employeu 

“capital employed” is used to indicate 
the total mvestmcnt m the firm whether owned or borrowed. But, in 

S, , LT Mploycd” i, Md lo describe more than 

one meaning. It can be used to describe the followings : 

(a) Gross capital empfoved. Whcn-capital employed is used in this 
sense then it is equal to total of fixed assets md cuSSslts 
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(6) Ket capital employed. When capita! emplojed is used in this 
sense, it is equal to total of fixed assets and current assets as reduced by 
current liabilities. The main difference between gross capital employed 
and net capital employed is that in the latter ease current liabilities are 
deducted from the total assets while in the former case there is no such 
deduction. 

(c) Proprietor's net capital employed.^ This is equal to total assets 
(fixed and current) less total outside liabilities (l.c., current liabilities and 
long-term borrowings, e.g., debentures). This can be calculated by an- 
other method also, that is, by adding all ov, ned capital, whether equity or 
preference, and all accumulated reserves and profits. This can be further 
divided into two parts : 

(/) Proprietor’s equity net capital employed, and 
(»/■) Proprietor’s preference net capital employed. 

Methods of valuation. (1) It may be remembered that while calcu- 
lating capital employed in any sense given above it is the replacement cost 
of asset (market v£lue of asset) which is considered for the purpose of 
valuation and not the book values of asset. The argument in favour of 
replacement value is based on the following grounds : 

(/) Valid inter company comparison is possible, 

(//) It gives the current value of assets employed, 

(///), Management’s efficiency, if measured in terms of profits, can be 
best judged when market value of assets is considered, 

(/v) It is in keeping with the accounting concept of conservatism. 

(2) In order to calculate capital employed, it is better to exclude ; 

(i) Idle asset — when assets have not been used due to abnormal 

and unusual events, such as trade recession, fire, obsolescence. However, 
in order to let management know the real position of business this may 
not be excluded but this can be done outside the normal calculations of 
capital employed. 

(//) Intangible Assets — like Goodwill, Trade Mark, Patent Rights. 
However, if goodwill has been purchased then this may not be excluded. 

(Hi) Cash in excess of usual requirements is not capital employed. 
But what is the normal requirement is difficult to determine, 

(/v) Money invested outside the business in the form of investment, 
etc., is to be excluded because in no way that money was available for 
employment in the business and docs not reflect on the efficiency of the 
firm. However, if such investment is an integral part of business, it must 
not be excluded. 

(v) Fictitious assets such as preliminary expenses, advertising, 
suspense account, discount on debentures and share capital should be 
excluded from capital cmploj-ed. 

(3) Out of the total of fixed and current assets— half of the current 
year’s profit is to be deducted. This is based on the ground that on an 

1 . Mr. J C. Walker, FCA, prefers to use tirt term ‘group iaitead of 

Propnetor’s Net &piul Employed. ITte ^ecoutuant, September 30, l»l. 
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average basis a company earns every day some profit and that profit is 
employed again in the business to earn further prolits. As against the 
profit "earned on 31st December, which cannot be employed the profit 
earned on January 1 can be employed for full year. Similarly while profits 
earned on 30th December, and 29tli Dccembci can be cniploycd fur one 
day and two days respectively the profit earned on 2nd and 3rd January 
can be employed for 364 and 363 days. Therefore, it is better to 
imagine that on an average basis only half of the profits arc employed for 
the full year and remaining half are kept idle. Since total assets shown on 
the assets side of balance sheet have already been inflated due to profits 
made during the-ycar, therefore, only remedy is to reduce them now by 
one-half of the profits. 

Calculation of profits to calculate return on capital employed. The 
definition of profit keeps on changing according to the meaning of capital 
employed. The philosophy is that ; 

{i) If some asset has been excluded from the calculation of amount 
of capital employed its income must also be deducted from profits. When 
asset is assumed to be not employed, it is not supposed to earn profits. 
For example, if investments are excluded from total assets, interest on in- 
vestment must also be deducted from profits. Similarly, since fictitious 
assets and intangible assets are not included in capital employed, any amo- 
unt written off on this account should be added back to profit to delete its 
eficct. 

(ii) If the capital employed is gross capital, i.c., no liability is ded- 
ucted. then interest paid on debentures or long-term liabilities and dividend 
paid on preference shares should be included in profits, i.e., added back to 
profits. 

If capital employed is used in the sen.'^c of preference net capital 
employed then debenture interest shouid be deducted from profits but not 
preference dividend. 

If capital employed is calculated in the sense of net equity capital 
employed then both debenture interest and preference dividend should be 
deducted. 

(Hi) In general, profits calculated for any type of capital employed 
will not include abnormal and non-recurring gains or losses such as, gain 
or loss on sale cf fixed assets, or from foreign exchange transactions, or 
from fire or legal disputes. 

Purposes. 1. Its main purpose is to give a dependable measure of 
judging the over-all effcicncy or inefficiency of the business. Tate of capi- 
tal employed reveals ho\% ciTcctivcly the capital has been used. But when 
this measure is used in that case “capita! employed” is used in the sense of 
“Gross capital employed”. 

2. It rrnccts on the company's borrowing policy. For examoie, the 
return on gross capital employed is 8% and company has bciroued money 
at 9'V ’.hen definitely company's 'oorrowing policy is bad and they should 
depend upon enned capital unless it is impossible for them. 

3. Return on equity capital employed is calculated to Imow the 
maximum rate of equity dividend. 

(/) Jiclurti on sa^es or I^ei projic ratio. As stated earlier ibis ratio 
indicates svfaat poruon of sales IS leR to the proprietors after meeting all 
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expenses. It h cilculatcj as 

Net Trofit, 


XlOO 


Net Sales'" 

This ratic- tales into account imome from operations as well as 
investment^. TJirrcfoic in order loji.thH* the oj>ciiitiny cineicncy n miI>* 
ordinate ratio of operating net profit l*»*nct sales is calculated. Tlih ratio 
must be adequate to give a icasonable return In the inxestors having regard 
to the risks of business. 


It must be noted that this ratio must be used very carefully. A hw 
return on s,i!cs in a particular rase hmv not mean l/iat the t’ompan) ’s piolit* 
ability is low. The followme example i lustiatr (his point 

E.\amplc. Company A operates a supermarket, and Company U 
operates a department store. Operating results of each arc Summarised ns : 
under : 


iaies 

Total investment 
Net income 


Return on sales 


2 . CC0 

i . no . d ’ O ^ 


A 

Hupcnnarkvt 

fts. 

1,00,000 

lO.OCO 

2,000 


» 


Depanment .S/r-r 
Us 

1 . 00.000 

Si '. t ' I ’ t ' 

to.ncN 


T'/o 


y 1(10 K .' 


2 OfYl 

Return on investment JOo 


20 % 


I .(‘ o7)rio 

ic.ooo 

^(Tiho 


In can be wren that although return <m ',iUs m < ,N?.itij 
less than that of Company A the ruum 'u mw n iji i// ( 
as high as in Company It 
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Tliis analysis is al‘o c.ificd analv i 
company. Shcn-lcrm creditor! of 'l-i 
fcnovsing the comprny's rbitry t » p.i i 
they bwomc due IV-- tf-.r* prj-c - 
company’s cash-g'ncaii'x: p< »er - 
in relation to its oral turren' >. 
total current asse's asto be ’•> ir.'i 
liabilities and have & -r "il ' t»- n’«* 
business Ratios ca''.t/l.!ii'* . i dx r''i 
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Analysis for Measuring Liquidity 

Current ratio. The current ratio is calculated as follows : 

Current assets 
Current liabilities 

This type of comparison establishes the ability of the business to nii 
its short-term obligations and is, therefore, of particular signiticance 
short-term creditors. Although, seasonal character, speculative natu 
requirements of business in the light of credit period allowed and receive 
trend in the business are some of the factors Nvhich go far to determine t 
limit of satisfactory margin of current assets over current liabilities, yet 
the absence of peculiar conditions prevailing in the business a ‘2 1’ ra' 
of current assets to current liabilities is treated as a satisfactory relation. T 
idea of having almost twice as much assets as liabilities is only to tide on 
the coritihgency loss on account of realisation of assets in order to m( 
liabilities and leave some amount as working capital in the business. AJ 
one to one ratio would mean that the current creditors were financing t 
day-to-day operations in entirety. And any loss of current asset wou 
mean loss to current creditors. But even after the satisfactory margin 
current assets over current liabilities, the hard fact still remains that sue! 
ratio is subject to a margin of error to the extent that assets will be collect 
or liabilities will mature at irregular intervals. Although two for o 
current ratio is considered to be very satisfactory, as in the case of ott 
accounting ratios, it is necessary to consider the type of business concerns 
High ratios indicate inefiicient use of capital which may be due to po 
investment policies of the management and poor inventory control. A Ic 
ratio of course indicates lack of liquidity and suggests a shortage 
working capital. 

It may be noted that current ratio is susceptible to “windowdressin 
nd casy-way manipulations. An equal increase in both current assets a; 
current liabilities would decrease current ratio and similarly equal decrej 
m current assets and current liabilities would increase current ratio. T1 
is clear from the following examples : 

(i) Original Ratio is 

Current assets (say) Rs. 3,00,000 
'Current liabilities (say) Rs. 1,50,000" ‘ ^ 

(ii) After purchasing goods worth Rs. 1,00,000 on credit basis i 
21st December both current assets (stock) and current liabilities (creditoi 
increase and ratio becomes : 

asset s (now) R s. 4.00,000 
Current liabilities (now) Rs. 2,50, OO'O 
= 1-6 ; 1. Therefore, ratio has declined. 

(nV) But instead of purchasing goods if creditors are paid off by (sa 
Rs. 1,00,000 then ratio is : ^ 

_ Current a ssets (now left) Rs. 2,00.000 
Current liabilities (now left) Rs. 50, OW 
=4 : 1. Therefore, ratio has improved. 

In computing the current ratio the analyst must be guarded and avo 
the followmg pitfalls : 
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(/) The inclusion of slow moving stock shows the ratio favourahle. 
such items must be omitted or adequately depreciated. 

(if) Similarly in respect of debtors, there must be adequate provision 
for bad and doubtful debts. . . 

(til) Resort to window-dressing on the eve of accounting date. This 
may be done in two ways : (n) Liquidate current liabilities to irapros'C the 
ratio, (h) Carrying low stocks and allowing inscntorics to fall below normal 
levels. This is done with a view to defer the purchases until after the 
balance sheet date. By deferring such purchases the deterioration m 
current ratio can be avoided. 

This ratio, apart from testing the solvency of a concern, is also used to 
judge the adequacy of the working capital. But the working capital require- 
ments of an enterprise cannot be judged on the basis of this ratio alon^ 
Working capital requirements aho depend on such factors as the speed with 
which slock' turnover and the promptness with which book debts arc 
collected. Therefore, one should also take into account^ stock turnover 
ratio and ratio of turnover of debtors. A company requires less working 

capital if the stock and debts move with greater velocity and a blockade m 
either of the.m would necessitate additional working capital. This ratio is 
also used to find out over-trading or under-capitalisation on the part of the 
concern and is discussed at another place. 

Acid test ratio or li(|uid ratio or quick ratio This ts calculated as 
follows : 


Quick enrrent assets 
*“ “Current liabilities 

Cash * Dills rcccIrableq-Pebtors -4 - Te mporary Investments 
“ Current liabiliries 

y.....,*: — nk overdraft 

.. . • . . . , , . Tianent way 

. ■ • • , • Hut on the 

basis of conservatism it is always good to include bank overdraft in current 
liabilities. Stock is excluded from quick current assets because they must 
be sold first before they can be converted into cash. Prepaid expenses are 
also excluded from the list of quick assets because they aic not expected to 
be converted into cash. Debtors are included in quick current assets after 
providing for bad and doubtful debts. Since only cash and quick 
selling assets arc included in the list of liquid or quick assets, therefore, 
the danger of loss on realisation of assets is less and one-to-one ratio is 
indeed a very important index of short-term solvency of the business. 

Even if a business has bright prospects, it may run into danger if it 
is not in a position to meet its current liabilities Hence (he importance of 
this ratio. An analyst must know that window-dressing is possible 
with respect to this ratio, by pressing debtors for payment and accelerate? 
orders before the balance sheet date. The analyst should also note 
although liquidity up to a point is desirable, too much liquidifv may 
an unwise use of funds which could be belter employed, Dunrg 
of boorn this ratio Is likely to be iiitfavoiirable. because incrtsjs^r;:^^ 
may lead to larger stocks and more debtors but less liquid 
Conversely, during periods of slump the ratio may become 
to disposal of stocks and realisation of book debts. 
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This ratio is only a variation of current ratio and measures the ability 
of the company to meet its pressing obligations, unlike the current ratio 

which is essentially a quaniitative concept, the emphasis is on qualitative 

aspects in the calculation of this mtio. While this ratio no doubt provides 
a more stringente.st of solvency, the financial analyst must consider this 
ratio together w'th the current ratio to test the short-term financial strength 
and solvency of the company. 

Current Liabilities to Tangible Net worth. This ratio is expressed as : . 

Curre nt liabilities ' - . 

“ Share capital -t-Kcservcs ‘-Profit and loss account credit balances 

A high ratio indicates overtrading which is the result of e.xpandjng 
volume of sales out of proportion to net tangible worth and the net working 
capital. The over-trading in such a case is possible only by building up 
heavy current liabilities ami slight adverse circunistances like sudden falling 
prices may prove to bo too critical and the concern may go into , creditors 
winding up. 

Over-trading is also re/lected in low current ratio, due to heavy current 
liabilities. It will also have a high turnover ratio due to expanded sales. 
The profitability of the company is again affected due to heavy interest 
payments on arlditional borrowings consequent to under-capitalisation. 
A low ratio indicates undertrading and over-capitalisation. The remedy lies 
in expansion and diversification of the business. 

Activity Ratio- An a.ialysis for measuring the movement of current assets 
Both the current ratio and the .'icivl test ratio will be misleading if 
debtors are too high bccau.se of slow credit collcclions. Similarly, the 
current ratio will be misleading if .stock is loo high because it is not being 
turned over (sold) as fast as it should be. Because liquidity ratios {/.e., current 
ratio and acid test ratio) ignore the movement of current assets it is neces- 
, sary for-short-term creditors to focus their attention on the analysis of 
./policy for collection of debtors and turnover of stock. 

Debtors turnover. Debtors, as used in this conte.xt, include bills 
receivable but excludes d^bts which arc not on account of goods, e.g., 
debtors arising out of sale of furniture will not be included in the list of 
debtors for this purpose. This is calculated as follows : 


Debtors turnover—. — — 

Average debtors 

Average debtors is calculated by dividing the sum of debtors in the begin- 
ning and at the end by 2. 

After having calculated debtors turnover, it is necessary to calculate 
collection period. This is done as under : 


Collection period , 

Debtors turnover 

The collection period so calculated is compared with the credit period 
allowed and then conclusions are drawn. 

Collection period can, alternatively, be calculated as under : 

Average debtors 
Net sales 



Cliipltr I/AnirisU inJ '' HiocW 


jsv-r 


Alternatively, 

Average of debtors* 


Average dally credit sales 3^ 


Avmy balryr ct K>A 
Average iJaily creit s£>es 
Net credit safcs 


Average debtor? ^ ^5 
!lio= — ... ... - 


While calculating debtors turnover. It IS importastta rericnh:? 

bad and doubtful debts are not deducted from loia! debtors so that it does 
not give a fahe impresMon that debtors have been ccnected ^cVfy. 

This ratio helps the financial manager to jvdge the aJaqua.:} or 
wise of working capital. It indicates the cconomv and etTcenyv v. .:b 
book debts as a comppnent of working capital arc uultsad Tr.r- 
indicates the average time lag in number oi days between s^les and cru.'.^ 
lion thereof. In other words, this ratio is a measure of the cvernge 
period eojo>'cd by the customers If the velocity slows dowT- x e> ^ 
indication that the risk of collection of debts and ao-c ofsolisrctcc s 
increasing. Slow collection may be due to aging of debts,. »ass rclto k 
favourable during periods of boom due to speedy reabssno: et debts. The 
opposite effects follow during periods of recesuro 

Some financial anal>sts prefer to taJ.e 500 days, fer the year after 
txclwding. Sundays and bank holidays As the period of credit lakes into 
account Sundays as well as bank holidays it is pre.'crable to take 365 days 
for the purpose of calculating this ratio 

As the debtors' turnover ratio gives the average credit period enjoyed 
by customers, a comparison with the actual credit period allowed by the 
company as a matter of policy will reveal the elTicirncy with which the 
credit col’ccti'ofi dco.arimenl is functioning in the particJiar organisation. 
Thus, if the avrrage period of credit aMowed is 4.'* days and Ihr cJrlAors’ 
tumo'w ratio works out to 60 days, it means that there i; lrr5*/3n :lhe 
wllcction f,f h'lnk debts, ft can, of course, also mean lhal tftf \xy>''f. debts 
jncicda ofj and bad debts. Or the divergence may be du? V'f a i/.'mbination 
of both. 


^ Stark ixrtnvrr^ How many limes stock is purchassf d'-u'jrtg the yea 
IS an jnj^rti-'Ctt'imfant'.rr because this depend, err purchav 

poji^.^ iw small lots results in repeated bty'n’y b^mg in bull 

TKuits m ir/req-ic-rt bia^fn j. Though bulk fauyfnj advantage 

01 estenia! aed inreru!' scri-tamiM- it rj-tni*! or. 


ll trjTTff'f Kvont fhaf bu^s in imu'U'/' 

^ compin'* Ivstsi,? to sevur Jv-.-'yenT. 

capitalVd rit wean'.ertTidftn' vr.ilr^xc 
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capital. Excessive inventories which are the cause for a low inventory 
turnover result in heavy losses due to obsolescence, changes in style and 
fluctuations in prices. 

It is calculated as under : 

Cost of goods sold 
^criigc stcik licicl during the year 

Average stbcl, held is calculated by adding stock in the beginning and 
dt the end of the year and dividing it by 2. 

Inventors' to net worlting capital. This ratio supplements the stock 
turnover ratio. This ratio lielps to judge the quantum of inyentories in ^ 
relation to size of the business. Heavy inventories can lead to failure of 
business in the event of prices of such inventories crashing, ft is only by 
buying the proper quantities and under favourable market conditions that 
the business can succeed. .So cacli business must establish a fixed relation- 
ship between the inventory and the net working capital. The ratio is 
expressed as ; 

En ding invento ry 
Net working capital 

Net sales to Net Working Capital. This ratio is expressed as ; 

Net sales 

’Net working capital 

This ratio is considered along with the ratio of net sales to net worth. 

A high ratio indicates the presence of overtrading and the need for addi- 
tional funds. A low ratio, on the other hand, indicates undertrading and 
the presence of more funds which cannot be put to rea.sonabic use. If the 
ratio is high, the situation can be remedied by introducing additional capi- 
; , tal, ploughing back of profits over a period and reducing the volume of 
business, particularly that component wliich promises to be temporary. 

^■‘leverage ratios— an analysis for long-term creditors 

Long-term creditors include debentureholders, vendors selling equip- 
ments on instalment basis, and other financiers supplying long-term loans. 
Long-term creditors are primarily interested in whether the company has 
ability to pay regularly interest due to them and to repay the principal at 
the maturity date. In order to test the solvency of the concern from their 
point of view the following ratios are calculated : 

Net income to defat service ratio. Here *ncl income' stands for net 
income before charging income-tax and interest on long-term debts and 
‘debts service’ stands for interest on Jona-term debts. This ratio is calcu- 
lated as follows : 

Net income before charging 
interest and income-tax 

Periodic intercJTon of tones fixed charges earned 

' long-term defats 
If particulars are taken as follows : 

Net income as per profit and loss account R,s. 35,000 

Income tax deducted 25 OOO 

Interest on debentures deducted 12*500' 
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TTiis measure is helpful to assess the soundness of long-term Unancial 
policies and determines the relative stake of outsiders and shareholders in 
the company. For this purpose debt means long-term loans apd liabilities. 
Redeemable preference share.c are also taken as debt. 

Deht ratio. This ratio compares the total liabilities to total assets 
and is expressed thus : 


Total liabilities 
Total assets 

This ratio also indicates the extent of trading on equity and measures 
the percentage of assets financed through borrowing. 

Shareholders’ equity to fixed assets. Normally it is the duty of 
shareholders to finance the purchase of fixed assets of the company. There- 
fore, shareholders’ equity (share capita] reserves and funds) should be 
equal to fixed assets, /.e., ratio should be 1:1. If assets are more than 
shareholders’ equity then it shows that some fixed assets are financed out 
of borrowd capital and any withdrawal of borrowed capital by the lenders 
company in difficulties. Coverage of fixed assets by share- 
holders equity is a good test of long-term solvency. A business where the 
fixed assets are not covered by tangible net worth may not have a chance 
to survive. In fact the tangible net worth of the company must be more 
inan the fixed assets sq that a portion of the working capital is provided 
rom permanent owned funds. Sometimes a deviation is made in the above 
inM ,1 having only shareholders’ equity long-term loans arc also 

tvnic solvency of the concern. This is because in certain 

properties are held, it is quite usual for 
secured loans to cover a large proportion of the fixed assets. 

SOME PRINaPAL TER.MS 

“Gearing” of Capital 

The relation of equity capital (including all reserves and undistributed 
pro s as may be regarded the share of equity shareholders) to preference 
^ other types of fixed interest bearing loans is dcsci ibcd as 
tiif. ^ scaring,. In other words, the technique of raisini: finances for 

s carrying >ecuritics 

issuinc the capital. Therefore, if conipanv collects capital by 

bear or bv invituig public debts, which 

^'^terest, the company is said to liavo “geared” the capital. 

capital carrying fixed rate of interest or 
canfinl^rnr^ ^ore tiian the equity capital. Similarly, gearing is low if 
eniiiiv f-o interest or fixed rate of dividend is less than the 

ctn>,a r ^ repeated that equity capital for this purpose 

Undistributed profits and reserves, 
le o owing cxaiiiplc the idea of high and low gearing c.an be made 
more clear ; 
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Low gearing 

Equity share capital Rs. 15,00,000 

R% Prercrcncc share capital 4,00,000 

71% Redeemable preference share capital 1,00,000 
7% Debentures 3,00,000 

General reserves 1 ,00,000 

Profit and loss appropriation account ■— 


Rs. 24,00,000 


High gearing 
Rs. 6,00,000 

4.00. 000 
R.00,000 
-l.nu.ciK) 

1.00. 000 
1,00,000 


Rs. 24,00,000 


Gearing ratio 16:8 8:16 

2:1 1:2 

Whether or not high gearing ratio is good for the company will 
lepcnd upon the circumstances of the case. A high gearing may result in 
ome benefit to equity shareholders, where the rate of intcrest/divklcnd on 
ixed intcrest/dividend securities is lower than the rate of return on Invest- 
nent in business and the company is said to be trading on the equity. In 
he ease of loan capital, there is the benefit of tax shield, because interest 
. .• .f.. f.. •«- purpose ofas- 

. . • . . • . • . . effective rate 

. . • •• • . . • . . I Thus, if 

nterest is paid on loan capital, the net rate after talcing into account the 
ax shield works out to 8% only. Thb is illustrated below. 

Ilustraticn 8. A Ltd makes a profit of Rs. 1,00,000 before taxes and 
leforc providing for 16% interest on loan capital of Rs. 2,00,000 taken 
rom Tamilnadu Industrial Investment Corporation (SFC). If the corporate 
:ax is 50%, c.ilculalc the elTcciive rate of interest paid by A Ltd. 


Solution t 

(A) When there is no loan capital : Rs. 

Profits made by A Ltd as given 1 .00,000 

Corporate tax at 50% of the profits 50,000 

Profits after tax 50,000 


(B) In view of the loan capital : Rs. 

Profits before interest and tax 1,00,000 

Lcs ^ : Interest on loan caqital 32,000 

Profits after interest but before tax Rs- 68,000 

Lru : Corporate l.ax at 50% of the profits 34,000 

Profits after interest and taxes 34,000 

ID Interest payable to T.I.I.C. Rs. 32,000 

LefT : Amount saved due to tax shield 

(ILs. 50,000— Rs. 34,000) 16,000 

Rs. 16.000 


rffa'iM' interest paid 
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(D) Effective rate of interest payable : 


Rb. 16,000 
“Rb, 2,00,000 


XIOO 


If in the above illustration the amount is raised by v/ay of preference 
share capital, the preference dividend paid will be treated on an appropriation 
of profit and, therefore, the burden of payment of dividend v/ould be 16% 
as against 8% in the case of loans. Ibercfore, external borrowings con- 
stitute a cheaper source of capital employed and enable the organisation to 
trade on equity. How trading on equity helps the equity shareholders is 
illustrated below. This is generally done v/ith the help of EBIT (Earnings 
before interest and laxcs)-EPS (Earnings per share) analysis. Whether 
the trading on equity or the financial leverage is favourable or not is 
judged by its effect on earnings per share to equity shareholders. 


Tllnstration 9. It is proposed to start a business requiring a capital of 
Rs. 10,00,000 and an assured return of 15% bn investment. Calculate the 
earnings per share (EPS) (i) if the entire capital is raised by means of 
Rs, 100 equity shares, and (ii) if 50% is raised as under (i) and the balance 
by means of 10% debentures. 


Solution : 


EBIT 

Interest 

Case I 
Rs. 1,50,000 

Earnings before taxes 

Taxes, say, at 50% 

1,50,000 

75,000 

Earnings after interest and taxes 

75,000 

No. of equity shares 

«Sf s=:c=rrr» 
10,000 

Earnings per share 

C3r=5 cars 

R.S. 7-5 

illustration since the return on investment 


Case II 
Rs. 1,50,000 
50,000 


1 , 00,000 

■ 50,000 

50,000 

C3 =><=3 

5;ooo 

Rs. To-0 


mvaWe or, ‘cvcragc occuTs when the ROI is less than the interest 

mmb/naffor, Financial managers decide the debt equity 

It mvt nhn ho suggested by different combinations, 

to eouitv hnlrtfrc' although financial leverage offers advantages 

hasTo^JI^^ w if'tercsl is a fixed charge and 

loans can be nKert ^ company is making profits. Moreover, 

mems^ffeet the^^^^ Penodic interest pny- 

priidcnt forthe firvin Therefore, it would be 

mwd to the sewrnl f ""“"^eeraentto decide the extent of gearing having 
Sks involved profitability, interest ratd and financial 


A financial analy.st can understand the extent of 
ting capital-gcanng ratio. This ratio is expressed as 

Equity capital 

ijt- • j _ r ■ 


gciirjrii' uy 


fixed intcrest/dividend nearing securities 
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A large proportion of debentures aod/or preference shares to equity shares 
indicates high gearing. If there is a high proportion of equity capital in 
relation to debentures and preference shares, it is a case of low gearing. 
Some analysts also add surpluses and retained earnings to the equity capital 
to calculate this ratio. 

niustrafion 10. From the capital structures of. .<4 Ltd and BlXd ghvn 
below comment on the capital gearing of the two companies : 


A Ltd BLtd 

Equity share capital Rs. 10,00,000 Rs. 6,00,000 

Preference share capital 2,00,000 4,00,000 

Debentures — 2,00,000 

General reserves 5,00,000 5,00,000 


Solution : 

Capital-gearing ratios : 
,,.^.15,00,000 

1 1,00,000 . 
‘fooSoo " • 


From the above calculations it Is clear that the capital of/l Ltd is 
low geared while that of B Ltd is high geared. 

Overtrading 

Overtrading is a curse to the business. It squeezes the potentialities 
of the business and brings it to the stage of insolvency. Overtrading is the 
result of excessive sales. The decision of accepting excessive orders compels 

’ — ... 4-. . dengage more workers 

• j ' ■ ••• • ' longer than the usual 

s , " ; • ' ; • . ■ ••• i' • many processes through 

which the raw material has to pass, before coming as finished products, 
blocks the stock of goods in the pipeline and business is caught in the 
trap. On the one band, the necessity of cash mcrcases in order to make 


material into fmished products and then ultimately selling them in the 
market. Under the circumstances, forced sale of stock is the only remedy 

fbccurrcnt obligalioas. Pointing out the 

Rose has rightly remarked : “The danger 
• • “• words, in attempting the expansion of a 
business without an adequate background of liquid capital— is that the 
management dazzled by the opportunity offered by the market and the 
profits undoubtedly being made, do not appreciate that the cash return 
during the expansion period inevitably 'lags ^hind expenditure.’** 
Over-trading can be Indicated from the following tests : 

(<j) Increasing tendency of total trade creditors. 

(6) Piling of stock. 

(c) Reduction in turnover. 

• lUlrntnuThuae* of UiaaHal CMrrfatAv* Pittun. Londem. 
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(t/) Comparison of credit period taken with the normal credit period 
allowed in that trade. If the credit period taken is more than ■ normally 
allowed, it is definitely an index of poor cash position and, consequently, 
over-trading. 

(c) Ratio of sales to sliarc capital or total net worth. If sales are 
too large in relation to capital then the business is said to be in the grip 
of over-trading. 

(/) Ratio of sales to working capital. If sales are too high in 
comparison to working capital current ratio is distorted and results in over- 
trading. 

Under-trading generally hints at inadequate volume of business. 
This is due to underemployment of assets of the business, leading to the fall 
of sales and results in financial crisis. This makes the business unable to 
meet its commitments and ultimately leads to forced liquidation. 

Over and under-capitalisation 

Any firm, in order to carry on business, collects money from two 
sources, viz., owners and creditors. In the interests of prudent financial 
management it is imperative that a proper balance between these two 
capitals (/,<?., owned capital and borrowed capital) be kept. Any im- 
balance will'be termed either under-capitalization or over-capitalization. , 

Under-capitalisation. If the owned capital of the business is much 
less thari the total borrowed capital then it is a sign of under-capilalisation. 
This means that the owned capital of the business is disproportionate to 
the scale of its operation and hence the business is dependent upon borrowed 
money and trade creditors. Under-capitalisation may be the result of 
overtrading. It must be distinguished from high gearing, as in the latter 
case there is a coraparisoa between equity capita! and fixed-interest-bearing 
capital (which includes preference share capital also and excludes trade 
creditors) whereas in the former case the comparison is between total owned 
capital (both equity and preference share capital) and total borrowed 
capital (which includes trade creditors also). 

Under-capitalisation is indicated by ; 

(a) Low proprietary ratio, 

(b) Low current ratio, 

(c) High return on equity capital, or on proprietor’s funds. 

The effects of under-capitalisation may be : 

(а) payment of excessive interest on borrowed capital, 

(б) use of out-of-date appliances and equipments because of inabi- 
lity to purchase new plant, etc., 

(c) high cost of production because of the use of old machines and 

excessive interest on loans and high cost of purchase because of 
extra credit demanded on purchases. 

^ Ovcr-onifalirafion. A concern is said to be over-capitalised if its 
earnings arc not sufficient to justify a fair return on the amount of share 

capital and debentures that have been issued. It is also said to be over- 
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capitalised when total of owned and borrowed capital exceeds its fixed and 
current assets, i.c., when it shows accumulated losses on the assets side of 
the balance sheet. 

^ Over-capitalisation can be remedied by reducing its capita! so as to 
obtain a salisfatlory relationship between proprietors’ funds and net profits. 
In case ovcr-capitalisation is the result of over-valuation of assets then it 
can be remedied by bringing down the value of assets to thc’r proper 
•value. 

Functional classification of ratios. All the ratios discussed previous- 
ly can be classified on the basis of their functions as follows : 

1. Liquidity Hatlos : 2. Solvency ratios : 

(а) Current ratio (u) Current ratio 

(б) Acid test ratio (6) Acid test ratio 

(c) Equity ratio 
(<0 Debt ratio 
(O Debt-equity ratio 
(/) Net income to debt service ratio 
3. Profitability ratios : 4. Activity ratios : 

(а) Gross profit ratio (<*) Inventory turnover 

(б) Net profit ratio (6) Debtors turnover 

(c) Return on equity (c) Fixed assets turnover 

(<0 Return on Investment (o) Working capital tumove r 
(e)‘ Return on net worth 

5. Leverage ratios : 6. Financial ratios ; 

(n) Debt ratio (a) Fixed assets ratio 

(6) Net income to debt service (M Capital gearing ratio 
ratio • (c) Debt-equity ratio 

fe) Debt equity ratio (a) Cunent ratio 

(d) Proprietary ratio (e) liquidity ratio 

The classification given above would help students to work out 
problems which do not specify the individual ratios to be worked out but 
the student is asked to calculate a particular group such as solve ncy ratios, 
levdrage ratios, etc. 

The table given below would also help students to calculate the 
required ratios in a given problem : 


Objfeiiye of analysts 


Ratios to be computed 
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4 Overall efficiency (a) Return on investmenl 

(6) Operating ratio 

(c) Assets turnover and other turnover 
ratios 

(d) Return on proprietors’ equity 

(e) Earnings per share 

5. Profitability in relation to sales (a) Gross profit ratio 

(h) Net profit ratio 

6. Profitability in relation to investment (a) Return on investment 

fb) Return on proprietor s equity 
(c) Earnings ^r share 

7. Over-trading or under-trading (o) Proprietary ratio 

(b) Current ratio 

(c) Stock turnover ratio 

R. Trading on equity (a) Capital gearing ratio 

9. Over-capitalisation and iindet' (a) Proprietary ratio 
capitalisation (b) Current ratio _ 

(c) Return on equity capital 

10. Operating efficiency toj Operating ratio 

I (b) Expense ratios 

Ratios for diagnosing insolvency 

A reference has already been made to the predictive power of ratios. 
In recent jears ratios have been increasingly iised^ for the early diagnosis 
of insolvency, .so that remedial action can be taken in lime to thwart the 
sante. The ratios which are used for the purpose are listed below : 

(1) Profit before tax to current liabilities. 

(2) Current assets to total liabilities. 

J (3) Current liabilities to total tangible assets. •, 

credit interval which is the ratio of working capital t( 
• operating costs excluding depreciation. 

These ratios have been used in advanced countries with a fair amoun 
of suc^ss. However, Jike other ratios these also suffer from numerou 
limitations and an analyst must be guarded in making use of these ratios. 

2-SOLVED PROBLEMf 


Illustration II. The following is the trading and profit and loss account c 
Ram Sons (Pvt.) Ltd for the year ended June 30, 1P74 ; 


To Stock-in-hand 
To Purchases 
To Carriage and freight 
To Wages 
To Gross profit 


To Adininistrathc expenses 
To Finance expenses : 

Interest 1,200 

Discount 2,400 

Bad debts 3,400 


Rs. — 

76,250 By Sales 
3,15,250 By Stock in hand 
2,000 
5,000 
2,00,000 

5,98,500 


1,01,000 By Gross profit 

By Non-operating incomes : 
Interest on security 1,500 

Dividend on shares 3,750 

Profit on sale of shares 750 

7.000 


Rs. 5,98^0 
^ 00,00 
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To Sellins and distribution 
expenses 

To Non-operating expenses ; 

- Loss on sale of 

securities 320 

Provision for legal 
suit 1,550 

12,000 

To Net profit 

HOW 

Rs. 

2.06.000 


Rs. 2,05,000 

You are rcquucil to roladatei (a) Expense ratio, (6) Gross profit 
ratio, (e) Net profit ratio, (rf) Operating net profit ratio, (o) Operating 
ratio, and (/ ) Stock turnover. 

Solution : 

(a) Expense ratios 

Administration expenses Rs. 1,0J,000_-^ on-se/ 

Siis 


CO 

(«) 

(HO 

W 

m 

(0 

W) 


Finance expenses Rs. 7,000 
Sales ~Rs. 5,00,000 


Xl00=l'40% 


Selling and distribution expenses Rs. 12,000 


Sales 


Rs. 5,00,000 


XI00*:=2'40% 


Non-operating expenses Rs. 2.000 . . 

Sales “Rs. 5.00,000 ^ 

Gross profit ratio 

Gross profit Rs. 2,00.000 |Aft_ 

~Sil~ =Ri."5.00.000 ™-40/.. 

Net profit ratio 
Net profit Rs. 84,000 „ 

-SalcT “rOwOOO^ 

Operating net profit ratio 

Operating net profii=:Ncl profit+Non-operating expenses 

-Non-operating incomes 
»»Rs. 84,000+R5. 2,000 -Rs. 6,000=Rs. 80,000 
. profit Rs. 80,000 

, , RaUo= gjjjj X 5,00,000*' *™” ' 

(e) Operating rath 

This is an expression of the .cost of goods sold plus all other operating 
expends to net sales. Tliis is calcuiatcd as follow’s : 

Stock In the heginning Rs. 75,250 

Add : I’urchascs 3,15,250 

Add : Direct expenses (Rs. 2,000-i-Rs, 5,000) 7,000 

3,98,500 

Less Stock in hand at the end 98400 


• It may be noted that operattos ratio t<^tlicr with the eperatias oct prdt 
ratio will be e<taal to 100%. 
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3,00,000 


Cost of goods sold 
Add : All operating expenses : 

Administration expenses 1 »0 1 ,000 

Finance expenses 7,000 

Selling and distribution expenses 12,000 ^ 

Total cost of operation Rs. 4,20,000 


^ . . Rs. 4,20,000 

The operating ratio=g^- 3 ^Q^ 


X 100=84%* 


(/) Stock turnover 


Stock at the beginning 


Rs. 76,250 

Add : Stock at the end 


98,500 

Total Stock 


Rs. 1,74,750 

/Rs 

.*. Average stock ( — ^ 

1,74,750 \ 

2 j 

87,375 

Stock turnover-^®^ ^oods sold 

Rs. 3,00,000 times. 

Average stock 

- Rs. 87,375 


Illustration 12. 


M/s Raj and Sons Ltd present you the following : 
BALANCE SHEET 
As at 31st December, 1977 


, Equity share capital 
’ ^ Preference share capi tal 
Reserve fund 
6% Debentures 
Sundry creditors 
Profit and loss accoun t 

1976 1,000 

1977 20,000 


Pc 

50.000 

10.000 

40.000 

20.000 

30,000 


21,000 


Rs, 1,71,000 


Fixed assets ■ 

Investments 

Stock 

Sundry debtors 
Bank balance 
Preliminary expenses 


Rs. 

87.500 

25.000 

30.000 

13.500 

7.000 

8.000 


Rs. 1,71,000 


The directors intend to transfer a sum of Rs. 5,000 out of the current 
year profits to provision for tax. 

You are required to calculate the following ratios : 

(а) Return on capital employed ratio 

(б) Current ratio 

(c) Fixed assets to net worth 

(d) Debt to equity capital 

(c) Retur n on owner’s capital. (M. Com., Nagpur April, 1978) 

•It may be noted that operating ratio together with the operating net profit 

xatlo will be equal to 100%. 
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Solotion : 

Raja & Sons Limited 


Working aipiial’. 
Current assets : 


Dank balance R$. 

7,000 

Sundry debtors 

13,500 

Stock 

30.000 

Investments* 

25,000 


75,500 

Less : Current liabilities 


Sundry creditors 

30,000 

Provision for taxation 

5,000 


35,000 

Working capital 

40,500 

FiXwd assets 

87,500 

Total funds (capital) employed 

1,28,000 

Less : 6% Debentures 

20,000 

Shareholders’ equity 

1,08,000 

Represented by : 


Equity share capital 

50,000 

Preference share capital 

10,000 

Reserves 

40,000 

Profit and Loss A/c balance 

8,000t 


Rs. 1,08,000 

(c) Return on capital empfqyed rolfo 


Net profit for 1977 

Rs. 20,000 

Add : Interest on debentures 

UOO 


Total 21,200 

Less : Provision for tax 

5,000 

Adjusted profits after tax 

Rs. 16,200 


Returu^j 28 ^q^j^jXI00 12 7^ 

Note. It is presumed that the provision Rt taxation is suflicient to 
discharge tax liability. 

(6) Current rath 

Current asset _ 75,500 . . j 

Current liabilitics'^35,000'“ 


* Presumed to be temporary iQmtnicDts. 

t P& L A.'c baU&ce ic» prclimlatix expenses provision for ttxtiios. 
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Cost of goods sold 3,00,000 

Add : All operating expenses : 

Administration expenses 
Finance expenses 
Selling and distribution expenses 


1,01,000 

7.000 

12.000 


Total cost of operation 

The operating ratio=^ ^^' 5 qq OoF ^ 100=84%*. 


1,20,000 
Rs.' 4,20,000 


(/) Stock turnover 

Stock at the beginning 
Add : Stock at the end 

Total Stock 


Average stock 


Rs. 76,250 
98,500 

Rs. 1,74,750 


87,375 


stock tet. 

Illustration 12. M/s Raj and Sons Ltd present you the following : 

BALANCE SHEET 
As at 31st December, 1977 


Equity share capital 
S% Preference share capital 
Reserve fund 
6% Debentures 
Sundry creditors 
Proht and loss accoun t 

1976 1,000 

1977 20,000 


Rs. 


Rs. 

50,000 

Fixed assets ! 

87,500 

10,000 

Investments 

25,000 

40,000 

Stock 

30,000 

20,000 

Sundry debtors 

13,500 

30,000 

Bank balance 

7,000 


Preliminary expenses 

8,000 

21,000 



1,71,000 


Rs. 1,71,000 

eseincs) 


csanM 


Rs. 1 ; 


luicnQ to iransier a sum of Rs. 5,000 out of the current 
year profits to provision for tax. 

You are required to calculate the following ratios : 

(а) Return on capital employed ratio 

( б ) Current ratio 

(c) Fixed assets to net worth 

(d) Debt to equity capital 

(c)_ Return on owner’s capital. (M. Com., Nagpur April, 1978) 

operating act profit 
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Solation : 


Raja & Sons Limited 

H'or^i/tQ capiial : 

Current assets : 



Bank balance Rs 

7,000 


Sundry debtors 

13,500 


Stock 

30,000 


Investments* 

25,000 




75,500 

Lexs : Current liabilities 

Sundry creditors 

30,000 


Provision for taxation 

5,000 



35,000 




Working capital 


40,500 

FiXvd assets 


87,500 

Total funds (capital) employed 


1,28,000 

Less : 6% Debentures 


20,000 

Shareholders’ equity 


1,08,000 

Represented hy : 

Equity share capital 


50,000 

Preference share capital 


10,000 

Reserves 


40,000 

Profit and Loss A/c balance 


8,000t 

(c) . Return on capital employed ratio 

Net profit for 1977 


Rs. 1,08,000 

Rs. 20.000 

Add : Interest on debentures 


1,200 

Less i Provision for tax 


Total 21,200 
5,000 

Adjusted profits after tax 


Rs. 16.200 


Note. It is presumed that the provision for taxation Is suOkrieni is 
disebarge tax liability. 

(6) Current rutso 

Current asset 75,5 00 5.,^ . * 

Current liabilllics'®35,000“^*^” * * 

• Presumed to be temporary investments. /'* ' 

t P ft L A.'c balance leas ptclimintiy expenses provision (or 
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Sales ratios 

1. Sales to fixed assets— Sales : Fixed assets 

=Rs. 3,00,000 : Rs. 3,85,000=60 : 77 

Whether this ratio is satisfactory or not will be determined by 
taring it cither with standard ratio or with some ratio prevalent m that 
ndiistry. Goodwill is included in fixed assets. 

2. Sales to worlring capital --Sales : Working capital 

= Sales ; (Current assets -Current liabilities) 
=Rs. 3,00,000 ; (Rs. 1,72,000-Rs. 1,37,000) 
=3,00,000 ; 35,000- 60 : 7 

Again, comment on suitability of ratio can be made only after com- 
paring thi.s ratio with other standard ratio. 

Illustration 14. A Ltd has a current ratio of 4‘5 to 1 and liquidity ratio of 
3 to 1. If its merchandise inventory is Rs. 24,000, find out the total current 
liabilities. 

Solution : 

Current ratio 4‘5 : 1 

Liquidity ratio 3‘0 : 1 

Inventory to current liabilities ^ L5 ; 1 


Current liabilities=^^j^^ x I=Rs. 16,000, 

Illustration IS. R Ltd has a liquidity ratio of 2tol. If its merchandise 
inventory is Rs. 15,000 and total current liabilities are Rs. 30,000, ascertain 
the current ratio. 


Solution. As per the liquidity ratio for every Re. 1 of liability, there are 
Rs. 2 of liquid assets. 

Liquid assets (Rs. 30,000x2) Rs. 60,000 

Add : Merchandise inventory 15,000 


Total of current assets 


Rs. 75,000 


Current ratio-: 


Rs. 75,000 
Rs. 30,000 


=2-5 : 1. 


lliiist'-afion 16. Followiqg are the ratios 
aclivilics of National Traders Ltd : 


relating to the trading 


Debtor’s velocity 
Stock velocity 
Creditor.^* velocity 
Gross profit ratio 


3 months 
8 months 
2 months 
25 per cent 


Pc j 3ist December, 1573 amounts to 

c, ^ IW' above the opening 

Slock. Bdls rcecivuole amount to Rs. 25.000 and bills payable to Rs. 10,000. 


CInjtM l/Am InU iid tnlnmlitbD iit riianchl StttenKnli FSA-O 

Find out : (a) Sales. (6) Sundry dctlors, fr) Closing stock and (if) Sundry 
- [C.A. (Final) May, 1974] 

Solution. 

(a) G.P. Ratio=°I2gP2l!il 
Ssiles 

SaIes=‘^°“P'25L 

G.P. ratiA 

«Rs.l6.00.000. 


DtHnrc Satesx Deb t ors velocity 

16.00.000x3 

12 

«Rs. 4.00,000 

As debtors for this ratio include bills receivable, the book debts 
amount to Rs. 4,00,000— Rs 25,000~R$. 3,75,000. 

(., s.nckvc,nci.y-"4;;^^^^cyx.7 

■ Average 

Cost of goods soId«Salcs— G.P. 

=Rs. 16,00,000-Rs. 4,00,000=*Rs. 12,00,000 

. . , 12,00.000x8 

Average stock 

It .t is assumed to be the opening stock, .t-r Rs 10,000 would be the 
closinc .stock. 

.V--.V-L 10.000 


-s-Rs. 8,00,000 


Average stock 


Opening stocJ. (\)- 


■Ascrace stoc k X 2 — 1 0 0 00 
2 

sroo(H) ^^-lo.ot'o „ . 


Closing stock- Rs 7,95,1>00-Rs In.tioo-Ps 8.ns o > 
ws 

Purchases x creditors vclomv 


, . T«*tal creditors 

(,/) Creditor sveloeny 


Crcdilors=s- 


12 


Pin tliascs^ Cost ofgoiHls sold i chining stock- opening smek 
--Rs 12,00.C0O4-8,n5,Cti— 7,95,C{)0--R5 12,10,000 
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As creditors for this ratio include bilis Payable 

Trade crcditors^Rs. 2.01,667- Rs. 10,000=Rs. 1,91,667. 

niDstration 17. Following is the balance sheet of X Ltd on 31st December, 
1974 : 


Lfnhih'ttex 

Equity share capital 
Capital reserves 
8% Loan on mortgage 
Trade creditors 
Bank overdraft 
Taxation : Current 
Future 

Profit arid loss account : 
Profit 1974 after taxation 
and interest on fixed 
deposits 

Less : Transfer to ; 
Reserves 4,000 

Dividend 2,000 


Pc 

20,000 

4.000 

16.000 
8,000 
2,000 
2,000 
2,000 


Assets 


Goodwill 
Fixed assets 
Stocks 
Debtors 
Investments 
Cash in hand 


Rs. 

12,000 

28,000 

6,000 

6,000 

2,000 

6,000 


12,000 


6,000 


6,000 


Rs, 60,000 


Rs. 60,000 


Sales amounted to Rs. 1,20,000, Calculate ratios for : (a) testing 
liquidity, (b) testing solvency, and (c) testing profitability. 

Solution : 


Test of Liquidity 


1. Current ratio 


Current ratio 


Current assets 


Current liabilities 
Stock -FDebtors-flnvestments+Casb 


Creditors -r Bank overdraft’'' 4-Provision for current taxation 
Rs. 20,000 
~Rs. I2,000" 


=5:3 


Current ratio is reasonably good because current assets are almos 
double the current liabilities, 

2. Quick ratio 

Quick Tatio=--5i»Eli^^l_ 

Current liabilities 


th" cround^ufat^ranMmenfvv-^t,*.'if''t?*^ 9''‘=‘'4raft in the current liabilily or 

nent” Thouzh tliiv areiimiTM regarding the bank ovcrdrafi is “perma- 

facimV«nbco4cllcdby'thc'42atanv^^^^^ ‘"'r ‘'ni 

'•conservatism" ihe tncincmn^ u t keeping with convention ol 

tSsonS?! of bank overdraft in current liability seems to b( 
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Debtors+Tmcstments+Casu In hand 


Crcditors-f-Bank overdraft-f Provision for current taxation 
Rs. u,m 


^1-2: I. 


If quick ratio is 1 : 1 then position is said to be satisfactory. Tn this 
case it is more than one and hence liquidity of the company is sound. 
TEST OF SOLVENCY 


Although test of liquidity is the test of solvency, yet solvency normally 
stands for the ability to meet all outside liabilities out of all assets. 
Therefore, 


„ , .. Total assets Rs. <50,000 15 

Total oulMdc liabilities ''rT"28.000"T 
= 15 : 7=2 2:1 


Total liabilities are coverctl more than tisice and, hence, solvency of 
the company is certain. In Uahihtits provision for future taxation is not 
included and in total assets poodwill is included only on the presumption 
that, if sold, it will realise that much of the amount. Goodwill appears in 
the balance sheet only when company has paid for it. In emergen^ it can 
also find market for it. 

TEST FOR PROFITABILm* 


The following tests have been cariictl out : (a) Return on total assets, 
(h) Return on total iiucstmcni employed, (c) Return on shareholders’ 
funds. Other profualiiliiy ratios based on s.ales have notb;i.ft calculated 
because of lack of infonuation. 

(a) Reliint on total assets : 

. Income before lax & interest on fixed liability^ 

Return on lotnl arrets- TSifaSu 


Rr (6.000 -1-2.000-1-2,000+ 1.280) 


R^l.280 

Rs. 60.000 


This return can be compared with general return in the market and 
accordingly conclusions can be drawn. 

(/>) ReUtrn on gross capital employed ; 

Income before tax and interest on 
. , , . fixed liabilities 

Return on gross capital emplo>-ctt=- ^ - -{ ;; ;,^,^,. — X 100 


Shareholders' funds+ Fixed 
liabilities 

Rs. lUSO 


,JX100 


Rs. (20.000*}-4,ix)0f2.000+6.000+lf>.0l)())^ 

Rs. 11,280 
Rs’ t<t.0(X)^ 

Company sco^.^ to lu\c \cr\ sound fin.imi.T! policy because eJ.er 


Xx 100=23 5*’.: 


earning at the rate of 23'5/', llicj arc paying only on fixed loans- 
58(45-130/1983) 
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(c) Return on shareholders* funds : 


Return on shareholders’ funds 


Income after taxation 
“ Shareholders’ funds ^ 


Rs. 6,000-f-Rs. 2,000 vTOO 
‘^’Rs. (20,000+4,000+2,000+6,000)^ 


Rs. 8,000 
~Rs. 32,000^ 


100-25% 


Provision for taxation for future has been included in income. Sinci 
transfer to capital reserve is not available to shareholders it has beer 
excluded from the income. 


Illustration 18. Define any three of the following accounting ratios : 

(i) Liquid ratio ; (ii) Proprietary ratio ; (Hi) Operating ratio. 

(Iv) Net profit ratio ; (v) Return on proprietor’s funds. 

From the following financial statements of Rimzim Ltd, calculate an) 
three of the above accounting ratios and comment on the significant 
thereof. 


Rimzim Ltd 

MANUFACTURING, TRADING, AND PROFIT AND LOSS ACCOUNT 
for the year ended 3Ist March J9S0 


To Opening stock 
To Purchases 
To Wages 

To Victory overheads 
To Gross profit 


To Administrative expenses 
To .Selling and distribution 
expenses 

To Debenture interest 
To Depreciation 


Rs. 

5.00. 000 

11 . 00 . 000 

3.00. 000 

2 . 00 . 000 
5,00.000 

Rs. 26,00,0W 

75,000 


50.000 

20.000 
60,000 

5,000 

3,20.000 


Rs. 5,30.000 

To Preference dividend “““■=• 
(net)— interim 

Tn 1 76*000 

To Balance c/d 

Rs. 5,91^ 


By Sales : Cash 3,00,000 
Credit 17,00,000 

By Closing stock 


20.00,00 

6,00,00 


Rs. 26,00,0C 

By Gross profit . *5 oo.OC 

Pividend on investments ’ 10 , OC 

By Profit on sale of furniture 20,0C 


By Balance b/d 
By Net profit 


Rs. 5,30,0( 

eaaai«K i 

2,71, Oi 
•3,20,0 


Rs. 5,91,0 
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BALANCE SHEET 


At at 31st March J9S0 ^ 


Liabilities 

Rs 


Ri 

Equity share capita] . 

10,00.000 

Goodwill (at cost) 

5.00.000 

6% Preference share capita! 

5,00,000 

Plant & machinery 

6.00.000 

General reserve 

1,00,000 

Land and building 

7.00.000 

Profit and loss account 

4.00.000 


1.00.000 

Provision for taxation 

1.76.000 


6.00.000 

Bills payable 

1,04,000 


30.000 

Bank overdraft 



1,50,000 

Creditors 

4, SO, 000 

BanV: 

2,20,000 

Rs. 

29,00.000 


Rs. 29,00,000 


Soluticn (/) Liquid rct:o : This h al<o >rcv\n as ‘acid lest ratio* or 
'quick ratio*. It is a ratio between cash and bank balances, readily saleable 
securities and book debts against current liabilities and is calculated as 
under : 


Quick asset s 
Current liabilities 

Bills receivable-f Debtors-f-Bank 

*“Tax pfovision4 Bills payable4Creditors+Bank overdraft 
. Rs 30.000 t- 1.50,000+2.20,000 4,00,000_ 

" Rs. 1 ,76.000+ 1 ,24.000+4,80,000+ 1 ,20,000" ^JooToOO** 

Thus against the currently payable liability of Rc. 1, the readily available 
liquid asscsts for pajircnt is Re. 0*44. 

(//) Prtr^ictary rol:o. It is the ratio of total shareholders’ fund to the 
total assets employed in the business. In the given problem, it is 
Equity c apitaH Frcf capitaH General reserve+Profit and loss A/c 
Total assets 

Rs. 10.00.000+5X0.000+1,00,000+4.00.000 20,00.000 ^ 

■“ Rs. 29,00.00^ „ ~29.00,000“ 

Thus, out of every Re. I employed in the business, shareholders’ contribu* 
tion is Rc. 0 69 whereas the creditors have contributed the remaining 
Re. 0 31. 

{Hi) Opcraiwg ratio. Operating ratio is the ratio between cost of 
sales to the total net sales and is found as under : 

Cost of goods sold+O t her opera ti ng expenses— closing stock 
“ Total net sales 

Openijng st ock+Purchases+Wages+Overheads ^ 

*“ Total net sales XIOO 


Rs. 5,00.000+1 1 ,00,000+3,00,000 4 2.00,000 - 6,00,000 
+7 5 ,000 + 50,000+60.000 
" 20 , 00,000 
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This ratio indicates the ratio of total expenses to sales and deducting it 
from ICO, v,’e get profit margin on sales. However, in calculating this ratio 
non-operating income and expenses (like profit or loss on sale of assets and. 
dividends and purely financial expenses like interest) are excluded., 

(fv) Nei profit ratio. It is the ratio between net profit (excluding non- 
operating income and expenses) to total sales. 

H et profit -f Loss on sale of motor car -f Debenture interest 

— ( Dividend 4 Profit on sale of furniture) . , t nn 



Rs. 3, 20, 0004 5,000-1-20, 000-(10,000-f20,000) 3,15,000^, 

20 , 00,000 “ 20 , 00 , 000 ^“^ . 

=>15'75. Thus, on a sale of Rs. 100 a net profit of Rs. 15'75 is made 
before taxes*'. 


(v) Return on proprietor's fund. It is a ratio between net operating 
profit to total shareholders’ equity. In the given problem, it is 


Net operating profit [as per (fv) above] 
Shareholders equity (as per (if) above] ^ 


2,95,000 , 

“ 20 , 00 , 000 ^ 


100= 14-75% 


Illustration 19. Below are given the final accounts of Eclipse Limited. 


TRADING AND PROFIT AND LOSS ACCOUNT 
for the year ended 3ht December 1979 


Opening stack 

Purchases 

Rs, 

i.30,roo 

4,20,000 

Sales— Cash 
Credit 

Rs. 

1,00,000 

3,00,000 

Less : Closing stock . 

Cost of sales 

Gross profit 

5.50.000 

2.10.000 



3,40,000 

60,000 



Depreciation 

General expenses 
Directors’ emoluments 
Net profit c/d 

Rs. 4,00,000 

12m 

21,000 

11,000 

16,000 

Gross profit 

Rs. 4.00,000 

s=:tsssstmm 

60,000 


Rs. 60,000 


Rs. 60,000 

• Operating rado 
will equal 100. 

together with net profit ratio when 

expressed as percentage 
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Issued share capital 
ProRt and Joss account 
Creditors 
Banlc overdraft 


BALANCE SHEET 
yfj at 3Jst December 1979 


Rs 

3,00.000 

90.000 
1,40.000 

52.000 


Fixed assets 

StocI; 

Debtors 


2.12,000 

;io.ooo 

,60.000 


4U« io5s account and balance 

sheet c , ; , ... objectives decided by the 

Board 

1. The rate of gross profit to sales is to be increased by 3.^J%. 

2. Stock is to be reduced by Rs. 20,000 by the end of 1980. 

3. The ratio of cash to credit sales is to be lowered from 1 : 3 to 

1 :4. 

4. The rate of stock turnover is to be doubled 

5. Depreciation is to be increased to Rs. 22,000. 

6. The ratio of debtors to credit sales and the ratio of creditors to 
closing stock should be 1 : 2. 


(A) BUDGETED TRADING AND PROFIT AND LOSS ACCOUNT 
fer ihe }ear ending 3l»12‘J9S0 



Rs. 


Rs. 


2.10.000 

Sales : 




Cash 

2,00,000 




8,00,000 


9,90,000 


10,00,000 

Less : Closing slock 

1.90,000 




8.00,000 



Gross profit c/d 





Rs. 10,00,000 


Rs. 10,00,000 

Depreciation 

22.000 

Gross profit b/d 

■ZOO.OOO 

Directors* emoluments 




General expenses 




Net profit c/d 





Rs. ZOO.OOO 


Rs. ZOO.OOO 


BUDGETED BA 

LANCE SHEET 



as on 3I-12-19S0 



Assets 

Rs 



Fixed assets 



3.00.000 

Stock 


Profit and loss account 

2.36,000 

Debtors 






Bank overdraft 





Rs,7,8d00Q 


Ra. 7,60.000 
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Workings ; 

I. Cost of sales and purchases : 

Cost of sales 

Present stock tumover=^^^j^ 

Rs. 3,40,000 

‘=’Rs. I,30,000+Rs. 2,10,000 
2 

Stock turnover for the budget period i=. 2 x 2 -=4. 

Closing stock for the budget period =:Rs. 2,10,000 -Rs. 20,000 

=Rs. 1,90,000. 

. . Rs. 2,10,000+Rs. 1,90,000 

Average stock for the budget period 2 

=:Rs. 2,00,000. 

Cost of sales - Average stock x Stock turnover 
«Rs. 2,00,000 x4 
«=iRs, 8,00,000. 

Purchases =>Cost of sales -f- Closing Stock-Opening stock 
«Rs. 8,00,000 1- Rs. 1,90,000-Rs. 2,10,000 
=Rs. 7,80,000. 

2. Saks : 

Budgeted G, P. Rate = 1 5% +33 of 1 5% 

«=»20%(f.e., 25% on cost of salesl 
Sales— Cost of sales +G. P. 

=Rs. 8,00,000+25% of Rs. 8,00,000 
=Rs. 10,00,000. 


3. Debtors : 

Ratio of debtors to credit sales 1 : 2. 

Credit sales being Rs. 8,00,000, debtors will b: Rs. 4.0D.000. 

4. Creditors : 


Ratio of creditors to stock is 1 ; 2. 

Stock being Rs. 1,90,000 creditors will oe Rs. 95,000. 

5. Fixed assets : 

Fixed assets as per last balance sheet 
Less ; Depreciation provided 

Shown in the budgeted balance sheet 


Rs. 

2,12,000 

22,000 

Rs. 1,90,000 
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6. Profit and loss account : 

Balance as per last balance sheet Re. 90,000 

Add : Surplus as per budgeted profit and loss account 1,46,000 

Shown in the budgeted balance sheet Rs. 2,36,000 

7. Bank overdraft : 

Can be ascertained as a balancing figure of the budgeted balance 
eet. It can also be ascertained as follows : 


BANK ACCOUNT 


b Cash Sales Rs. 2,00,000 

o Collections from debtors 5,60,000 

b Balance c/d 1,49,000 

By Balance b/d 

By Payments to creditors 
By Payment of expenses 

Rs. 52.000 
8,25,000 
32,000 

Rs, 9,09,000 j 


Rs. 9.09.000 


! By Balance b/d 

1,49,000 


Collections from debtors and payments to creditors can be ascertained 
^ picparing total debtors and total creditors accounts, 
lustration 20. Following is the balance sheet of H Ltd. as at 3l8t 
leccmber, 1973 : 


LlablllUes 
lhare capital 
■Ixed liabilities : 

% Development loaa 
0 % Mortgage Joan 
'urrent liabilities 
>pital surplus 
^rned surplus 

lalancc from the last year 5,870 
fet profit before 

tax 11.240 

’,esi : ProvhloQ fot 

tax X810 


Rs. 

.00.000 

50,000 

8,000 

.78.860 

8,440 


etj : Dividend 
for 1972 


8.430 

3.000 5.430 li;tr*0 
” R$”"3.56.600 


Asttts 
Current assets 
Fixed assets 


Rs. 

3.35,400 

21000 


(fl) Explain what do jou undcninnd by return on total intestment. 
Vbat is its purpose ? From the ubosc balance sheet calculate return on 
alal investment. Also comment on ilie poltc/ of finance., 

(h) V/hat do you imdcrsiand bj return on shareholders’ funds ? 
low does it differ from the rclorn on total in.cstmcat 7 Calculate retttra 
in shareholder fund. 
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Solutien ; 1. Total inNcslnicnl in tlic Iniit is equal to shareiioldcrs' funds 
(iucluding retained earning) plus fixed liabilities. Remeinber that current 
liabilities are not investments.*' Return on tota/ investment is the most 
useful over-all measure of profitability. This gives a measure of the 
management's shill in using the funds invested in the company. 

The formula is : 

Mel profit before tax -4- Interest on fixed liabilities 
Shareholders funds-f-Fi'xed liabilities 


Therefore, return on total investment is : 

Rs. 1 1,240+Rs. (.TOOO-hRs. SfiO) 

“^Rs. (1,00,000-4-8,440 t-il,30{>)-l-R5. (50,00u-t-8,000) 

Rs. 14,800 Rs. 14,800 

“Rs. 1,19,7404-Rs. 58,000“Rs. 1,77,740“^ 

Company's policy of finance is prudent because earning power of the com- 
pany is 8'3% while fixed liabilities are taken at 6% and 7% which is less 
than the earning rate. 

2. Return on shareholders’ fund is the relation between the net 
profit available for the shareholder and the total shareholders’ funds. 
Since profit available to the shareholders is only profit afler tax. for this 
purpose profit after tax is taken as against profit before tax in the case of 
return on total investment. 


In the above case return on shareholders funds is : 

Profits after tax 

Shareholders fundslaffer including accumuTaTed profits) 

Rs, 8,4 30 

= Rs. 1, 00,000 -bRs. 8,440 4- Rs. 11,300 


- Rs. 8,430 
Rs. 1,19,740 


100=1 7'04% 




December, 


...... Rs. 48,600 

Lana and buildings at cost 8.00,000 

Deposits and payments in advance 62.000 
Stock 2,72,800 

Trade creditors 4 ©^7^0 

Genera! reserve l.OoioOT 

Debtors 5.23 npct 

Bills Kceivable 2’’600 

Plant and machinery, at cost, less 
depreciation 5 4 ^ qqq 

Debentures— repayable 19S0 ’ ’ 

..f^^'aredt 2.mm 

UM^kO’.crdrati 52,000 


Ordinary stock, 

Rs. 10,00,000 

balance 2,17,000 

^ dividend 

Tor 1956. S6.250 

iradc investments "o’oM 

or lax I .OO'.OOO 

Irovis-on for ta.xaiion Z.r-A.CVX) 

Bills payable IS 000 

NL r n-L'i?/?'' 21 ,82,400 

*>’-1 p.ofit for the year 1966 
before taxation and 
dividends 


• ifow 10 Read a Ba]a.ree .ew . 


3,27,830 
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Noic : The \aluc:> of all fixed assets reflect current price levels and ade(,'U3tc 
depreciation has been provided. 

You are required to arrange the above items in the form of a financial Jatc* 
ment to show the following accounting ratios, svhich should be slated : (a) return 
on cjpital employed ; (b) stock: fixed assets; (c) current assets: current liabi* 
lities ; ((f) Sales : debtors and bills receivable. 

(Adapted from C.A. Final, 1967) 

Solution : 


^ Operations Ltd. 

STATEMENT OF FUNDS EMPLOYED 
As on Sist Dec. 1966 

\Yorking capital : 

Current assets : 


Cash 

Rs. 48,600 


Deposits and payments in advance 

62,000 


Stock 

2,72,800 


Debtors 

5,23,000 


Bills receivable 

22,600 


Advance payment of tax 

1,00,000 


— — 

Rs. J0,2P,000 

Current hubilttics : 

Trade creditors 

4,05,750 


Bills payable 

18,000 


I'rovisiofi foe uxalioa 

2,64,000 


Bank overdrafts 

52,000 


' Proposed dividend 

86,250 


— 

8,26,000 

Working capital 


2,03,000 

Fixed assets : 

Land and buildings at cost 

Rs. 8,00,000 


Plant and machinery at cost less 

depreciation 

5,44,000 


Trade investments 

20,000 

Rs. 13,64,000 

Total funds .employed 


15,67,000 

Less : Debentures (secured) 


2,50,000 

Shareholders’ equity 


Rs.' 13,17,000 

licprcsenictl by : 

Fully paid shares of Rs. 10 each 


Rs 10,00, CCO 

'' General reserves 


1,00,000 

Profit and loss account balance 


2,17,000 


Rs. 13,17,000 
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Rs. 21,82,400 
3,27.830 


.xl00«24-9% 


Jperadng Results : 

Sales during 1966 _ , 

Net Profit before appropriations for taxation ana 

dividends 
Ratios 

3 27 830 

(a) Return on Capital employed ~ 13,17,00.0 

Normally the amount of capital employed should 
also. Since profits have been given a^^r ‘iharging debentuic interest, 
debenture amount has been excluded. Further, since the rate 
on debentures has not been given, the adjustment in this respect is not 
possible. Again many would like to calculate the rate of return OfJ “1® 
basis of net profit after providing for taxes. If it is done and the rate ot 
tax is assumed to be 50%, then the profit after lax wiil be Rs. J,o3,y t 
and the rate of return will be I2‘45%. 

(b) Stock : Fixed Assets = 2,72,800 ; 13,44,000 = 1 : 4-93. 

(c) Current Assets : Current Liabiiities=> 10,29,000 : 8,26,000 

=.1-25:1 

(d) Sales ; Debtors and Bills Receivablc=21,82,400 : 5,45,600 

=>4 ; 1 

Mlustratlon 22 Shamsher Sterling Ltd. has been operating for two 
ifcars. The most important facts as appearing from its accounts are as 
inder : 

BALANCE SHEETS (YEAR END) 


Equity snares of 
Rs. 10 each Rs. 
Reserves 

Profit & loss balance 
Secured loan 
Bank overdraft 
Sundry creditors 
Provision for taxation 


1 Year 


1,00.000 

20,000 

30.000 

80.000 

50,000 

.20,000 


II Year 

1,00,000 

30.000 

20.000 
80,000 
20,000 

70.000 

20.000 


Rs. 3,00,000 3,40,000 

aaeaoM wmwawaxo 


Goodwill Rs 

Fixed assets (at cost) 
Stocks 

Sundry debtors 
Advances 
Cash balances 


I Year ■ 
60,000 
1,40,000 
30,000 

30.000 

10.000 

.30JD00 


n Year 
60,000 
1,60,000 
60,000 
60,000 


PROFIT AND LOSS ACCOUNT 


Rs. 3,00,000 3,40,000 

Msareaisar smMMM 


Transfer to reserve Rs. 30,000 10,000 

Managini; agents' 

commission 10,000 30,000 

Dividends 10,000 20,000 

Balance c/d 30.000 20,000 

Rs. 70.000 80,000 


Balance b,'d Rs. _ 30,000 

Profit for the year after taxa- 
tion and before deprecia- 
tion 70,000 50,000 


Rs. 70,000 80,000 


I tsffMiitscsr 

o « to Rs. 6,00.000 in the first year and 

Rs 5,00.000 in the second year. Examine the above details and give a step-by step 

Msitksn'’”" the overall efficiency of the business and its 

financial position. (C.A. Fl«I. I«8) 


Chapter 2 / Analysts and Interpretation of Plnanciat Statements 


PSA-7S 


Solution : 

Shamsher Sferiiog Ltd 

/4n analysis of the -ivorking and financial position 

1. Overall efficiency. The following ratios can be used Tor assessing 
the overall efficiency of the company : 

year I Year 2 

(0 Net margin on sales (profit*' as given 

less managing agents commission 10 00% 4 00% 

(I'O Salcs/Capital Employed (Capital 
employed ^Tangible assets minus 

current liabilities 3'53 time? 2'94 time 

(m) Return on capital employed 

(Capital employed defined as abosc) 35 29% I1'7C% 

Analysis of (nj 

(fl) Sales/Fixed assets (year end) 4 29 times 3 13 times 

(b) Sales/Stocks (year end! 20 00 times 8-33 times 

(e) Debt collection period 1 8 days 44 days 

From the above analysis tt is very clear that in year 2. the company's 
overall efficiency was much lower than m year 1. The following facts 
support the conclusion : 


be djc to lower selling prices or higher purchase prices or due to ineffi* 
ciency. The inefficiency in general seems to be the probable reason mas- 
much as sales price generally covers the cost price of the goods made. 

(if) There is an all-round decline in the use of resources as is 
evidenced by ratio (//) and its analysis. Even if it is assumed that the 
increase in fixed assets cam: towurJithe year end, there can be little justi- 
fication fcr the very sharp fall in the ratio of sales to inventory and m the 
sharp rke in number of days of sale outstanding. These two ratios are 
very dUturbrng and immediately raise the question as to the reliability of 

''of the reasons for the 

ales fell by l^iX. can 
■ ■ od thji sundry debtors 

r year 2 would be com* 

o investigate the position 

and determine the truth 

*At the very outset it ■ has to be noted that the figure of profit “after Uiatioa 
and before depreciation" is not the true profit. Further, profi* before interest is 
more appropriate for the puipose of measunn&cfiivieacy. However, assuming the 
depreciation wl! ich should have been pitwnltd and the iMtiest not being materially 
differeDt in the two (years, lie ratios may not be taLen to rellect movement in cSei* 
■scY of Dcrformance. 
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m A very disturbing feature is that sales have fallen heavily. Due 
to this the company must be uow operating extremely close to break- 
even point (because the profit disclosed is before depreaation). 
danger ahead unless salse arc increased. In addition, the company ra s 
sec to it that proper control is exercised over costs. Ihc m 

sales must be brought about by a better use of present facihties , 
resources. 


II. Filioiicial position. The following ratios can be used 
the financial position of the company : 

for assess- 


Year 1 

Ycar 2 

O') Debt-Equity Ratio (Debt/Equity -f Debt) 

CO 

34-8% 

(H) Fixed Assets (including Goodwill) long- 
term funds 

0’87 times 

0 95 times 

(Hi) Current Ratio (Current Assets/Current 
liabilities) 

T43 „ 

TC9 „ 

(iv) Stocks/Working Capital 

I'OO „ 

6-00 „ 

(v) Sundry Debtors/Working Capital 

I'OO „ 

6 00 „ 


The Company’s immediate financial position is 'very bad. This is 
indicated by the (i) decline in the current ratio, (ii) absence of cash 
balance, (Hi) presence of bank overdraft. Company will find it difficult 
if asked to pay it back. The company will not be able to meet its imme- 
diate liabilities and carry on its work if a portion of stocks become unsale- 
able and if a few customers refuse to pay on time. This brings into bold 
relief the bad policy pursued by the company relating to the following : 

(/) increasing the commission to managing agents ; 

(n) buying fixed assets in a period of declining sales ; and 

(Hi) paying a dividend and that too at double the figure of the pre- 
vious year. (The fact that the dividend has been paid before providing for 
depreciation in contravention of Sec. 205 of the Companies Act is another 
matter.) 


. ^ poult which stands out is that fixed assets are at cost without there 

being any provision for depreciation. There are no provisions for the 
replacement of assets and for the repayment of loan. Besides it should be 
lemembcred that, in view of the extremely low profits, the goodwill is pro- 
bably valueless. x- > o 


The cornpany is still young but it should take immediate remedir 

following: (/) better sales performance 
((/) cost control , (///) ascertamment of profits according to prone 
accounting principles ; (,V) control over inventory and coUeciion o 

'•“I' 


Illustration 23. The information given below was taken from the financial 
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1978 1977 

Gross Profit on sales Rs. 2,40,000 Rs. 1,50,000 

Net Income as a % of sales 5% loy 

Net Income 40.000 60, (XX) 


You are_ required to prepare a condensed comparalh'C income 
statement showing as many details as possible and point out the fas ourable 
and unfavourable trends. 


Solution : 


Details 

1 Ms j 

1971 

1 ! 



sales — - . 

Less : Cost of goods sold 

Gross Profit 

Less: - Operating expenses 

Ket Operating Profit 

g.00.000 1 

5.60.000 j 

m 


mm 

7,40.000 1 

^00.000 

30% 

23% 

1.50.000 1 

90,000 

I 25-% 
is*A 

40.000 

5*4 

60.000 

10% 


Comments : 


The Gross proht margin has increased from 25*^ to 30®, which is a 
favourable trend. In spite of this favourable trend the net profit as a 
percentage of sales has dropped from 10 to 5% as a result of increase in 
the operating expenses from the previous level of 15% of sales to 2S% 
which is an unfavourable trend. 

Illosfratlon 24. During the year 1974 Jailal Amrillal & Sons made a gross 

profit or25%on turnover of Rs. 21,600 and a net profit on2% on turn- 
over. 'Ihis rate of turnover of stock for the year was 10. 

For the following year they estimate that they can increase their rate 
of turnover to 14 while carrying the same average stock, by reducing their 
prices by 5% on selling price. If they do so their ratio of expenses to turn- 
over will be reduced ^ 2%. Advise the firm. 

Solution : 


Sales fgiven) 

, Gross profit at 25% on sale, X Rs- 2 1 ,600 

Net profit at 12% on sale, - X Rs. 21,600 

Cost of goods sold (i.e., sales— gross profit) 
Expenses, (gross profit— net profit) 

Ratio of expense to sales, - ^ ^ ^j -xlOO 
New ratio of expense to sales, being 2% less 
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Average stock held : 


Stock turnover = - 
Average stock = 


Cost of goods sold 
Average stock 

Cost of goods sold_ Sales — Gross profit 
Stock turnover Stock turnover 


21.600-5,400 _16,200 


10 


10 


=Rs. 1,620 


New cost of goods sold, being 14 times of average stock, 
l,620xl4«22,680 

JVeit’ sales price : 


is 


Rs, 

Old sales 21,200 

Old sales at new ratio being 5% less -j^X 2 1,600=20,520 

New sales, therefore, are— 

V When (old) cost of goods sold is Rs. 16,200 sales at new rates are 
Rs. 20,520 

A When (new) cost of goods are Rs. 22,680 sales at new price are 


20 5^0 

j^?|^XRs. 22,680=Rs.t28.728 

New gross profit, (New sales— New cost of goods sold) 6,048 

New rate of gross profit, X 1 00 2 1 % 

New expenses are -^xRs. 28,728 3,160 

New net profit (new gross profit Rs. 6,048 -.new expenses 

Rs. 3,160) 2,888 

New rate of profit on sales. x- 100 10-05% 


Smumry of rales of profits 

Old New 

Gross profit 25 21 

Net profit 12 ]0-05 

of grop profit and net profit will fall by pursuing the new 
policy It IS advised not to adopt it. j & 


Illustration 25. 

Gross profit 

Gross profit to cost of goods sold ratio 
Stock velocity 
Opemng stock 


Rs. 

Rs. 


80,000 

1/3 

6 times 
36,000 
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Accounts receivable velocity (year of 360 days) 72 dayi 

Accounts payable velocity 90 days 

Current assets Rs. 1,50,000 

Bills receivable 20,000 

Bills payable 5,000 

Fixed assets turnover ratio 8 times 

Prepare balance sheet with as many details as possible. 

Solution : 


(A) 


TVTOm'AL NOTES 

(1) Cost of goods 3oJd 

(2) Sales 

(3) Avenge stock : 
Stock velocity 

Average stock 


=» Gross profit x 3 times 
« SO.OCO X 3 « Us. 2,40,000 
« Cost of goods sold 4- Gross profit 
« Rs. 2,40,000 4- Rs. SO, COO ■« Rs. 3,20,000 


Rs 40,000 


Cost of goods sold 
Average stock 

Cost of goods sold 2,40,000 
Stock velocity “ 6 

(4) Closing Slock : 

Closing stock » Average stock x 2 - Opening stock 

. » 40,0C0x 2~R8. 36,000.“ Rs. 8D,0()0-Rs. 36,000-Rs. 44,000 

(5) Accounts receivable : 

Credit sales 


Accounts receivable turnovers.- 
Collection period 


Average debtors 
360 


Accounts receivable turnover 
360xAverage debtors 
Credit sales 

Collection perio d x cred i t sales 
’ 360 

« 72 X 3,20^. 

360 

Note : All siles hs>-e been assumed to be credit sales 
(JS) Debtors «» Accounts receivable -Bills receivable 
« Rs. 64.000-Rs. 20,000*=»Rs. 44.000 
(7) Accounts payable : 

Credit purchases 
' Average creditors 
360 

Payment period 


or Average debtors 


Accounts payable turnover •= 


or Payment period 


' Account payable turnover 
360 

' Ijiydit purcbtscs 
Average cre^itw 
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Average creditors 


360 X Average creditor 
Credit purchases 

Payment period x Credit purchases 
= "-"360 

- 90 xRs. 2,4 8^000^^ Rs. 62,000 
360 


fS) Credit ors — Accounts payable -Bills payable 
c= Rs. 62,000-Rs. 5,000=Rs. 57.000 


(9) Fixed assets 
Fixed assets turnoverr 


or Fixed assets 


Cost of goods sold 
Fixed assets 

Cost of goods sold _ 2,40,000 


"“"Fixed assets turnover 
=Rs. 30,000 


8 


Note: For the calculation of fixed assets turnover ratio it is cost of goods 
sold (not sales) which is taken into consideration. 


(B) BALANCE SHEET as on . . . 


Shareholders’ fund 


Fixed assets 

Rs. 30,000 

(balancing figure) 

Rs. 1,18.000 

Current assets : 

44.000 

Creditors 

Bills payable 

57,000 

Stock 

5,000 

Rs. 1,80,000 

KSW* tSC CS 

Debtors 

Bills receivable 

Cash 

44.000 

20.000 
42,000 

Rs. 'lSO.OOO 


Note : m the absence of information average debtors and average creditors 
have been taken as debtors and creditors at the end respectively. 

Hlustration 26. From the following information make out a statement of 
proprietor's funds with as many details as possible : 

(/) Current ratio 2-5 ; (/;) Liquid ratio FS ; (Hi) Proprietary 
ratio (fixed assets/proprietary fund) 0-75 ; (/v) working capital Rs. 60,000 ; 
(v) Reserve and surplus Rs. 40,000 ; (vi) Bank overdraft Rs. 10,000 ; 
and (v/7) There is no long-term loan or fictitious asset. (C.A. Final, 1968) 
Solution ; 

(A) TUTORIAL NOTES 
(/) Current liabilities 


Current assets— Current liabtIities=Working capital 
or 2-5-1 =Rs. 60,000 

or 1-5 =Rs. 60,000 

A j _ Rs. 60 ,000 

Ba nk overdra ft is included in current liabilities.^ 

• Opening Stock+purchascs-Stock at the end=Cost of goods sold 
Purchascs-Cosi of^ods sold+Closing stoefc-OpeninR slock 
-Rs. 240,000+Rs. 44,000-Rs. 36,000 =Rs 2?4l"wo 
Note : All purchases arc assumed to be credit purchases. 


=Rs. 40,000 
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(jf) Current assets 

Current assets-Worling capital4 Current liabilities 
^Rs. 60.000+40, 000«-Rs. 1. 00.000 
(Hi) Qitfck asscfs. These arc 1-5 limes the current liabnitjcs (sec 
liquid ratio), Tlius quick assets arc Rs. 60.000 (i.e., Rs. 40,000x 1*5). 

(/v) Stock in trade 

sa Current assets— Quick assets 
=rRs I.OO.OOO-Rs. 6n.n00«Rs. 40,000 

(v) Proprietor's fund Since there are no long-term liabilities, the 
following relationship can he established * 

Proprietor's fund fCurrent liabi!itics»sri\ed assets+Current 

assets 

or Proprietor’s fund -Fixed asscis^Current assets— Current liabi' 

lilies 

or l-0-75=*Rs 1,00,000- Rs. 40.000 

0-25 «Rs 60,000 

I =^|^=Rs. 2,40,000 

(vi) fixed assets. These are 0*75 times the proprietor’s fund, thus 
fixed assets are Rs. 1,80,000. O' i*-. Rs 2.40,000x 0 75) 

(vif) Share capita! 

e» Proprietors’ fund -Reserves 

«Rs. 2.40.000-Rs. 4O,0DO»Rs. 2,00.000. 

(B) STATEMENT OF PROrRtETOR’S FUND 


Proprietor's fund : . 

Share capita! 

Reserves and surplus 

/mestment of fundi : 

Fixed assets 
Working capital ; 

Siock*in-tradc 
Liquid assets 

Total current assets 
/-ru : Current liabilities ; 

Rank overdraft 10,000 

Other liabilities 30,000 


2,00,000 

40.C00 

Rs :.40.000 


1,80.000 

40.000 

60.000 

1 , 00.000 


40.cr0 60.000 


PIu‘lrcflon27. The following data rckiicv lo Ihc fmnrcial staW.m?ntsof 
T r.,-.rhrifhf Mica 1 imiied for the year ended December 1974 




,ce ' 

^'%iM 

K.S- 

sa'*'^ _.,et 3 'V 


-?a ^ ^/vTV 


l^s. 


K.S. 
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(6) Average slock 


Rs. 36.000-fRs. 30,000 


■Rs. 33,000 


(7) Cost of goods sold : 

p. , . Cost of foods sold 

Average stock 

Stock turnover X Average stock 

a Cost of goods sold 
lOxRs. 33,000=Rs. 3,30,000 

(8) Sales =Cost of goods sold+Gross profit 

= Rs. 3,30,000+I^XRs. 3,30,000 j 
«Rs. 3,30,000-Rs. 82,500-Rs. 4,12,500. 

(9) Purchases =Cost of goods sold 4 Closing stock 

— Opening stock 

-3.30.000+30,000 - 36,000== Rs. 3,24.000 

(10) Total operating expenses 

-Rs. 3,71,250 (f.e.. 90% of Rs 4,12,500) 

(1 1) Indirect operating expenses 

—Total operating expenses -Cost of goods sold 
-Rs. 3,7U50-Rs. 3,30,000 = Rs 41.250. 

(12) Net operating profit 

— Gross profit Indirect expenses 
-Rs. 82.500 Rs. 41,250 Rs. 41,250. 

(13) Total net profit — HPSxNo of shares 

-2 x 25,000«Rs. 50,000. 

(14) Non-Operating income 

—Total net profit - Net operating profit 
-Rs. 50,000-Rs. 41,250-Rs. 8,750. 

(15) Debtors: 

Debtors , 


Net sales 


x360 —Collection period 


x4,12.S00 

JOU 460 


-Rs. 13,750. 

(16) Cadi and hank balance 

— Current assets 


(17) Creditors 


Debtors— Stock*in-trade 
-Rs. 60.000 -Rs. 13.750-Rs. 30,C0O 
-Rs. 16,250. 

Credit purchases X Creditors velocity 
360 

3,24,000 X 22-22 
“ 360 " 


■Rs. 20,000. 
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(18) Paid-up capilal 


4^5 — xTotal net earning 


Rate of earning' 

Rs. 50,000=Rs. 2,00,000 


Thus, there arc 25,CC0 shares of Rs. 10 each, Rs. 8 paid up. 

(19) Shareholders equity. Since there are no long-term liabilities, 
the fo llowing equation must be satisfied ; 

Shareholders equity 4- Current liabilities 

= Fixed assets -f Current assets 
or Shareholders equity— Fixed assets 

= Current as.scts— Current liabiliiies 

1 _ 0-875 «=.Rs. 60,000-Rs. 20,000 

1 _ 0-875 ==Rs. 40,000 

or 0T25 =Rs. 40,000 


1 


=^®5g-Rs. 3,20,000 


(20) Reserves = Shareholders equity— Profits 

—Paid-up share capital 

==Rs. 3,20,000-Rs. 50,000 -Rs. 2,00,000 
«=>Rs. 70,000 


(21) Fixed assets. These arc 0-875 of shareholders equity. Thus, 
fixed assets arc Rs. 2,80,000 (/,c., 0-875 xRs. 3,20,000). 

Illustration 28. From the following particulars, prepare the balance sheet 
,3^ “ A' Ltd., which has only one class of share capital : 

(j) Sales for the year Rs. 20,00,000. 
iii) G. P. ratio-25%. 

(Hi) Current assets ratio— 1-50. 

(iv) Quick assets (cash and debtors) ratio 1-25. 

(v) Stock turnover ratio — 1 5. 

(yi) Debts collection period - U months, 

(vii) Turnover to fixed assets 1-5. 

(viii) Ratio of reserves to share capital— 0-33 (/.p. 1/3) 

(ix) Fixed assets to net worth 0 83 (i.e. 5/6). 


(The term turnover refers to cost of sales and the 
closing Slock). 


term stock to 


Solution ; 

(A) TUTORIAL IIOTFS ; 


(1) Closing Slock : 

Sales 

Less ; Gross Profit 25% on sales 


Rs. 20,00,000 
Rs. 5,00,000 


Cost of goods sold 


Rs. 15,00,000 
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Stock velocity'^- 
Average stock 


Cost of sales 
average stock 
Cost of sales 


stock. 


Stock velocity ' 

As the term stock relates to closing stock, Rs. 1,00,000 is the closing 


Rs. 15,00,000 
* 15 

= Rs. 1.00,000 


(2) Fixed assets : 

As the term turnoxcr refers to cost of sales 

Fixed asscts-fSijlHlS 

1 urnover to lixed assets 
Rs. 15.00,000 

rs 

=Rs. 10.00,000. 

(3J Share capital and rcservcb : 

Fixed assets to net w.irtli-^*— - 

Net worth 

Fixed assets 


Net worth 


‘Fixed asv:ts to net worth ratio 
Rs. 10.00,000 
•= 5/6 

12 , 00 , 000 . 


As the ratio of reserves to share capital is 1 3 out of net worth 
R5. 3,00,000 arc rcs.crscs and the test share capital (i e., Rs. 9,00,000) 

(4) Book debts : 

Debt collection period (in terms of months) ^ ^2 

. . Net sales X Collection period 
Debtors*' J2~” 

Rs, 20.00.000x 1*5 
“ . 12 
=^Rs 2.50,000. 

(5) Current liabihlics : 

Current assets ratio =J 5 

Quick assets ratio — 1*25 


Slock to current liabilities 0 25 


,% Current liabilities will be 4 times the stock =»Rs. 4,00,000. 

((>} Cash • 

Current osvets ratio .= 1 5. 

As the current habihtici arc Rs. J.OJ.OOO, the total of current assets 
would be Rs. 6,00,000. 
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Cash == Current assets - (Stock and debtors) 
=Rs. 6,00,000~(1 ,00,000+2,50,000) 
=Rs. 2,50,000. 

X Ltd. 

(B) BALANCE SHEET 


Share capital 
Reserves 

Current liabilities 


as on. 


Rs. 9,00.000 

3.00. 000 

4 . 00 . 000 


Fixed assets 
Current assets : 
Cash 2,50,000 

Debtors 2,50,000 
Stock 1,00,000 


Rs. 16,00,000 


Rs, 10,00,000 

6,00,000 

Rs. 16,00,000 . 


Illustration 29. Following arc the final accounts of Kishore Bros, for the 
two years ending on 31st March, 1973 and 31st March 1974 : 


PROFIT AND LOSS APPROPRIATION ACCOUNT FOR THE TWO YEARS 



1973 

1974 

1973 

1974 

To Reserve 

Rs. 10,000 

2,000 

, By Balance b/d Rs. 6,000 

6,000 

To Dividends 

2,000 

4,000 

By Profit of the current 


To Balance c/d 

6,000 

4,000 

year (after taxation, 
interest on loan, except 
depreciation) 12,000 

4,000 


Rs. 18,000 

10,000 ! 

Rs. 18,000 

10^0 


rxvsssst 

rsssssssx 

- = = 

ESS asses 


BALANCE SHEETS 


Equity share capita! 1973 1974 i 1973 

of Re, 1 each Rs. 20,000 20,000 Goodwill at cost Rs. 12,000 
Capital reserve 4,000 6,000 Fixed assets {at cost) 23,000 

Profit & Loss balance 6,000 4,000 • Stocks 6,000 

6% Loan on mortgage 16,000 16,000 Debtors 6,000 

Trade creditors 10,000 14,000 ' Investments 2,000 

Bank overdraft ~ 4,000 Cash in hand 6,000 

Taxation ; Current 2,000 2.000 ; 

Future 2,000 2,000 i 


1974 

12,000 

32.000 
liOOO 

12.000 


Rs. 60,000 63,000 ' 

s;tssxss esssssxsB < 


Rs. 60,000 63,000 


Additional information : 

Sales during the first year amounted to Rs. 1,20,000 and in the scconc 
year to Rs. 1,00,000. 

You arc required to c.xamine the above statements as to show th 
financial position and cfliciency of the concern. 

Solution : 


The Solvency Position ; 
the company (otherwise called 
shall be calculated. 


“P fhe short-term solvency c 
liquidity of the compan)') following ratic 


1973 

Current ratio = Current assets 

Current liabilities Ci^nt liabilitiS 
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Quick ratio 


Rs. 20,000 
Rs. 12,000' 
Quick assets 


5:3 


=6:5 


'Current liabilities 


Rs. 14.000 


,«7:6 


Rs. 24,000 
Rs. 20,000“ 

Qwck assets 

Current liabilities 
Rs. 12,000 - . . 
Rs. 20,000“'^ * ^ 


Rs. 12,000“ 

Current Ratio and Quick Ratio of thecompany have deteriorated froi 
1973 to 1974 and hence short-term solvency of the company is not gooc 
This weakening position of the company is further supported by the fact 
such as, fall in sales from Rs 1,20,000 to Rs. 1,00,000 ; increase in the stoc 
from Rs. 6,000 to Rs 12,000 : and increase in total debtors from Rs. 6,00 
to Rs. 12,0^. Sales to debtors ratio shows 

1973 7974 


Sales Rs. 1,20,000 Rs. 1.00.000 „ , . 


Debtors Rs. 6.000 ' * Rs! l2;66o“ 

The ratio explains the poor collection of debts in 1974 and also fa 
in total sales. 

T' . ffQQj 1974 balanc 

'■ rr' ■ ■ W4 are also further sign 


Long term Solvency. For testing long-term solvency, ratio of shan 
holders funds to total assets of the co.mpjn/ is a satisfactory measure. 

„ , Shareholders funds 

Solvency » ToulAsse~ 

1973 

Rs. 32,000 
“Rs. 60,000 

ss8 ; 15 or 1 : 19 (approx) 

This means that 


1974 
Rs. 32.000 
Rs. 68,000 

8 : 17 or 1 : 2 (appro: 
's of the compaa 


shareholders coilribilion . ; ; he years. Sine 

the tout ass:U hive ' ■■ ■ • 5, OJO, interest o 

outside parties has increased. Although long-term soivenc; of the compao; 
is established but it is thiuning down anJ is a serious matter in the light c 
bad liquid position. 

ProQtabillty and efficiency 

Proiit before tax 

„ j , and intcrcji on loan 

Profit earned on iavcstmenr=* -v. - . r: — 


Total assets 
1973 2974 

5£J?M±RL?£2xicio.=2i6% 

Rs. 60,000 68,000 

(Since tax is not known, it has not been added ) 

Rate of profit ■ 

sharply fr-5st 21*6' ' , _ ' • 

bad roanigemraf of . , \ 
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stable and satisfactory earnings company is not iikely to meet its obliga- 
tions to outside debts. Though more satisfactory results can be derived 
only after comparison with the standard rate of profit yet a rough and 
reliable conclusion can be drawn even by looking at this trend. 

In the absence of necessary information other ratios like debtors 
turnover, stock turnover, rate of gross profit, operation expenses ratios, 
etc., have not been calculated. 

Illustration 30. Towards the end of 1973 the directors of Wholesale 
Merchants Ltd decided to expand their business. The annual accounts of 
the company for 1973 and 1974 may be gummarised as follows ; 

Yi’ar 1973 Year 1974 

Sales : Cash Rs. 30,000 Rs, 32,000 

Credit 2,70,000 3,42,000 


Cost of Sales 

Rs. 3,00,000 
2,36,000 

Rs. 3,74,000 
2,98,000 

Gross Margin 

64,000 

76,000 

Expenses ; Warehousing 

Transport 

Administration 

Selling 

Debenture interest 

13.000 

6.000 

19.000 

11.000 

14.000 

10.000 
19,000 
14.000 

' 2,000 


49,000 

59,000 

Net profit 

Rs. 15,000 

Rs. 17,000 

Fixed Assets {Jess depreciation) 

on 31st Dec. 
1973 

Rs. 30,000 

on 31st Dec. 
1974 

Rs. 40,000 

Stock Rs. 60,000 

Debtors 50,000 

Cash 10,000 

I^ss : Current liabilities 

Tr.idc Creditors 

Net Current assets 

Rs 

1,20,000 

50.000 

70.000 

94.000 ~ 

82.000 

7,000 

1.83,000 

76,000 

1,07,000 

Share capital 

Reserves and undistributed profit 
Debenture loan • 

1,00,000 

75.000 

25.000 

1,47,000 

75.000 

42.000 

30.000 


1,00,000 

1,47,000 
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K<>;/ are informed that (a) AH salci wjfc from stocks in the company's 
(/O The range of merchandise was not changed and buWng 
’'"I"''.' . .... 

I an JM 

\ You arc required to state the internal necounting ratios that you 
would Use in this i\pe of business to assist the management of the Com- 
pany in rncasiiring the cfRciency of its operation, including its use of 
capital. 

Your answer should name the ratios and give the figures (calculated 
to one decimal place) for 1973 and 1974, together with possible reasons fir 
changes in the ratios for the two years. Ratios relating in capital emplo>ed 
should be based on the capital at the end of (he >ear Ignore taxation. 

(C.A. Final —England) 

Solution 


CO AV/ prti/it before debenture interest : Total capital employed 


197S 

’Rs_^ 15.000 
Rs. iToo.ooo 


XlOO 



1974 

fRs. ly.CfOt) 

IRs. 1747,000 


xm 


}-12« 


The extra capital cmplovcd has not been used m a profitable manner. 
It Appears to have been invested m stocks and debtors, wii.ch points 10 an 
expansion of the company’s activities, but there ha» not b.*:n a correspond- 
ing increase in profit. 


The ratio of creditors to debtors has moved from 1 ; 1 to 1 : 1 i. 
Some of the fresh capital has been used to acquire c.xtra fixed assets. 

(ii) Sales'. Fixed atse s 

J973 1974 

(Rs. 3,00,000 : Rs. 30,000)*= 10 ; I (Rs. 3,74,000 : Rs 40,000)=9-4 : 1 
The extra capacity in 1974 due to increase in fixed assets has not been 
made use of as intensively as in 1973. 


(i7/) Sales : Total capital employed 

J973 1974 

(Rs. 3,00.000 : Rs. 1,00,000;«3 . I (Rs. 3.74.00-0 . Rs 1,47,000) -05:1 
The velocity of capital turnover has decreased This mav be due to 
profits accruing during tlic >c.nr lied up in slocks and debtors through a 
too rapid rate of expansion in 1974. 


(ir) AV/ profit Ufore debenture interest : Sales 
1973 


'Rs. 1^00 

'oo.oco 


\Rs. 3,' 


XlOO 


)=5% 


JR' - _ 

IRs. 3.74.000 


■’■^xino }=5-i;/ 


The slight chance m this ratio is the net result of greater changes in 
the ratios of gross profit and expenses to sales referred to m fj) and (i/J 

below. 
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1974 


(v) Gross margin ; Sales 
1973 

Rs. 

Rs 3 \t\j / 

This ' may be due to (a) genera! reduction in basic selling prices, 
(ft) lowering the prices intentionally to increase the demand, (c) bulk 
orders from buyers thus claiming trade discount. 

(vi) Expenses (exchuling debenture interest ) : Sales 




1973 1974 



fRs. 57,000 
[Rs. 3,74,000 

xlOO J==15-2% 

The change in this ratio is due to changes in the ratios of warehousing, 

transport and administration expenses to sales, which are as follows : 


1973 

1974 


per cent 

per cent 

Warehousing expenses ; sales 

4-3 

3-7 

Transport expenses : sales 

2-0 

2-7 

Administration expenses ; sales 

6-3 

5-1 

selling expenses : sales 

3-7 

3-7 

(v/f) Saks \ Stock 



1973 

1974 


(Rs. 3,00,000 : Rs. 60,000) =5 : 1 

(Rs. 3,74,000 : Rs. 94,000)«4 ; 1 


This is due to holding of stock for a longer period in the warehou se 
in 1974 than in 1973. This may be the result of (a) Retailers being over- 
stocked in 1973, (ftj Retailers might be thinking to place large orders in 
early 1975, (c) Increase in prices of raw materials in 1975 might have been 
■anticipated by the company thus forcing them to stock goods. 

(yiii) Credit sales : Debtors 

1973 19J4 

Rs. 2,70,OT0 ; Rs. 50,000) 3,42,000 : Rs. 82,000) 

=5-4 ; 1 ^.4.2 . I 


This shows that credit 
in 1974. This may be due 
lack of demand, (ft) failure 
to increase sales. 


periods allowed to customers ha'i'e increased 
f ^ weak cash position of retailers due to 
to lollow up overdue accounts, (c) longer credit 


(ix) Current ratio 

1974 

M 50.000)-2-4: 1 (R,. 1,83,000 ; R,. 76,0C0)_2-4 ■. I 

1973 

(Rs. 60,000 : Rs. 50,000) = 1-2 • l 

ixi) Fresh funds have li; .aiJb^ 
of this on various ratios connected with 

employed and geanng have 
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been gi\en as follows : 

1973 1974 

Capital employed : long-term liabilities 1 ; 0 4-9:1 

Capital employed : eouity interest 1 ; I 1*2 : 1 

Equity capital : fixed interest capita! 1 ; 0 3-9:1 


ASSIGNMENT MATERIAL 
Objective Type Questions 

1. State whether the following statements are *TRLJE* or 'FALSE' 

1. Assets of electricity companies are known as ‘Current assets*. 

2. Profit and loss appropriation account is prepared to apportion 
the profit for two periods. 

3. When all the figures in the balan^ sheet arc expressed as percen- 
tage of the total it is called horizontal analysis. 

4. A company need not pay income tax for that portion of the profit 
which is earmarked for debenture interest. 

5. Too low sales in comparison to working capital Indicates over- 
trading. 

Gross profit is the ratio between the gross profit and net profit. 

7. The calculation of e.irnings per share taking into account the 
possible conversion of debt and preferred stock is called ‘Diluted Earnings 
Per Share’. 

8. The two major purposes of financial analysis arc solvency deter- 
mination and profitability evaluation. 

9. A larger physical volume of goods sold at smaller unit prices 
decreases the gro»s profit percentage. 

10. Declaration of cash dividend by the company Increases the quick 
ratio. 

11. Issue of bonus shares to shareholders’ decreases the earnings per 
share. 

12. The debt collection period is a crude indicator of how well the 
credit policy of the company is being implemented 

II. Fill In the blanks 

1. Bills receivable and debtors are assets 

2. When ratios of current year arc co.mparcd with previous jears 

they arc called 

3. Rate of return on equity share capital i^ calculated after deducting 

and dividend. 

4. For dividend yield ratio price of the equity shares L tak« 

into consideration. 

5. Sales ratios may otherwise be called a> ratios. 

6. When all the operating expenses arc c^mipared with ^ ^ 

called operating expenses ratio. 
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7. Return on invcsuncnt is the product of net .profit margin and 


.obli- 


8. Credit purchases made by the company the Hquidi^' ratio. 

9. Tiadim: on cquii:- means utilisation of certain 'of 

paymcntofiixcd inlcrcsl/dividendin thc hope of enhancing the rate oi 

return to the 

10. The quick ratio is an indication of the company’s ability to pay 

current obligations without the need to liquidate 

11. Liquidity is the ability of an oi'ganisation to meet its-., 

gations out of its assets. 

12. Turnover ratios indicate the jcfficicncy in the utilization of. 

whereas capital gearing ratios indicate” the of the capital. 

III. Indicate the correct answer 

1. Balance sheet may be described as 

(a) a statement of sources and uses of capital 

(b) balance of ail assets at market value 

(c) balance of all assets and liabilities at market value. 

2. Long-term liabilities are 

(a) borrowings for more than 10 years 

{b) liabilities which do not require current assets for their 
payment 

(c) fixed assets— current assets. 

3. Earning per share is 
Net income— p reference dividend 

Number of equity shares 
Net income 


No. of shares 
Total income 


(«) 
m 

(c) 

Paid-up capital 

4. Working capital is the 

{Gj c.Tcclisc capital of the company when the business is in full 
sv,ing 

ill) capiial borrowed from the banlis 

{r,} tiilfeiencc between the current assets and current liabilities. 

5. Current rado is calculated to 
fa) cor.’parc the current assets with past assets 

compare current asivts with fixed assets 
measure the liquiciiy of a concern. 


(c) 


.\n equal increase in both current assets and current liabilities 
would 


hr) 

(/’) 

w 


decrease current ratio 
incicasc current ratio 
not affect the current ratio. 
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7. The ratio for resting immediate solvency is 

(a) current ratio 

(b) liquidity ratio 

(c) proprietary ratio. 

8. A low proprietary ratio indicates 
(o) overtrading 

(h) iimlcrtrading 
(e) none of the above. 

9. Coi/eef/on of sundry debtors 
(fl) increases current ratio 
(A) decreases current ratio 
(c) has no effect on the ratio. 


10. Issue of shares in consideration f«>r patents has its impact on 
fn) debtors turnover 

(A) current ratio 
fc) equity ratio. 

1 1 . The impact of a bad debt written off against the provision account 
on the current ratio « to 

(a) increase the ratio 
f< 2 ) decrease the ratio 
(e) none of the above. 

12. Operating performance is best measured by the rale of return 
(a) on total assets 

\h) on fised assets 

(r) on shareholders* equii>. 


IV. Match the following 


1. 

Current assets ratio 

(a) 

2. 

Acid lest ratio 

(Af 

3. 

Operating ratio 

«-) 

4. 

Equity ratio 

t</) 

5. 

Capital gearing 

Wf 

fi. 

Debtors turnover 

if) 

7. 

Return on investment 

ig) 

R. 

Gross profit 

(AI 


Long-term soh enc>’ 

Trading on equity 
I’rofliabiJity in relation to sales 
Sliort'ierm solvency 
Profitability m relation to investment 
Immediate solvency’ 

Operating efficiency 
Credit policy. 


Questions 

1. (o) Explain vvfty ratio analysis IS considered better than a mere 
comparison of figures in carrying out an overall appraisal of a company's 
business. 


(A) Describe how three of the following ratios are rompiled and 

indic.'itc their utility in making a critical exan'inaiton of a balance sheet : 

(/) Slock turnover ratio. (./-I Current ratio, {m) Ratio of debtor to wles. 
(/V) Ratio of loans to owned capital (I C.W.A , India, 1968) 

2. You are required to explain the rreaning and^ 
tion of the following ratios - t«i Capital gearing r.afiON. 
ratio, (el Ratio of sales to net worth, (./J Ratio of •’S! . *'9., 

employed, (e) Current ratio. (I.C.V.A 
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3. Write short rotes cn : (a) Window dressing, (6) Over-trading, 
(c) Low-geared capital, (d) Return on capital, (e) Cnrrent^mio.^^^^^^ 

4 A ti rdf r wants ' n r rpinir n ahoiit the purpose and method of 
computation of the following latios : (/) Stock turnover ratio, (zf) i^et 

operati ng ratio, (///) Expenses ratio. 

You are required to submit a note for the purpose. (C.A. Inter, 1972) 

5. State the purposes and mode of detemtining the following ratios : 

(;■) Inventory ratio, (zi) Debtors ratio, (z7z") Operating ratio. 

^ ' (C..A. Inter, 1971) 


6. Di.-^ct ,^s the folk w ing accounting ratics and briefly explain their 

applicaticn : (z‘) liquidity ratio, (/z‘) Working capital ratio, and (?‘z7) Invem 
tOTv ratio. (I- Bankers 1971, 1970, 1967) 

7. Def ne any three of the following accounting ratios ; (z') Liquid 

ratio, (z7) Proprietary ratio, (Hi) Operating ratio, (h') Net profit J^tio, 
(v) Return on proprietor’s funds. (B. Com., Bombay, 1>71) 

8. Discuss with illustrations any three of the following : (z') Liquid 

ratio ; (z7‘) Stock working capital ratio ; (z7z) Capital gearing ratio ; and 
(z'v) Stock turnover ratio. (B. Com. Bombay, 1972) 


9. The accounting ratios are very important for interpretation as 
they give \aluablc and \eiy useful information about the business. its 
profitability, ability to honour its monetarj- commitments, working 
efficiency, and so on. Discuss the ratios which are generally used, W’hile 
interpreting financial statements. [B. Com., (Hons.), Delhi, 1971] 


10. Describe the following ratios and briefly explain their applica- 
tion ; (fl) Gross ratio, (h) Net profit ratio, (c) Operating ratio. 

(C.A. Inter., 1967) 

n. Explain briefly the meaning and usefulness of the following 
ratios : (a) Liquidity ratio, (ft) Assets ratio, (c) Current ratio, (d) Liquid 
ratio, (e) Rate of turnover. (C.A. Final, 195T 

12. What are the limitations of ratio analysis. • (C..A. Final, 1972’ 

13. Ayho requires the interpretation of financial statements ? An 
there any limitations to the interpretation of financial statements ? Explaii 
thc_ following ratios and their utility to the businessman : (zz) Operatin; 
ratio ; (ft) Turnover ratio ; (c) Ratio of net sales to gross receivable. 

(C.A. Final. 1963 

Formulae 


14. Show how will you calculate the following ratio: (zz) Gros 

profit ratio, (ft) Net profit ratio, (c) Debtors’ turnover, (d) Stock tumoxei 
(f) Current ratio, (/) Liquid ratio, and (g) Operating ratio ? 23- 

15. Show' how will you calculate the following ratios : (a) Fixe 

asset turnover, (ft) Working capital turnover, (c) Stock turnover, Del 
tors turnover, and (e) Total capital turnover ? 23- 


16. Show how will you calculate the followino 
equity raUo, (ft) Proprietary ratio, (c) Net worth ratio, 


ratios : (a) Deb: 
(d) Equity ratic 
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(e) Debt ratio, and (/) Average age of receivables or collection period ? 

233 

17. Give purposes of calculating the following ratios ; (a) Current 
assets ratio, (6) Acid test ratio, (c) Number of days sales in receivable, 
{d) Short-term solvency ratio. 23‘4 

38. Give a list of important ratios which you will consider for 
measuring : (c) Liquidity, (6) F unds management, and (r) Profitability. 

23 5 

35. Which ratios will you calculate for the following purposes : 
(d) Financial analysis for investors in equity shares, (b) Financial analysis 
for short-term creditors, (c) Financial analysis for long-term creditors ? 23'6 
- 20. Assuming an excess of current assets over current liabilities, 
indicate the effect of the following upon the current ratios : (a) Collection 

.-‘■■-i , r ent of an account payable, (c) Acquisi 

. ■ ■ ■ ■ ■ ■■ I Acquisition of merchandise for cash, 

; , : account. (C.A. Inter , 1964) 23 1 

Exercises and Problems 

1. Fill up the blanks by using suitable word from the following list ; 
(a) common size statements. (6) inventory, (c) static, (rf) vertical, (e) equity, 
(/) horizontal, (?) sales, (h) purchases. 

(1) Analysis consists of a study of the behaviour of each of the 
items in a financial statement with the passage of lime. 

(2) Vertical analysis is considered to be ... type of analysis because 
it is a study of relationships existing at a particular date. 

(3) Vertical or static measuring devices arc... 

(4) The ... ratio indicates the portion of the assets supplied by th< 
owners. 

(5) Common-size income statements present the various items as i 
percentage of.... 

(6) The acid-test ratio assumes that .. will not be converted to casl 

in time to pay current liabilities. [(/) ; (c) ; (a ) ; (e) ; (g) ; (h) 

2. The current ratio of a company is 2 • 1. Which of the followin] 
suggestions would improve the ratio, which would reduce it and whicl 
would not change it : 

ffl) To pay a current hability ; (b) To sell a motor car for cas 
at a slight loss ; (c) To borrow money on an interest-bearing promissor 
note ; (d) To purchase stocks for cash , and (e) To give an interest 
bearing promissory note to a creditor to whom money was owned o 
current account ? (C A. Final, 1912 

{Improve ; Improve ; Reduce , No effect ; No effea 

3. A limited company made credit sales of Rs 2,00,000 during th 

financial period. If the collection period is 36 days and j ear is assumed t 
to be of 360 days, calculate : (/) debtors turnover ; (i7) average debtors 
and (ill) debtors at the end when debtors at the end are more than th; 
at the beginning by Rs. 3,000. (Debtors turrtover 10 times 

Average debtors Rr. 20,000 ; Debtors at the end Rs. 21,501 
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Net sales 

Debtors, beginning of year 
Debtors, end of year 


Debtors turnover 
[ Average age of debtors 


Year 2 
Rs. 9,00,000 
86,000 
1,17,000 
Year 2 
8-9 times, 
41 days 


Year I 
Rs. 7,50,000 
80,000 
86,000 
Year 1 
9 times, 
41 daj’Sj 


23-8 


15. B. Raj & Co. sell their goods on cash as well as credit (though 
not on deferred instalment system). The following particulars are extracted 
from their books of account for the calendar year, 1963 : 


Total gross sales 
Cash sales (included in 
the above) 

Sales returns 

Total debtors for sales as on 
31-12-1963 


Rs. 1,00,000 

20,000 
„ 7,000 

9,000 


Bills receivable as on 30-12-1963 

Rs. 2,000 

Provision for doubtful debts 

as on 31-12-1963 . I.OOO 

Total creditors as on 31-12-1963 10,000 


Calculate the average collection period. 


(C.A. Final, 1964) 
(J5 Days) 23-9 


Note. Year has been taken of 365 days. 

16. Following is the balance sheet of Spraylac Paints Limited as on 
31st December, 1978 : 


Creditors 

Rs 

6,000 

Cash 


Rs. 

5,000 

Bills payable 

10,000 

Investments (Govt, securities) 

15,000 

Outstanding expenses 

1.000 

Sundry debtors 


20,000 

Taxation provision 

13,000 

Stock 


30,000 

Total current liabilities 

30,000 

Total current assets 


70,000 

6% Mortage debentures 

70.000 

Fixed assets 

1,80,000 


7% Preference shares 
Equity shares 

10,000 

50,000 

Less : Depreciation 
provision 

50.000 


Reserves and surplus 

40,000 

— 

1,30,000 


Rs. 2.00,000 


Rs. 

2,00000 
sss stxssses* 


Additional information 


(a) Net sales - 3,00,000 

(b) Cost of goods sold 2,58,000 

(c) Net income before tax 20,000 

(d) Net income after tax. 10,000 

Calculate solvency ratios. (M, Com., Madras Dec., 1979) 

17. The following are the summarized profit and loss account of 

Vidarbha Limited for the year ending 31st December, 1976, and the balance j 
sheet as on that date : 


PROFIT AND LOSS ACCOUNT 


To Opening stock 
To Purchases 
To Incidental expenses 
To Gross profit 


Rs. 

99,500 By Sales 
5,45,250 By Closing stock 
14,250 
3,40,000 


Rs. 9,99,000 


RS. 

8.50.000 

1.49.000 


Rs. 9,99^ 
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To Operating expenses ; 

Selling and distribution 30,000 

Administrative expenses 1,30,000 

Finance 13,000 

To Non-operating expenses : 

Loss on sales of assets 4,000 

To Net profit 1,50,000 

R.S ^.49.000 


By Gross profit 3,40,000 

By Non-operating income 

interest 3.000 

By Profit on sale of shares 6,000 


R$. 3,49,000 


BALANCE SHEET 





ki. 

Issued capital : 


Land & buildings 

1,50.000 

2,000 Equity shares of 


Plant & machinery 

60.000 

Rs. 100 each 

2 AOOO 

Stock-in-trade 


Reserves 



71.000 

Current liabilities 

1.30.000 

Cash and bank balance 

30.000 

Profit and loss account 

60,000 




Rs. 4.60.000 


Rs. 4,60.000 


From tht above satement you are required to caicuiatc the rohowittig 
ratios : 

(0 Current ratio 
(/f) Operating ratio 
(///) Stock turnover 
(/v) Retun on total resources 

(v) Turnover of fixed assets (M. Com., Nagpur, April, 1579) 

[(/) 192 : 1, {ii) SS%, (Hi) 4 1, (iv) 414%, (v) 2-22] 

18, The following are the extracts from the financial statements of 
M/s. Efilcient and Experts Ltd, as on 1-3-1974 and 1975 respectively ; 


31‘3‘1974 31’3‘1975 

Rs. Rs. 

Stock, 10.000 25,000 

Debtors 20,000 20,000 

Bills receivable 10,000 5,000 

Advances (recoverable in cash or kind) 2,000 — 

(^sh on hand 18,000 15,000 

Creditors 25.000 30.000 

Bills payable 15,000 20,000 

Bank overdraft — 2,000 

9% Debentures 1990 2.00,000 2,00,000 

Sales for the year 3,50,000 3,00.000 

Gross profit 70,000 50JO0 


You are required to compute for both these years : 

(1) Current ratio; (2) liquid ratio; (3) Stock turnover rsS- 
(4) Number of days outstanding of debtors ; (5) Stock-working cepcsl 
(M. Com., Bombay 
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19, The following are the financial statements of Albeit Company : 


BALANCE SHEET 
as on December 31, 1979 


Equity share capital, 

Rs, 10 each 

6% Preference share capital 
Profit and loss account 

51% Mortgage loans 

Bills payable 

Taxes payable 

Rs. 50,000 
20,000 

44.000 

80.000 

30.000 

20.000 

Plant and equipment 

Less Depreciation 

Inventory 

Debtors (Previous year 

Rs. 40,000) 

Investments 

Cash 

Rs. 2,00,000 
1,60,000 

40.000 
1,00,000 

60.000 

24.000 

20.000 


Rs. 2,44,000 


Rs. 2,44,000 

PROFIT AND LOSS ACCOUNT 

For the year ended December 31, 1979 


To Stock in the beginning 
To Purchases 

To Gross profit 

Rs. 80,000 
1,20,000 
1,40,000 

i By Sales 

1 By Stock at the end 

i 

Rs. 2,40,000 
1,00,000 


Rs, 3,40,000 


Rs. 3,40,000 

To Operating expense : 

Selling expenses 30,000 

General and administrative 
expenses 40,000 

To Net operating income 70,000 

1 By Gross profit 

i 



Rs. 1,40,000 

i 

Rs. 1,40,000 

To Interest expense ; 

To income before tax 

4,200 

65,800 

By Net operating income 



Rs. 70,000 


Rs, 70,000 

To Income taxes 

To Net .ncomc after tax 

29,800 

36,000 

By Income before tax 

""es’soo 


Rs. 65,800 


Rs. 65,800 


ic) M (*) ratio, 

veir> of days uncollectibles (assume a 360-day 

(SEJ^nJ^lr J^Z interest earned, 

holders’ eou?tv (-.-s of return on equity share- 

sbrfoiS LSI *““! U.) Total debts to 


(e) ]■] V r\ ?/r <7 ^ n ^ (*) ^'08 : 1 (c) 4-8 (d) 75 (la}>i 

( )1 1 if) 16 67 (g) Rs. 6‘96 {h) 37'/, (i) 16-5%\j) 1-14:1] 23'12 

oftwocompaSiS\-rrfnSSrv^ published accounts 


Sales 

Net profits after tax 

Equity capital (Rs. 10 per share fullv 


ABC 

XYZ 

Ltd, 

Ltd. 

Rs. 

Rs. 

32,00,000 

30,00,000 

1,23,000 

1,58,000 
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Long-term debt 

8,00,000 

6,60,000 

Creditors 

3,82,000 

5,49,000 

Bank credit (Short term) 

60,000 

2,00,000 

Fixed Assets 

15,99,000 

15,90.000 

Inventories 

3,31,000 

8,09,000 

Other current assets 

5,44,000 

4,52,000 

You are required to prepare a statement of comparative ratios 
showing liquidity, profitability, activity and financial position of the two 
companies. (C. A. (Final) Nov. 1979) 


PBEPARATION OF FINAL STATEMENTS 

21. The following statistics are available for the Star Light Ltd. 

Gross profit percentage on sales 36% i Average accounts rcceioblc Rs. 1,00,000 
Merchandise turnover 20 times I Income tax rale 40 % 

Average inventory Rs. 9,600 I Net income (after tax) as per- 

I centage of sales 12 % 

You are required to prepare profit and loss account for the Star 
Light Lid, {Gross profit Rs. tfiSfiOO ", Income before taxRs. 60,000 

Income after (ax Rs 36,000 ; Sales Rs. 3,00,000) 2313 

22. HAMSA Corporation had a fire during January, that 
destroyed most of its accounting records. Management asks jou to ir/ 
to prepare a balance sheet and an income statement for the vear ended 
Dccc.mber31, 1979. You have been able to uncover the following 
accounting data : 

HAMSA CorporitloD 


BALANCE SHEET 
As cn December 31, 1979 







^HHBirSTrrn 




















HAMSA Corporation 


PROFIT AND LOSS ACCOUNT 
For the jear ending 3lsl December, 1979 


To Cost of goods sold 

To Gross profit 


7 

? 


By Net sales 


Rs. 11^5,000 


To Operating expenses 7 

To Net operating ioeome 7 


£j. T 


Rs. llAOOO 
Rs. ILJS.WO 


By Gross profit 
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To Interest ^ 

To Net income before tax " 

Rs, ? 

To Income tax at 50% 1 

To Net income after tax ? 

Rs. ? 


By Net operating income 


Rs. 

By Net income before tax 


Rs. 


? 


? 


7 


? 


Other financial data ; (a) Debtors at the beginning of 1979 were 
Rs. 1,25,000 and based on a 360-day year, it took 40 days to collect 
accounts receivable during 1979. (b) Gross margin was 30 per cent of sales 
for 1979. (c) Inventory at the beginning of 1979 was Rs. 2,37,500 and the 
inventory turnover for 1979 was 3-15. (d) Total debts to equity for 1979 
was 50 per cent, (e) For 1979, operating expenses were 6% of sales. 
(/) Interest was earned 27 times during 1979. (g) The acid test ratio for 
1979 was 3'75. 


You are required to: Reconstruct the December 31, 1979 balance 
sheet and profit and loss account for the year 1979 using the above finan- 
cial data only. 23'14 

23. The following data represents the ratios pertaininr: to X Co Ltd 
for the year ending 31st March 1980. 

Rs. 


Annual sales 
Sales to net worth 
Current liabilities to net worth 
Total debts to net worth 
Current ratio 
Sales to inventory 
Average collection period 
Fixed assets to net worth 


40,00,000 
4 times 
50% 
80% 
■.2-2 times 
8 times 
40 days 
70% 


From the above particulars prepare the balance sheet of Y Co Ltd 
as on 31st March 1980. Assume that ail sales are made on credit. 

{Balance sheet total Bs. 18,00,000) 

1979. From the following mformition you are required to prepare, 

V«r ^ account fo? the 

year ended June 30, 1980 and a balance sheet as at that date * 

Capital introduced on 
July 1, 1979 Rs, 47,000 

Drawings during the year 5,000 

Working capital (current assets 
less current liabilities) at 
Juno 30, 1980 23,000 


Depreciation of fixed assets during 
the year, based on a rate of 10% 
per annum on cost 
The fixed assets were ail pur- 
chased on July 1, 1979 


3,000 


Ratio of annual sales to year-end 
values of fixed assets plus 
working capital 

Ratio of current assets to current 
liabilities at the year-end 
liquid assets (cash plus 
oebtors) to current liabilities 
on June 30, 1980 


2: I 
2:1 


5 :4 


expends (c5dudins'dspt5oia'ioa)'are"l'5uaUo^:^y*^ 
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debtors and cash. Stocks are turned o>er four limes during the >ear. 
i he current liabilities consist only of creditors. 

(I.C.W.A.. England, X970) 2315 
{Net profit Rs. 8,0(^ ; Balance sheet total Rs. 73,000) 

25. f rom the following details, prepare statement of proprietary 
fund with as many details as possible • (r> Slock veJocity5=6. {h) Capital 
turnover ratio -2. (in) Fixed assets turnover ratio=4. (iv) Gross prolit 
turnover ratio 20 per cent, (v) Debtors velocity— 2 months, (w) Creditors 
velocity 73 days. 

The gloss profit was Rs 60,000. Reserves and surplus amount to 
Rs. 20,000. Closing stock was Rs 5,000 in excess of opening stock. 

[C A Final. 1970 ; M Com (Final), 1971 ; 

M Com. Meerut, 1974J 2316 
[Frtprietor's/und Rs. 1^0.000: rixed atsets Rs. 60,000 ; Debtors Rs. 
30,000 ; Slock at the end Rs. 42fi00 ; Cash Rs 16,500 ; Creditors Rs. 49,000] 
CRITICAL COMMENTS 

26. Assume that you are analysing a company to determine whether 
you should make a short-term loan Further assume that >ou have cal- 
culated some ratios, given below, lo help you determine whether the loan 
should be granted. Considering only the ratios given, would you lend the 
company money ? Discuss. 

tm 1977 1978 1979 


Current ratio 
Acid test catio 
Inventory turnover 
Debtors (includms bitU receivable) 
turnover 


2 to I 2 2(01 2S lol :'o| 

I tot ODto) O8SI0I 0l7tul 
8 7 6 S 

7 6 5 4 23-17 


27. The following comparaiuc percentages are obtained from the 
financial statements of companies A Lid and B Ltd : 


AUd BUtl 

Net income (afier tax) to sale* 5 10 

Net income (after Ux) to shafchotdcrv equity iZ 8 

Explain how you would interpret these data, and which company, 
in your opinion, app:ars to bJ mare successful. (C.A Inter., 1966) 23*18 
28 The following is the balance sheet of Raman and Co Ltd on 31$t 
March 1975. Co.-nmeni oa its financial stability. 
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• ciimmarised balance sheet and profit and 

loss account oTnero Pmate Ltd for the year ended 3Ist March. 1975 t 


BALANCE SHEET 
as at 31st March, 1975 


Liabilities 

Share capital ; 

Rs. 10 share each 
Reserves and surplus 
Overdraft 
Current liabihtjes 


Rs. 


Assets 


(in lakhs) 

4 

3 

4 
8 


Fixed assets 
Liquid assets 
Current assets 


19 


Rs. 

(in lakhs) 
11 
3 
5 


19 


PROnX AND LOSS ACCOUNT 
for the year ended 31st March, 1975 


Liabilities 

To Opening stock 

To Net purchases 

Rs. 

(in lakhs) 

2 

22 

Assets 

By Net sales 

By Closing stock 

Rs. 

(in lakhs) 
28 

3 

To Expenses 

^ 1 

A \ 



To Net profit 



— 

31 

tr: 


31 


You are required to make comments on wSlf mVi9753 

company, taking into account relevant ratios. [C.A. (Final) May 19/ j 

Hint. Calculate capital gearing ratio, Proprietary ratio, Current 
ratio, Liquid ratio, and Net profits to proprietary funds. 

30 The balance sheets and trading and profit and loss accounts for 
the year ended June 30, 1978 of S Ltd and TLtd are given below : 


BALANCE SHEETS 
as at June 30, 1978 


Fixed assets at cost 

Less Provision for depreciation 

S Ltd 
60,000 
20,000 

Rs, 40,000 

TLtd 

30.000 

10.000 

Rs. 20,000- 

Current assets 

Stock 

Debtors 

Cash 

57.000 

22.000 
11,000 

30.000 

20.000 
10,000 

Less Current liabilities 

90.000 

30.000 

60,000 

60,000 

30,000 

30,000 

Net assets employed 

Ordinary share capital, fully paid 
Revenue reserve : 

Profit and loss account balance 


Rs. 1,00,000 

«■«»«» ns 

95,000 

5,000 


Rs. 50,000 

Ts'fioo 

5,000 



Rs, 1,00,000 


Rs. 50,000 
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TRADING AND PROFIT AND LOSS ACCOUNTS 
for thtytar ended June 30^ I97S 

Slid TLid 

R$. 1,60,000 Rj. 1.20,000 

39.000 20.000 

1,14,000 85,000 


Lesi Stock at June 30, 1963 
Cost of goods sold 

Gross profit 
Les^ General CTpenses 


8,000 6.000 

3,000 1,000 

11.000 7.000 

Dividend paid 6,000 2,000 

Balance carried forward Rs S.OOO R». 5,000 

You may asiume that stocks have increased evenly throughout the 
year. You are required to : (a) Calculate three of the following ratios 
separately for each company : (/) net profit for the year as a percentage 
of net assets employed at June 30, 1978 ; («) net profit for the year as a 
percentage of sales ; (lii) gross profit for the year as a percentage of sales ; 
O'O current assets to current Uabtlilies at June 30, 1978 ; (v) liquid ratio at 
June 30, 1978 ; and (v/) stock turnover during the year. 

(b) Describe briefly the mam conclusions which you draw from a 
coaparisois of the ratios which you have calculated for each company. 

(I.C.W.A. England, 1968J 2319 

[Net profitlNet assets S%, I2y^ ; Net profii/sales ; 

Gross profifi sales 40%, 37}% ; Current ratio 3 : 1, 2 t I ; 
Liquid ratio I'l i Stock turnover 2 limes, 3 times]. 

31. The balance sheets of Trinkets Ltd as on June 30, 1978 and 
1979 ate as follows : 


Net profit for the year 
^ad Balance brought forward 


1,33,000 1,05,000 

37,000 30,000 

96.000 75,000 

64.000 43,000 

56.000 39,000 


Sales 

Stock at July 1, 1977 
Add Purchases 
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29. Below are given the summarised balance sheet and profit and 
loss account of Hero Private Ltd for the year ended 31st March, 1975 : 


BALANCE SHEET 
as at 31st March, 1975 


Liabilities 

Rs. 

Assets 

Rs. 


(in lakhs) , 


(in lakhs) 

Share capital : 


Fixed assets 

11 

Rs. 10 share each 

4 

Liquid assets 

3 

Reserves and surplus 

3 

Current assets 

5 

Overdraft 

4 



Current liabilities 

8 


„ 


19 


19 


■■ 


Ml 


PROHT AND LOSS ACCOUNT 
for the year ended 31st March, 1975 


Liabilities 

Rs, 

Assets 

Rs. 


(in lakhs) 


(in lakhs) 

To Opening stock 

2 

By Net sales 

28 

To Net purchases 

22 

By Closing stock 

3 

To Expenses 

3 



To Net profit 

4 




31 

«S3 


ii 


You are required to make comments on the capitalisation of the 
company, taking info account relevant ratios. [C.A. (Final) May 1975] 

Hint. Calculate capital gearing ratio, Proprietary ratio, Current 
ratio. Liquid ratio, and Net profits to proprietary funds. 

30. The balance sheets and trading and profit and loss accounts for 
the year ended June 30, 1978 of 5 Ltd and TLtd are given below : 


BALANCE SHEETS 
as at June 30, 1978 


Fixed assets at cost 

Less Provision for depreciation 

Current assets 

Stock 

Debtors 

Cash 

S Ltd 
60,000 
20,000 

57.000 

22.000 
11,000 

Rs. 40,000 

TLtd 

30.000 

10.000 

30.000 

20.000 
10,000 

Rs. 20,000 

Less Current liabilities 

90.000 

30.000 

60,000 

60,000 

30,000 

30,000 

Net assets employed 


Rs. 1,00,000 


Rs. 50.000 

Ordinary share capital, fully paid 
Revenue reserve : 

Profit and loss account balance 


95,00” 

5,000 


«!ooo 

5,000 



Rs, 1,00,000 


Rs, 50,000 
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TRADING AND PROFIT AND LOSS ACCOUNTS 
far the }ear ended June 30, J97S 


Sales 

Stock al July 1977 

Add Purchases 

Slid 

TUd 


TT 

39,000 

1,14.000 

1.60,000 Rs. 150,000 

20.000 

85,000 

Less Stock al June 30, 19« 

1,53,000 

57,000 

1,05,000 

30,000 


Cost of goods sold 


9S,000 

75.000 

Gross profit 

Less General expenses 


64.000 

56.000 

45.000 

39.000 

Net profit for the year 

Add Balance brought forward 


8,000 

3,000 

1.000 

Dividend paid 


11,000 

6,000 

7.000 

2.000 

Balance carried fon^ard 

Rs 

5^^ Rs. 

5.000 


You may assume tliat Stocks have increased evenly throughout the 
year. You arc required to : (a) Calculate three of the foIIovviDg ratios 
separately for each company : (i) net profit for the >cat as a percentage 
of net assets employed at June 30, 1978 ;(«) net profit for the year as a 
percentage of sales ; (it!) gross profit for the year as a percentage of sales ; 
O'v) current assets to current liabilities at June 30, 1 978 ; (y) liquid ratio at 
June 30, 1978 ; and (v/) stock turnover during the year. 

(b) Describe briefly the main conclusions which you draw from a 
comparison of the ratios which you have calculated for each company. 

(I.C.W.A. Eogland, 1968) 2319 

[A’ler prqfitjNet assets S%, 12% ; Net prqfillsahs 5%, 5% ; 

Gross profit! sales 40%, J7J% ; Current ratio 3 i J, 2 '• 1 
Liquid ratio I'l • 1, h } \ Stock turnover 2 limes, 3 twies}. 

31. The balance sheets of Trinkets Ltd as on June 30, 1978 and 
1979 are as follows : 


J97S 1979 


1978 

1979 

Rs. (*000) Rs. (’000) 
Ordinary share caoita) 7,000 2,000 

^ Rs (*000) Rs ( 000) 

Freehold property 

Reserves 1,500 1,600 

6*i. Dibintutes 

fat cost) 

Plant and michmery (at 

1,500 

1.600 

(unsecured) 500 >tX) 

Mortgage on freehold 

properly (secured on 

cost less depreciation 
Tavestmenls : 

Associated companies 

900 

I.lOO 

one of the freehold 
properties, cost 

Fj. 10,00,000) 180 95 

(unquoted) 

Other companies 

1,000 

1,000 

(quoted)* 

750 

WO 
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Creditors 300 300 

Proposed dividend (gross) 150 155 

Taxation 140 250 

Overdraft (secured by a 
floating charge on assets 100 550 


Rs. 4,870 Rs. 5,450 


♦(Market value 
1978- Rs. 10.00,000 
1979 Rs. 8,00,000) 

Stock 
Debtors 
Bank 

Rs. 4,870 Rs. 5,450 


350 500 

300 500 

70 - 


In view of (he credit squeeze, the Jiianagiiii; iliicchu- has been tipproa- 
died by the company’s bank manager with a request to reduce the over- 
draft substantially— if possible by 50% within six months. 

You are required to ; (a) comment on the financial position revealed 
by the balance sheets, attaching to your commentary any schedule or state- 
ment which you think would assist ; and (/j) state, with brief reasons, what 
additional information you would advise the bank manager to ask for 
which would help him to decide whether his request was reasonable. 

(C. A. Final, England) 23 20 


32. In the course of discussing the financial position disclosed by 
the balance sheet as at December 31, 1979, the directors of the Overnight 
Printing Co Ltd seek your advice about their intention to expand their 
activities by 10%. They explain that a 10% increase in turnover in the 
ensuing year is likely to increase pro rata the year-end balances for fixed 
assets, debtors, stocks and trade creditors and to result in a total profit 
before tax for the year of Rs. 30,000, out of which Rs. 15,000 will be' 
retained as tax payable at the year-end and Rs. 10,000 will have been paid 
away in dividend. 


The directors ask you to demonstrate to them the clfccl of their pro- 
...jiosals on the bank overdraft and the financial position generally. As a 
start, you have redrawn the last balance sheet as shown below : 

_ • STATEMENT OF FINANCIAL POSITION 

December 31, 1979 


Net current assets : 
Debtors 

Stocks 

Rs. 

30.000 

60.000 

Rs. 

Rs. 

Bank overdraft 

Trade creditors 

Tax payable 

20,000 

30.000 

10.000 

90,000 


Fixed assets 


60,000 

30.000 

70.000 

Long-term fi.xed loan 



1,00,000 

20,000 

Shareholders’ funds 



80,000 

Total assets 



Rs. 1,60,000 
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You are required to : (a) prepare a similar statement as at Dec 31, 
1980 based on tlic directors* expectations and intentions. (A) state three 
management ration, obtainable from the financial statement shown above, 
which have sigiufic.ince in assessing the financial ‘healtli’ of a company; 
illustrate your answer by calcul.iling and comparing the three ratios as at 
December 31, 1979 and 19SO ; and (r) discuss the significance of the 
changes in the ratios which have taken place, comparing 1980 with 1919. 

(C.A, Final, England) 23-21 

33. Extracts from financial accounts of XYZ Ltd are given below : 

Year I Year II 


Stock 

Assets 

Rs. 10,000 

Liabilities 

Assets 

20,000 

Liabilities 

Debtors 

30,000 

— 

30,000 

— 

Payment in advance 

2,000 

— 

— 


Cash in band 

20,000 

- — 

15,000 

— 

Sundry creditors 

— 

25.000 

— 

30,000 

Acceptances 

— 

15,000 

— 

12,000 

Bank overdraft 

— 

— 

— 

5,000 


Rs. 62,000 

40,000 

65,000 

4Tm 


Sales amounted to Rs 3,50,000 in the first year and Rs 3,00,000 tn 
the second year. You arc required to comment on the solvency position 
of the coocccR with the help of accounting ratios. 

(C.A. Final 1971) 23 22 

\Current ratio I SS : I, I'33 : I, Quick ratio 13 : I, 0'96 : 1 
Collection period 31 days, 36 days] 
34. The following summaries are prepared for you by the accountant 
of Adarsh Products Limited from the balance sheet of the company as at 
31st December, 1978 : 


Share capital : Ordinary shares of 

Rs. 100 each 

31-12-78 

Rs. 4,00,000 

Pfenoni y ear 

Rs. 3,50,000 

Resenes and surplus ; 



Premium on shares 

General reserve 

Surplus in profit and loss accoui^t 

20,000 

70,000 

12,500 

2O,CC0 

50,0C0 

7.500 

Shareholders’ funds 

Rs. 5,02,500 

4.27,500 

Current assets : 



Stock'in-lrade 
. Sundry debtors 

Cash and bank balances 

1,70,500 

1,42,700 

45,900 



3,59,100 

1,94.3 
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Current liabilities : 


Creditors ' 

Proposed dividend 

Provision for taxation 

1,97,700 

20,000 

27,000 

45,400 

12,000 

10,000 


2,44,700 

67,400 

Fixed assets (at cost) 

Less depreciation 

4,70,000 

81,900 

3,71,100 

70,500 


Rs. 3,88,100 

:=:c9e* cat • 

3,00,600 

The following additional information is available from the company's 
books ; (/) The profit for the year was Rs, 45,000, (//) Income-tax Rs. 
9,000 was paid during the year in respect of the previous year and the 
balance was transferred to general reserve account. (Hi) The proposed 
dividend for the year 1 977 was duly paid. You are required to prepare a 
statement showing (I) current ratio, (2) Liquid ratio, and (3) return on 
proprietors’ funds, together with your comments. (C.A, Final) 

[Current ratio 1977—2-88 : 1 ; 1978—1-47 : 1 ; Liquid ratio 1977- 
167 : 1 ; 1978 —0-77 ; 1 ; Return on proprietary funds 1978—9-4%] 

35, The annual accounts of 
summarised as follows : 

a company for 1974 and 1975 are 

kies 

of sales 

1974 

Rs. 

36,00,000 

28.32,000 

1975 

Rs. 

44,88,000 

35,76,000 

aross Margin 

7,68,000 

9,12,000 

Expenses : 

Warehousing 

Transport 

Administration 

Selling 

Debenture Interest 

1.56.000 
72,000 

2.28.000 
1,32,000 

1,68,000 

1,20,000 

2,28,000 

1,68,000 

24,000 


5,88,000 

7,08,000 

Net Profit 

1,80,000 

2,04,000 

Fixed Assets (less dcorcciation) 

31-12-1974 

3M2-1975 

3,60,000 

4,80,000 



Chapter l/Anatysts and TBtcrprtftKoQorplmncUJ Btahcjtab 

(SA.1C9 

Current Assets : 



Stock 

7,20,000 

11,28.000 

Debtors 

6,00,000 

9,84,000 

Cash 

1.20.000 

84,000 


14,40,000 

21,96,000 

Current Llabllilles : 


Bse> ez>i0 

Trade Crediiors 

6,00,000 

9.12,000 

Net Current Assets 

8,40,000 

12,84,000 

Total 

12,00,000 

17,64,000 

Share Capital 

9,00.000 

9,ro 000 

Reserx-es and Surplus 

3,00,000 

5.04.000 

Debenture Loan 

— 

3,60,000 


12.00,000 

17,74,000 


Budgeted tota! sales for 1976 were Rs, 46,80,000. 

Debenture loan was received on I'!*J975 and additional Fixed Assets 
were purchased on that date. 

You are required to state with your comments at least six relevant 
accounting ratios for measuring the etRciency of the operation and use of 
capital. fC. A. (Final) May I977J 

36 From the following balance sheets of Arun Narain & Co you 
arc required to compute : (a) (he follov.mg trend ratios using 1971 as the 
base year (100%)— (/) Current assets. (//) Current (total) liabilities, (iVi) 
Recci\ablcs, (»•) Non-current assets, and (r) Capital ; and (6) Prepare a 
common-sire balance sheet for the three years to the nearest tenth of one 


Arun Narain & Co 






Atsetj 

1973 

7972 

7971 

eapiial 

R« 

197J 

(’000) 

J972 

(•000) 

1971 

(*000) 

Rs 

COCO) COOO) ( 000) 

Account p3>ablc 

80 

90 

TO 

Cash 

Accounts recenable 
(net of atlo'9,ancc 

24 

18 

14 


18 

is 

9 

for bad debts) 

i:o 

130 

125 

Tates payable 

32 

20 

31 

loveniories 

46 

32 


liabilities 

130 

1?5 

no 

Total Current assets 

Fixed assets (net of 

190 

J80 


Share capital 
RetaineiJ tamings 

no 

CO 

too 

4S 

100 

40 

14s| 

dep^ciation) 
Other Non-currcnl 
assets 

Total non-current 

102 

8 

85 

5 

10 

Total Capi.al 

170 

14S 


assets 





— 

— 

1 

Total Current and 

— 



and capital 

300 

270 

2SO 

Doo<urrent liseis 
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changes in financial position deals with the flow of funds m general. ^ 
shows in detail the amount of funds the business received from each source 
and the amount of funds the business used for each purpose throughout 
the vear. This statement was previously called a ‘statement of sources an 
application of funds’. The other names in vogue were ‘funds flow state- 
ment’, ‘statement of sources and uses’, ‘where got and where gone state- 
ment’ and ‘funds statement’. 


The Meaning of ‘Fund’ 

Forpurposesofthisstatement, the term ‘funds' generally refers to 
cash and cash equivalents or to working capital. When a company retains 
earnings, the net tangible w'orth increases and therefore is a source of funds. 
But it does not mean that there is an increase in the cash to that extent as 
the accounts are preprepared on a mercantilistic basis. Similarly, no cash is 
involved when shares are issued in exchange for assets. Therefore, funds 
flow is a wider concept than cash flow. Working capital, as already stated 
is the difference between current assets and current liabilities. In other words, 
the term fund stands for net working capital or net current assets or ‘free’ 
current assets. The term ‘flow’ in the context or funds indicates the trans- 
fer of cash or cash equivalent from asset to equity or one equity to another 
equity or from one asset to another asset. However, the flow of funds 
must arise due to external and not the internal transactions of the business. 
For example, the capitalisation of reserves by the issue of bonus shares is 
an internal transaction. Such transactions are not included in the statement 
as there is no real addition to the funds of the company. 

The main purpose of the statement of changes in financial position^ is 
, to show tlic sources and uses of working capital during the accounting 
period. Thus it explains fully how the increase or decrease in working 
. \.ital has taken place. If the total source? are more than the uses, it 
results in an increase in the working capital. On the other hand, if the 
total uses arc more than the total sources it results in a decrease of the 
working capital. Thus, ultimately ‘decrease in working capital' appears 
as a source whereas ‘increase in the working capitaf appears as a use. 
This figure of increase or decrease is explained in detail by additional 
disclosure regarding changes in individual working capital items and is 
called the ‘schedule showing changes in working capital'. 

Presentation* 

Several forms of presentation are used for the statement of chanees in 
financial position. For example, the statement may show the sources of 
funds as equal to the uses of funds. Another form of presentation is to 

n djfrcr;.ncc between the sources and uses of funds which represents 
the net increase or decrease cither in cash and cash equivalents or in work- 
ing capital. In this case there must be additional disclosure reaarding 
changes m the individual items of the working capital Para ’2 of IAS 7 
St ale.s as follows : 

Each enterprise or group of enterprises should adopt the form of 

presentation for ihe statement of changes in financial position which is mo.st 
informative m the circumstances." 


• Refer Techniciucs of Fu nd Reporting . 
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•oxirccs and Uses of Working CapUnl 

Flow of funds is said to have taken place when a business transaction 
lakes a change in the amount of fund which existed just before the happen- 
ag of a transaclion. If the change results in the increase of fund then the 
ransaction responsible for such a change is said to be a source of fund, 
■or example, when merchandise is sold at a profit, the increase in cash or 
look debts resulting from sale is greater than the reduction in stock. If 
he change results m the decrease of fund then the transaction responsiWe 
or such a change is said to be the application or a use of fund, for 
xample, the acquisition of a non-current asset by contracting a curren^ 
iabilhy or payment of cash towards trade expenses. If the IransactvOj^ 
loe.s not make any change in the fund that existed Just before the happenp, 

ng of the transaction then such transaction does not result in the flow o 
und. For example, the collection of book debts or payment of bills doc 

lot result in flow of" ’ f «• . ■* ; ■ ■■ ^ 

eduction in the boot , •. 

otal of working c ■ ' ■ * . • ‘ 

■eduction in current ■ .. . 

:ficct on the quantum of working capital. 

Following are some of the principal sources and uses of the working 
lapital. 

Senrees uF WorkLig Capital 

(fl) FmJs from Opf rations. This is normally calculated by preparing 
profit and lo«s account. To the profit non-cash charges such as 
depreciation, goodwill, preliminary expenses, patents, defened revenue 
expenditure and such other amounts written ofT are added. As the idea is 
to obtain funds from opera ions, adjustments arc made with respect to 
profit or loss arising from sale of assets. In the long run this is the most 
important source and then only the business can survive. 

Paragraphs 5 to 8 of IAS 7 dealing with funds provided from or used 
in operations are given below. 

funds from or used funds in its operations. * ^ 

Items which do not relate to the ordinary activities of an enterprise 
arc oflen presented in the_ income statement separately from income from 


single amount, for the purpose of this statement these items are referred 
to as ‘unusual items’. 


Diflcrent forms of presentation can be used to present the amount of 
funds provided from or used in the operations of an enterprise. A method 
commonly used is to show the net income (or loss) and to make adjust- 
ments for those revenues or expenses that do not involve a movement of 
funds m the current period (for example, depreciation). An altemative 
method IS to begin with revenues that provided funds during the period 
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and deduct the costs and expenses that involve a movement of funds. The 
resulting amount is described as funds from operations. 

When unusual items are presented separately in a statement of 
changes in financial position, they also are adjusted to the extent that they 
do not involve a movement of funds in the current period. 

The usual method of calculating funds from operations is shown 

below. 

Rs. 

Net operating profit as per the profit and loss account ... •.* 

Add : Depreciation written off Rs 

Goodwill written off 

Preliminary expenses written off 

Discount, etc.,. written off «. ... 

Loss on sale of non-current assets 

written off ... 


Funds from operations 


It may be of interest to note here that a business may generate funds 

TT* t* ^ 


^ * M 

in spite of operating losses. For example, the operating loss of a company 
its non-cash charges like depreciation, goodwill 

u _ . A* AM AAA >4 A I- 


may be Rs. 20,000, but if its non-casn cnarges iixe aepreciaiion, 
written off,_ discount written off amount to Rs. 30,000, the funds generated 


from operations w ork out to Rs. 10,000. 

(b) Proceeds from the sale of long-term assets. This amounts to 
conversion of a non-current asset to a current asset and is a source of funds 
regardless of the fact v hether the asset is sold for a gain or loss. For 
example, a machinery originally costing Rs. 5C,CC0 on vhich an amount 
of Rs. 20,CC0 has teen written off by way of depreciation may be sold for 
Rs. 25,000. Rs. 25,GC0 is a source although maeWnery has been sold for 
a loss of Rs. 5,000. Again, the funds from operations will be higher than 
its operatmg profit by Rs. 5,000, as the loss debited to profit and loss 
account is a non-cash charge. 

W of long-term debt. Long-term borrowing such as issue of 
debratures and convertible bonds results in the increase of current asset 
(Msh) and therefore an increase in the working capital. In the case of 
short-term borrowing the increase in the current asset is offset by an 
increase in the current liability and therefore results in no change in work- 
ing capital. “ 


(d) Issue of shares for cash or other assets. Issue of shares results 
in an_ infiow’ of current assets and is, therefore, a source. In the case of 

propnetaty and partnership concerns additional capital introduced is a 
source of funds. ^ 


•nr, there inay be exchange transactions as part of the fin: 
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ttc statenient shows such exchange ttaosaclions because such a transacijon 
Si« v-.v'* — p”"''*'* * 'r* ■ ■“ :• .actions: fl)lhe issue or 

■ the purchase of building. 

‘ ! ‘ i' • can be included in the 

statement both as a source and a use of working capital. Similarly, there 
nmy be exchange transactions involving the exchange of one form of secu- 
rity for another. An example of such a transaction is the comersion of 
long-term debt to equity shares. Para II of IAS 7 reads as follows : 

^ “To achieve the objective of the statement of changes in financial 
position, it may be necessary to disclose separately the investment and 
financing aspects of each type of transaction For example, the proceeds 
of long-term assets are presented separately from the outaly for acquisition 
of long-term assets and when an a«fet is acquired through the issue of 
long-term debt or equity, the issue of debt or equity and the acquisHien 
of the asset are separately disclosed.’* 

;^J0sts of Working Capital 

(а) Divtiferefs in fash. The two wajs of deal'np with propc»sed 
dividend and the subsequent piyTRcnt have been discussed sLlicqter|ly. 
To slate briefly if the proposed dividend is treated, a« a currciit liabiljty, 
actual payment will not be shown as an eppHeatien. wherea*, if it is sho wn 
as a non-current liability, actual dividend paid will be shown as an appli- 
cation. 

fi) Outfm'sfar tht rti'fhaff of looft-ierm arsr/r. The purchase pf 
long-term assets, such as plant and eauipment, either reduces current a.^eli 
and/or increases current liabilities. Consequently, the working capital is 
reduced. 

(c) Fledempdon md pOTnent of hnf'-trrm debt. Kepaymenl of a 
short-term debt is not a use of fund, sincr both current assets and current 
liabilities are reduced bv the same amount. But the pavmcnt of a long- 
term debt results in the reduction of a current asset and is Ihertfort a use 
of fund. Even if a lonc-tcrm debt is cancelled by issuing new securities, the 
cancellation is shown as a use and the issue of new securities as a source. 

(d) Redemption or repurchw of shorts. MTicn cash is paid to 
redeem or repurchase shares, working capital Is reduced and therefore is 
a use of funds. 

ProecdttTt for know inf; whether a transaetion mater wp’ charge in the 
fund. In order to know whether a transaction makes any change in the 
existing amount of (he fund the fotlow'ing procedure is suggested : 

(c) Journalise the transaction 

(б) Find Out the category of accounts aflccted by the transactioQ 
For example, when a building is purchased for cash, the following entry 
is made. 

Debit Building account 
Credit Cash account 

Building acLOunt is a non-current asset and cash account ***^1 ^4^ 
asset. All accounts ore clsssifcd into current assets, euwt^' 
DOD-Curicnt asseu and coo-current llatilUKS. The explacaiio* 
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assets and current KaMities is already gyeninChapterl of this section. 
The explanation of non-current accounts is given subsequently. 

(c) Transactions svbich affect only cuirent assets or 
ties flZ current category) do not result in the flow f SS 

y,-hen gocds are purchased on credit, it increases stock as as sm ly 

creditirs and therefore has effect on working capital and 

actions are ignored for preparing a slateir.ent of changes in finana 


position. 

(d) Tran’^actlons which affect only non-current accounts again have 
no effect on the flow of funds. But certain exchange transactions are 
viewed as both a source and use of working capital although the transa ion 
itself does not change the amount of fund. 

(e) If one aspect of the entry affects a current asset orcurrrat 
liability account and another aspect affects ^ non-current accoun, 
transaction results in flow of fund (may he either inflow or outfloy.'). > n 
the transaction results in an inflow of fund, it increases the working cspix - 
On the other hand when it results in an outflow of fund, it resu.ts in n 
decrease of working capital. 


Non-current accounts. For the purpose of lunds flow anao'sis al 
accounts which are not current accounts are treated as non-current ac'sount. 
Thus, accounts included in the list given on the next page are treafeo as 


non-current accounts ; 

Provision for tax. There are two different ways of treating this itein 
in the funds flow statement. First method : As per this methed the provi- 
sion for tax is treated as internal approprialion and thus non-current 
liability. As will he seen later on that under ihis method it is used lOr 
calculating the profit made during the year and lax paid during the year 
is treated as an application of fund. This methed has teen adopted through- 
out the chapter unless otherwise mentioned. Scccr.d methed ; A.s per 
this methed tax provision made during the year is treated as current liabi- 
lity. If this is the treatment then provision for lax made during the ypr 
is not used for adjusting the profit miade during the year for calculating 
the source from operation and tax paid during the year is not treated as an 
application of fund. This method has not been adopted in solving the 
problems. 


Proposed dhiderJ. Like tax provision, proposed dividend is also 
treated in two ways. In this book, proposed dhidend has been treated 
as non-current liability and thus dividend paid during the year is shown 
as an application. If proposed dividend is treated as current liability then 
it is not used for adjusting the profit made during the year for calculating 
the source of profit and tax paid during the year is not shov;n as an appli- 
cation of fund. 


• Discussed under ‘sources of working capital— (d) Issue of shares ‘‘or ccs'n 
or olber assets’ is osge FSA-IK 
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Genera! rcsen’c, dividend equalisation fund, and other appropriations. 
They arc appropriations of profit made durins the year and are thus treated 
as non-ciirreiit liaWlitics. They are used for adjusting the profit made 
during Ihe year for calculating source from operation. 


LIST OF NON-CURRENT ACCOUNTS 


Hon-ourrenl accounts on Ihe liability side 
of balance sheet 


1. Equity share cjpital 

2. Preference share capital 

3. Redeemable preference shares i 

4. Lons-term loans (loans unless specU 

fled otherwise are treated as long- I 
term loans) I 

5. Debentures ' 

6. Share premium account 

7. Forfeited shares 

8. Pro5t and lots account (credit 
balance) 

9. Appropriation of profit, c s . transfer 
to general reserve, dividend equali- 
sation fund, insurance fund, compen- 
sation fund, debenture sinking fund, 
capital redemption reserve account. 

10. Provisions hke provision for tax. 
provision for depreciation on fixed 
assets, proposed dividend 

11. Capital reserve 


2. 

3. 

4. 

5. 

6. 

7. 

8. 
9. 


Non-eurrent accounts on the asset tide 

of balance sheet 


Goodwill 

Land 

Building 

Machinery 

Furniture 

Long-term investments 
Patent Tights 
Trade mirk 

Profit and loss account (debit 
balance) 

Discount on issue of shares and 

debentures 

Preliminary exptnses 

Other deferred etps.alitures like 

advertisement cost 


In order to understand the rule?, take the following examples ; 
Transactions involring accounts from current category only and thus not 
resulting in the Oow of fund 

Transaction I. On July I» 1974 Hovers L'd colleeted cash from its 
debtors Rs. 10,000. The transaction has been analysed as under : 


Journal entry | 

Category of account^ 

'' Conclusion 

Cash account Dr. 10,090 

To Debtors account 10,000 

Current asset 1 

Current asset j 

1 Noflowoffuad bxauto both 
, the accounts of the journal entry 

1 belong to current category. 


E.\pIanai:on. This transaction results in increase in cash fiom 
Rs. 40,000 to Rs. 50,000 and dccrcas* in debtors from Rs. 80,000 to Rs. 

70.000. But, in any case, lalal current assets of Hoven Ltd remain at Rj, 

3.00. 000 and current liabilities at Rs 1,30,000. Thus the fund, being the 
dUTcrence between the two, remains unchanged. It can be said that this 
transaction does not result in the flaw of fund. 

Transaction 2. On July 2, 1974 Hmers Ltd discharged its trade credi- 
tors Rs. J,000 and bills payable Rs. 'lOfiOO. The iraasaclion has been aailys- 
ed as under : 
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Jonrr.al ektrr j 

Category of account 

Conclusion 

Creditors Dr. 5,000 | 

Bills pavable Dr. 10,000 

To Cash 15, (XX) : 

Current liability 
Cut rent liability 
Curt-ent asset 

No flow of fund because alltte 
accounts of ibe journal entry 
belong' to current category'. 


B^lcnaiion. This transactioQ decreases cash from Rs. 50, 

35,000, creditors from Rs. 1,00,000 to Rs. 95,000, and bills payable it 
Rs. 30,000 to Rs. 20,000. The decrease in cash reduces the total cuix 
assets from Rs. 3,00,000 to Rs. 2,S5,000, and decrease in creditors ° 
payable reduces the total current liabilities from Rs. 1,30,000 to Rs. 1 j » 

The difference between total current assets and total current liabiliUe^ 
they stand now, is Rs. 1,70,000 (/.e.. Rs. 2,85,000-Rs. 

Since the difference after the happening of transaction is the same 
it was before this does not result iu the flow of fund. 

Transaction 3. On July 10, 1974 Hovers Ud issued bills payable of 
Bs. 2,009 to its trade creditors The transaction has been analysed as 
under ; 


Jotrrral entry | 

Category of account 

1 

Conclusion 

Creditors Dr. 3,000 1 

To Bills payable 7.000 j 

Current liability 
Current liability 

No Sow of fund because bulb 
the accounts of tbe transactions 
belong to current category'. 


Explancauui. This transaction reduces trade creditors from Rs. 95,000 
to Rs. 93,000 and increases bills payable from Rs, 20,000 to Rs. 22,000. 
In any case, the total current h'abilities after the happening of this transa- 
ction remain at Rs. 1,15,000 (x.e., Rs. 93,0004-22,000) at which they were 
before the happening of the transaction. Since this transaction does not 
touch the tot^ current assets on the one hand and keeps current liabilities 
at the old figure on the other, the difference between the two remains un- 
changed. Thus this transaction does not result in the flow of fund. 

Now, the follov.iag conclusion can be repeated ; 

VSben all the accounts of the jonnial entry- of a transaction belong tcT 
cerrent cafegorj" (i.c., ffhen alJ acconnls are cither enrrent assets, or current 
liabilifies. or when one account is a correat asset and the other emrent liabi- 
lity) then that transaction does not rcsolt in the Sow of fund. 

Tnutsaeffons inroinng accounts from non-current cart^ory only and thus 
not resulting in the Sow of fund 

Transaction 4. Onlidy 12, 1974 Hovers Dd exchanged its one build- 
book value Rs. 8,000, for a piece of land of the same amount at a more 
fi^oanMe site. The tmasaction lus been analysed as under : 
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JourT.at entry ; 

; Category of aeeounx j 

Conelusicn 

Land Dr. 8,000 1 

Tohmldins 8,000 

Non-currecl asse* 1 
^ Non-cunent asset j 

No flow of fund because both 
the accounts in the Journal 
entry belong to non-curreot 
category. 


TronMcli'ort 5. On July 20, 1974 Hover Ltd comeried its debentures of 
Rs. 30,000 into equity shares. The transaction has been analyst as ■under : 


Journal entry | 

Category of oecounS | 

I Conclustori 

Debenture Dr, 30,000 | Non-current liability 

To Equity share Non-current liability 

capital 30.000j 

Transactior 6. On July 31, 1974 Hovers 
20,000 and issued equity shares for discharging ll 
tion has been analysed as tinder : 

No flow of fund because both 
the accounts in she Journal 
entry belong to noo-currtnt 

1 category. 

Ltd purchased land worth Rj. 
he price of land. The tmosa^ 

Journat entry j 

1 Category of account^ 

1 Conclusion 


Land Z>r. 20.000 I Non^cufteatasset No Bow of fund because both 

To Equity share ^on^urrent liability] the accounts id Ibe Journal 

capital 20,000' ' belong to QOB<urrent catetory. 

Explanation. The above three traosacUoos 4, 5, aod'S do not make 

any change in either current assets or current liabihlles and consequently 

no change in the fund. They do not result in the flow of fund. Hot^ever» 
these exchange traoactlons are* as stated earlier, shown in the statement both 
as source and application of funds. 

Now the following conclusion can be repealed : 


>Vbea ill tbe accouals of tbe Jourosl cotry of o triDsactlcQ belona lo ooo* 
current otesory (/e.i wbco all aecoaoCt ore cllbrr Don^nircut ossels or dm* 
current liabilities or whea one account li a Doa^srreui aiiel and tba 
other one Isa Dou-curreot IUbnily)tbeo tbit irasraelloB doei not result la 
tbe flow of fund. 


Transactions InTolving accounts from earreot and ooD*cnrreot 
categories and thus resnlliog in (be flow of fond 
Transaction 7. On August 10, 1974, Jlo\crs Lid, purchasd building for 
cash Rs. 15,000. The transaction has been analysed as under : 
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assets from Rs. 2,85,000 to Rs. 2,70,CC0 (see transaction 2). Since tins 
transaction reduces current assets without reducing current liabilities (which 
are at Rs. 1,15,000), the difference between the two (/.e., fund) is reduced 
from Rs. 1,70,GC0 to Rs. 1,.55,CC0 (/.c., Rs. 2,70,0C0~Rs. I,15,CC0). 
As this transaction has resulted in the change of fund, there is a flow of 
fund. Further, since this transaction has reduced the fund, it is said to be 
an application of fund. 

Trmisactwn 8. On An^isf 14, 1974 Hovers Lid issued for cash equity 
shares of Rs. SO, 000. This transacsion has been analysed as under ; 


Journal Entry 


Category of account 


Sank Dr. 50,000 

To Equity share 
capital 50,000 


Current asset 
Non-current liability 


Conclusion 

This results in the flow of 
fond as one account be- 
longs to current category 
and another to non-current 
category, ' 


E.rpianation. This transaction increases bank balance from Rs. 20,000 
to Rs. 70,000. This ultimately increases current assets from Rs. 2,70,000^ 
to Rs. 3,20,000. This transaction increases current assets without ^ incrcas" 
ing current liabilities. Therefore, the difference between the two increases 
from Rs. 1 ,55,000 to Rs. 2,05,000 {;>., Rs. 3,20,000- Rs. 1 ,15,000). Since 
the difference between current assets and current liabilities has been affCvted, 
there is zflow of fund. As the transaction has increased the fund is said to 
be a source of fund. 


Analysis of some more transactions 


In order to facilitate the thorough understanding of the concept, some 
more transactions have been analysed. 

TABLE SHOWING ANALYSIS OF TRANSACTIONS 


(Abbreviations used : C/A»currcnt assets ; C/L=currenl liability : 
N/A'-Non-current asset ; N/L Non-current liability) 





c 

:s 

o 

v» 


1 

) 

! 

1 O.S 


to 

Transaction \ 

1 

Journal entry 
{without amount) 

'5' 

t. 

V. ^ 

I Jj.C 
a*? 

Reason 


1 

€ 

In 

.e> S' 






c 

«« 



1 1 

1 2 

1 3 

1 4 

1 5 

I 6 

1 7 

1 

1 Bills rccci\’able 

I collected 

Bank Dr. 

To Bills receiv- 
able 

C/A 

C/A 

No 

— 

Both the accounts 
belong to current 






category 

2 

Goods purchased 
for cash 

Purchases 
(goods)* Dr. 
To Bank 

, C/A 
C/A 

No 


Both the accounts 
belong to current 





category 


.to PBUcliort ol tod. Tto to tod Idte id “ 
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2 1 

3 1 

1 

1 ^ 1 



Goods purchared 
on credit 

Purcliascs 
(goods) Dr. 

To Creditor* 

C/A 

C/L 

No 

- 

4 

Bills payable 
paid 

Rills payable Dr 
To Bank 

C/L 

C/A 

No 

— 

5 

Building purcha- 
sed and shares 
issued in satis- 
faction of pur- 
chase price 

Building Dr. 
To Share capi- 
tal 

N/A 

N/L 

No 


6 

1 General rcscnc 
^ created 

P & L Appro. 

Dr. 

To General 
resersc i 

N/L 

N/L 

No 

- 

7 

Debenture sink- 
ing fund created 

P & L Appro 

Dr 

ToIX-b. sink- 
ing fund 

N/L 

N/L 

No 

- 

8 

Transferred to 

1 taxation pro 

1 vision 

' P dL L Dr. 

1 To Tax ptovi. 

N/L 

N/L 

No 

! 

" 

9 

Transferred to 
development re- 
bate reserve 

1 P & L Appto 

Dr 

1 To Dev. rebate 
resets e 

N/L 

N/L 

1 No 

- 

]0 

Transferred to 
dividend equa- 
lisation fund 

PAL Appro. 

Dr. 

To Dividend 
equihsatioo 
fund 

N/L 

N/L 

No 

- 

11 

PrtlKninary «v 
peiues written 
‘ off 

PA L Dr. 

To Preliminary 
c*p. 

N/L 

N/A 

No 

1 


12 

Goodwill writ- 
ten off 

PAL Dr. 

To Goodwill 

N/L, 

N/A 

No 1 


13 

Transferred to 
capital redemp- 
tion reserve 
account | 

PAL Appro. 

Dr. 

To C.R.R. n/c 

N/L 

NjL 

No 

- 

14 

Building purcha- 
sed on credit 

' Duildme Dr 

To Cfs lilof 

N.A 

C/L 

’ Yei 

Apph 

15 

Loan repaid 

1 

1.01 n Dr. 

To Bank 

NL 

C/A 

Yes 

Appli 


1 7 

Boilj the acco-jnis 
belong 10 cuffcat 
category 

Doth the accoonts 
belong to current 
calegoiy 

Both tin. acc cuntt 
^'long to non<cur 
rent category 


Dolli llib accounts 
belong to noQ-cur* 
rent category 


Doth tlic aciounls 
belong to non-cur* 
rent caiegorjr 


Both the Bccoutits 
belong to non>cur> 
rent category 

Both the aecouots 
belong to &on*cur* 
rent category 


Both the accoinis 
bcloog to tion-cur- 
rent category 


Both the avvonts 

belong lo Roa-cur- 

rent category 

Both the atCo-ats 

belong to ron-cur* 

rent category 

Ikith tl c accoocts 

belong to ron-cJT- 

rent caicgory 


Oneaccc»unt bel'*2s 
to current ca'egory 

an<lUic other l‘> roO' 

current cates >fy 

O-i: acorjat Kljnjs 
to cerreat catr; -ry 

and the ott-^r to r.o3 

current ca’egory 



ifll Sttttcfficnl 

Cbnpttt 


— ' • 

\ "J 1 «S category 

‘S“rf \ \ „„ \ U wr»- \ S, “\?S- 

?sr \''°'“ \ \ L 

\ n \CI^\ V»\S<>»'“\ toW^SfloW 

\dlol®’“'^»,i-\dto8 ^ \ 1 \ current 

SnHdWrnWH toB«>''‘'“ \ \ I ,„„„t MWe?, 

■»* \ .. Leurcc on. «St o»““'.>. 


j 4snurccfe^& 

“n® 1 one ;e»’ 5 ‘,\H 8 »tV 


dddtnd.o'in'' tSb-'W" „„t M 1 «> 

\ „\c,4 v4--\°£S;. 

say-* \ \ \ \-!u>t.=s 

xcnl category 


fS23 

purchase prve 


nr.\^*V l 

p.cdccmablc \ ^to Equity ' " 

Kf'““e~A 

inlocqaUysha-\ 

res 


inio cquicj -- 1 '_— — nv 

::.--r“=igS'.ssaj| 

iotronsferred^ example, ^^^V^counl, account is ^ 

cprvc account- r pQods sold ■uut bad debts account 

iSSis^SSsSie - "■ 


smsiimMssB 

re nr ° ’i Sen SnelwW* ,Vlf STridet ; 

aa-m fc rnr- eccamn 

‘r:^/:rfoe:4r‘ “• *” 


w ■ : 
account 
accot 
accou 
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Step 3- Make a consolidated entry from the above tao Journal entries 
and analyse the transaction. Because of Ihe above two entries the rent 
account stands cancelled. Now the consolidated entry and its anal>sis will 
be as given below. 


Consolidated 

Journal entry 

Categories 
oj aecounts 

n'hetheror Source or 
not flam apptieallon 

Profit and loss ale Dr. 500 

To Bank account 500 

N/L 

Cl\ 

yes 

Application One account be* 
lonss to current 
category and Ihe 
other to non-cur- 
rent category 


Keeping the above procedure in mind the tabic on page FSA-124 analyses 
some more transactions of this nature- 


How to know that transaction has taken place 

Thus far we were given very clearly the transactions that took place 
in the business, for example, rent paid, dividend paid, building purchased, 
shares issued for cash, debentures converted into shares Sometimes, these 
are not given as clearly as above. Under such circumstances students are 



. ■ • . ! shares 

< ' I I, that 

there is a source of fund of Rs. 50,000 Similarly, if figures under the 
heading land appear at Rs. 1 ,75,000 and Rs 2,70.000 respectively and as 
additional information nothing is given then the student can safely con* 
elude that bunisess must have purchased land of Rs 95,000. This transac- 
tion, if analysed, will show that there is an application of fund of 
Rs. 95,000. Similarly, if it I's found that under the heading 
general reserve figures on two diflerent dates appear at Rs. 70,000 
and Rs. 85,000 respectively, then a conclusion can be drawTi that the busi* 
ness created a rcsers’c of Rs. 15,000. An analysis of this transaction will 
reveal that this is neither a source nor an application of fund. 

Digging out hiddro traosactions 

Often a student is confronted with a Situation where he is not able to 
locate easily transactions taking place in the business. In such circumstances 
it is advised that he should prepare accounts for example, if balance 
sheets on two difierenl dales show building account at Rs 1,60,000 and Rs 
1,73,000 respectively and as in'brmatton it is gisen that depreciation on 
building has been provided to the cxtciii of Rs. 34,600 then the iransacUoa 
taking place during Ihe year can be identified by preparing building 
account as under : 

BUILDING ACCOUNT 




TABLE St NO ANALYSIS OF TRANSACTIONS , 

(Abbreviations used C/A=currcnt assets, C/L=^currcnt liabilities, N/A=Non-cufrcnt assets, N/ — on curr i i i 
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. the above account U is clear that the company purchased a 

I which js the dilTcrcnce between Rs. 
i.73,000 and Rs, 1,60,000). Once the transaction isl^nown students can 
analyse it and find out that there is an application of fund of 41X00. 
Take another example. If balance sheets on two dilTcrcnt dates 

...n, rciivcly and 

Rs. JO.OOO 
ic beginning 


show 
as ar 
and 


\c beginning 

of the year for Ks 3,100, then hidden information can be rescaled by 
preparing machinery account as given below : 

MAClUNEftY ACCOUNT 


"TS- 


opening b.-ilance ^ U« l.a5.6"*- 
To Porchisss (balancing figure) 23.200 


By Deprcctalion tS! JJ,« 00’ 

Oy Cash (tale) 3.1CO 

by Profit and loss account (to<s 

on sate Rs. 5,000-3.100) l.W» 

By Closing balance 1,73,800 


Rs. 2PS.80O 


Students can now conclude that there is a purchase of machinery of 
Rs. 23,200. .Afler analysing they can easily know that there is an appli- 
cation of fund of Rs. 23,200. So far assourcc of fund of Rs 3,100 on the 
rale of m.ich -.ery »$ conccrpcd it is easy to find out bet.iusc it has already 
been pi\cr. ir. the rfomaturn. 

Calciii.stion of fond from operation 

I. S.’lc of goods. Funds arc generated by transactions like • (i) 
IsjiiP of shares for cash : (//' Issue of share as .i consideration for the 
purchase of current assets ; (Hi) Issue of debentures for cash or for 
current assets : (/v) Taking long-term loans ; (k) Sale of fixed assets, 
c.g., land, building, machinery, furniture either for cash or on credit and 
soon. But the most important source of fund is the profit earned by the 
business. Ihis is called fund from operation. The main business of a 
firm is not to sell fixed assets or issue shares or debentures. These arc 
casual transactions TTic regular source of fund is the sale of Roods. How 
the fund is created from the sale of goods can be seen below : 

(i) If'/icn gooJf are sold on cash/crcdil basis . 

Cash/debtors account Dr. 

To Sales account 

(/») U'hcn sales account Is transferred to prrfit end Joss accotmi : 

Sales account Dr. 


To Profit and loss account 

(Hi) Consolidated entry deriredfrem the above fH-o entries ' 
Cash/debtors Pf- (Current asset) 

To Profit and loss account (Non-current liability) 

Since the cfiect of sate of goods is uliunatcJy to jnerrase current 
assets, it is a source of fund. 

2 Purchase of poods and stock-in-trade In the beglnnlnj. The 
cords which arc sold belong partly to the stock-in trade in the ^Pinmag 
and parti) to purchases made in the current >tat. Stock in the 
and purchases arc showm on the debit tide of profit tad loa tflccust ir-y 
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result in applicaUon of fund as explained 

(a) For stock in the beginning : 
Profit and loss account 
To Stock in beginning 

{b) For the purchase of goods : 

(/) When goods are purchased : 
Purchases account 


below : 

X)r. (Non-current liability) 
(Current asset) 

Dr. 


To Cash/creditors 

{it) When purchases account is transferred to trading account ; 

Profit and loss account Dr. 

To Purchases account 

{Hi) Consolidated entry derived from the above two entries : . 

Profit and loss account Dr. (Non-furrent labibW 

To Cash/creditors (Current asset/current liability^ 

3. Stock at the end. In entry {b) above all purchases of 
treated as an application of fund. In fact to the ex'ent they 
there is no application of fund. In order to correct the above st / 

stock at the end is shown on the credit side of profit and loss aw • 

This results in the source of fund which can be seen from the tolio g 

journal entry ; 

Stock at the end account Dr. (Current asset) i 

To Profit and loss account (Non-current habin y; 


Thus it can be concluded that : 

{a) Sale of goods results in the source of fund. 

(b) Stock in the beginning and purchase of goods during the curren 
year result in application of fund. 

(c) Stock at the end results in the source of fund. 

i 4. Gross profit/Gross loss. Instead of treating sales and stock at 
the end as source and stock in the beginning and purchases of goods as 
application, it is recommend ;d that the difference be treated as net source 
if there is gross profit or as net application if there is gross loss. 

5. Expenses paid. When expenses are paid, they result in the 
applications of fund Thus wages paid, salaries paid, rent paid are the 
application of fund. This is clear from the following journal entries. 

(0 Entry for the payment of an expense : 

Expense account Dr. 

To Cash account 

00 Entry for transferring expense account to profit and loss account : 

Profit and loss account Dr. 

To Expense account 

(///) Consolidated entry derived from the above two entries ; 

Profit and loss account Dr. (Non-current liability) 

To Cash account (Current asset) 

o. Expe.nses outstanding. When expenses arc outstanding then 
too they result m the application of fund. The following entries make it 
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(/) Adjustment entry for expense outstanding : 

Expense account Dr. 

To Expense outstanding account 

(/O Entry for transferring expense aeeount to profit and loss account : 

Prof t and loss account Dr. 

To Expense account 

(///) CorisoUdated entry derived from the oberte fKW entries : 

Profit and loss account Dr. (Non-current liability) 

To Expense outstanding account (Current liability) 

7. Net Profit. If all expenses, paid or outstanding, are application 
of fund then net profit derived after deducting expenses from the gross profit 
must be the net source Thus instead of showing sales and stock at the 
(•nrt p‘"r*‘“sr*, r r^enses paid, and 

e" •• ;• .1 !?;■;■■■■ • . ed that the net 

i ■■ • :>« •;:?.’** -r I* tT ;» net application 

if there is net loss. 

Calculation of source when profit made during the year Is glren 

(/) Adjustment relating to depteeiotlon, preliminary expenses, etc. 
Net profit given in the problem is genem//^ wf equal to the source from 
operation. The net profit is generally aflected by some expenses like 
depreciation on fixed assets, preliminary expenses which do not result in 
|t.« — O-M-;”. patent rights, 
.■ .*>•• ’ts ••?5 *: which alTeet 

I • • , I I TTje calcub- 

• ' . « j. xYtt year 

has been given has been explained in the following illustrations. 


Illustration 31. Calculate fund from operation from the following profit 
and loss account. 

PROFIT AND LOSS ACCOUNT 



ks. 


Rs. 

To Stock in the bcelnnina 

32.000 

By Sales 

10,00.000 

To Purchases 40.000 


By Stock at the end 

80,000 




To Waecs paid 20.000 

Outstanding 10,000 

31PM 



To Gross profit 

9.S6.000 



Rs. 

10.60.000 


Rj. io.w.ooo 

To Rent 

To Salary 30.000 

10.000 

ByOroM profit 

9.66.000 

Less Prepaid 5,000 




To Depreciation on furniture 

25.000 

3.000 



To DiscxHint on issue of shares 

10.000 



To Good'-vill written off 

5,000 



To PreliTiinary expenses 

6 000 



To Net profit 

9,27^)00 



Rs. 

9.66.000 
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result in application of fund as explained below . 

(а) For stock in the beginning : 

Profit and loss account 'Dr. 

To Stock in beginning 

(б) For the purchase of goods ; 

(f) When goods are purchased : 

Purchases account Dr. 


(Non-current liability) 
(Current asset) 


To Cash/creditors 

(j'f) When purchases account is transferred to trading account : 

Profit and loss account Dr* 

To Purchases account 

(;7i) Consolidated entry derived from the above two entries . . 

Profit and loss account Dr. (Non-current U. 

To Cash/creditors (Current asset/current liabimyj 

3. Stock at the end. In entry (b) above all purchases of 
treated as an application of fund. In fact to the ex'ent they 
there is no application of fund. In order to correct the above x’ 

stock at the end is shown on the credit side of profit and loss aw • 

This results in the source of fund which can be seen from the ton e 

journal entry : 

Stock at the end account Dr. (Current asset) < 

To Profit and loss account (Non-current liaDu y; 


Thus it can be concluded that : 

(fl) Sale of goods results in the source of fund, 

{b) Stock in the beginning and purchase of goods during the curren 
year result in application of fund. 

. (c) Stock at the end results in the source of fund. 

> ‘ 4. Gross profit/Gross loss. Instead of treating sales and stock at 

the end as source and stock in the beginning and purchases of goods as 
application, it is recommend ;d that the difference be treated as net source 
if there is gross profit or as net application if there is gross loss. 

5. Expenses paid. When expenses are paid, they result in th® 
applic.ations of fund Thus wages paid, salaries paid, rent paid are the 

application of fund. This is clear from the following journal entries. 

(/) Entry for the payment of an expense : 

Expense account Dr. 

To Cash account 

(;7) Entry for transferring expense account to profit and loSs account : 

Profit and loss account Dr. 

To Expense account 

((77) Consolidated entry derived from the above two entries : 

Profit and loss account Dr. (Non-current liability) 

To Cash account (Current asset) 

6, Expc.rses outstanding. When expenses arc outstanding then 
too they result in the application of fund. The following entries make it 
clear. 
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(0 Adjustment entry for expmseoutstmding I 
Expense account Dr. 

To Expense outstanding occount 

(//) Entry for transferring expense account to profit and loss account : 
ProPt and loss account Dr. 

To Expense account 

(///) Consolidated entry derived from the above rnv entries : 

Profit and loss account Dr. (Non-current liability^ 

To Expense outstanding account (Current liability) 

7. Net Profit. If all expenses, paid or outstanding, are application 
of fund then net profit derived after deducting expenses from the gross profit 
must be the net source Thus instead of lowing sales and slock at th« 
enH ae ....I ..L-— -•'-\e 0 ses paid, and 

c- ■ cd that the net 

d ■ . - . application 

if there is net loss. * 

CalcnlatioQ of source when profit made during the year Is given 

(0 Adjustment relating to depreciation, preliminary expenses, etc. 
Net profit given in the problem is generoWy nor equal to the source front 
operation. The net profit is generally affected by some expenses like 
depreciation on fixed assets, preliminary expenses which do not result in 
the application of fund (see pages FSA*i2i, 124). Goodwill, patent rights, 
discount on issue of shares and debentures are other examples %shich affect 
the net profit but do not result in the applications of fund. The calcula- 
tion of source of fund from operation when profit made during the year 
has been given has been explained in the foIlo\^’ing illustrations. 

Illustration 31. Calculate fund from operation from the following profit 
and loss account. 


PROFTT AND LOSS ACCOUNT 



Rs \ 


Rs. 

To Slock in ihe bcRtnnins 

32.000 

Dy Sales 

10.00.000 

To Purchases 40.000 

Less Returns 8,000 


By Slock tl the end 

80.000 

To Wages paid 20.000 




To Gross profit 

30.000 1 
9,86.000 



Ri. 

10,80.000 


Rs. 10.80.000 

To Rent 

To Salary 30.000 

Lets Prepaid 5,000 

lOdXX) 1 

By Gross profit 

9.86,000 





To Depreciation on furniture 

3d)00 



To DisciHint on issue of shares 

10.000 



To Goodwin w ntien off 

3.000 



To Prciinlnary expenses 

6.000 



To Net profit 

9;Z7glOO 



Rs. 

9,86.000 1 


Ra. 9,86,000 
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cl’arccs like depreciation. 2nd mcinoa bwi ^vn^nscs winch icsuu 


S^csKcS 

si"S„°^^rrSir%^:?r.i'S.-s » wow ^ 


— ~~ ' jst Methoa 

Met profit made dwrins 
the year . . 

Add Expenses and items not 
resntiing in the application 
of fund . ^ 

Depreciation 3,0W 

Discount tn.uuu 

Goodwill 

Preliminary expenses 6,0uu 


Rs. 

9,27,000 

I 

/ 


— — — '2nd Method 

Sources : \o,00,000 

Sales '■’on 000 

Stock at the end 


10,80,000 


24,000 Salary 
t 


Less AppUrnt tons '. noo 

Stock in the beginning -t’^oo 
Net purchases Iq'qOQ 

Wages ^O’OOO 

Rent 


25,000 


Fund from operation 


Rs. 9,51,000 Fund from operation 


Rs. 


1,29,000 


TgCs f™rSTo«.‘''M ^ili«luaedfrom,md,l,ehss 

nitist he added to the net profit. 


Illustration 32. A building I*' wis^takcn to profit and loss 

Rs. 42.00(1. The gain on sale 170 000 Yod^are required 

account thus taking the net profit to Rs. 1,/O.dW. 
to calculate fund from operation. 

Solution ; In the above “ f ‘Vund^from^opcration of 

dcs uain on the sale of building Rs. pno front Rs. 

source from profit v ill be calculated was sold for 

1 .70.000. which works out to Rs. ^ treied as source from 

Rs. 42,0G0, cash ^current asset) w.as debited 2 000 If R is not 

the sale building. Rs. 12,000 includes the gam of Rs. 12,OW. 
eliminated from the ptofit then it will result m double counting. 

.t 


Illustration 33. Calculate fund from operation from the following pro t 
and loss account. 


PROFIT AND LOSS ACCOUNT 


riwri i 

To Expenses paid and 
ouistanding 

To Depreciation 

To Loss on sale of machine 

To Discount 

To Goodwill 

To Net profit 

Rs. 

3.00,000 

70.000 
4,000 

200 

20.000 
1,15,800 

By Gross profit 

By Gam on sale of land 



4,50,000 

60,000 

Rs. 

IdO.OOO 


Ks. TtO.OW 






T&VZS 


Net profit as pc profit a=d kas acege=t 


JUl U.^SCQ 

XfifDeprecaSca 


^\CC0 


Lcs ca sa5e cf cacirnsry 


-«.cco 


Diroczt 


xo 


GoodirCl 


2yxo 




— 

^IJSO 





Jutsj Gaia ca sale cf Lesd 



6\CC0 

Socrce (rors cperaiSca 



Rt J^,K0 


GiJcaIiticiicfswjTce^*?5lkati«wfeea|«^l,'tesmSs isitrs^ej* 
iisot jfrta 

B«a» s£3f«=!s a« f:=ffn!^Y talra^ 
dsla tiscv cft« Csd thi5 tbrj* Jrt?i«=erci=;ta=d«i:s=:jW5^^« 
7 rc£ti=d less jconc:*. fcrttid cf prc£t e-iii *=r=j 
erStr tocaie ihes?*tcrcrtcf jerrtssi^cavfctsesss^^'^^ 
tec*- th? socTO ffcss pjk'St. For t^iJ it H cettssary ta prtja^fS^-*^ 
less accosr.t. Ttis is <Jcw as th’ts be2c« : 

Ikiit siii. li? fcCc»ta? t!tr=^ ce l>e sriJ c-f ^ 
less »seen:: (0 Derttcatjca cs fixed assets ; (uQ Leg c= sa^c. fisx 


assets ; (£>0 EVtcrraa n cs sia.ts c« 

(>) D ecraase ta pnlgasrsy e^^erset : W) ^ 

rtscTTs; (r*n lacrtase h <fiv^d «Itniss &2 scet^r:: ; 
cS : »g = t 2 .‘e ssaifat ted ; increase fc asy «i>=f 
Cr)Frt)T»i?a fer tax ctessd dsrjip t!» yts.-; f^") 

ttei-jifceyeaf :a2d (xnCIcsi=jcrtdhtala=cecfr??Sta=dK'ss»c»:-- 
asgfvrsia lie baliaa sheet cfibeesneatjcar. r 

Crt£t3:<is. Stow the fcHcwiai: tens C3 tie credit 
a=d loss accoca: : (H Opezias cK-il: tatoe cT ptr^asl 1^^ K2^=gg 
ftes is tie iahree sheet cflie pretiors jtear ; (gj Gaa y 
assets ; (cf) Decrease ia the teTczze reserre (if stci C-.Uiis: ss 
transit to profit aad !c« arocoztl. . * ^ j, 

Kow profit sad less acecczt is fcsiirced and frse ,3 

ettier a sozree cf fiod (if the baispanp Ppere fifis cn tieep^ ' 

appSsticz of fc=d (if tie talsariei: fi?t=e falis or, the cebtl^^ 
PxTpaia^JS cf profit a~d less aroceri has cot t«= 
as its preparatsea is required ia atzest a!l ti« nhstrsijtcs srrez 
cfcap'tr cow onwarf. 

'lA’SIS OF THi: n’NT> SrATCMENT ^ ^ ^ 

««. Aft«-c=dtnracdc!g c:rar t^'=o 

“fiow cf fc=«r’. »♦ « sst.>iBi3tisibere:t?s5^«F . 


proper 130 CCS rn.no way» be cseieseptasirod- 

coctrol of feed for tic best results bcecsxs a css:. 

£S ece of tie tfy»^ fet csca^j JircciabJy tis^ceiese^ 
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potential purpose is to reveal the comparative position of working 
on the two balance sheets dates. It also enables the management to know 
with reasons the basic causes of the changes in net working capital, in 
doing so as an incidental advantage, it also reflects major changes in policy 
decisions made during the period with rc.spect to capital structure and asset 
expansion While spotting the changes and its causes in the working 
capital, if successfully manages to highlight the current area of the business, 
llnis fund statement, in general, is able. to present that information which 
cither is not , available or not readily apparent from an analysis of other 


financial statements. 

To make the above discussion more precise some quc.stions have been 
enumerated below on which a funds .statement might throw some light.* 


1 . Where did profits go ? 

2. Why were dividends not larger ? 

3. How was it possible to distribute dividends in excess of current 
earnings, or in the presence of net loss for the period ? 

4. Why arc the net current assets down although the net income is 

up ? 

5. How is it that the net current a.sscts arc up even though there 
was net loss for the period ? 

6. Why must money be borrowed to finance purchases of new plant 
and equipment ? 

7. How was the expansion in plant and equipment financed ? 

8. What happened to the proceeds of tlic sale of plant and equip- 
ment rc.siilting from a contraction of operations ? 

9. How was the retirement of debt accomplished ? 

10. What became of the assets derived from an increase in outstand- 
ing capital stock ? 

1 1 . What became of the proceeds of the bond issue ? 

12. How was increase in working capital financed ? 

The main purposes of reporting flow of funds to shareholders are 
(l)fo disclose to them the investing and financing policies pursued by the 
company in the year under review. The statement will enable the share- 
holders to know the new assets acquired by the business and how it was 
financed and (2) to point out the financial strength and weakness of the 
business. 

The statement can also be used as a tool of planning by the manage- 
ment. Projected statements will help the management to decide (1) the 
sources, amount and timing of financing and (2) the uses of new funds for 
various purposes on priority b.nsis. Such statements will help the ma- 
nagement to evolve suitable dividend policy, and take appropriate deci- 
sions regarding acquisition of assets. National Association of Accountants 
states the following uses of fund statement : 

fn) Hstiniating the amount of funds needed for growth, 

(h) Improving the rate of income on assets. 


Research York”- S’/o/emc/j/ (Accour.lins 

tan* TlQtin pp. ^ Insfilufc of Certified Public Accoun- 
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(0 Planning the temporary investment of idle ftmds. 

(a) Securing additional u orking capital when needed. 

(e) Securing economies in the centralfeed management of cash in 
organizations whose management is decentralized. 

' (/) Planning the payment of dividends to stockholders and interest 
to creditors. ' ^ 

(g) Easing the effects of an insufficient cash balance.* 

TECHNIQUES OF FUND REPORTING 
The funds statement is still in the process of development and as such 
no standard form of presentation has been adopted. However, irrespective 
of form of pre'enlation there is a clear-cut and definite effort of accoun- 
tants to keep the statement simple and understandable. The funds state- 
ment is usually presented in ooe of the following forms ; 
fc) the report form— Remainder TVpe, 

' (h) the report form— Self-babncing Type, 

(r) the report form — Reconciling Type. 

The report form— Remainder Type is generally used. Under this 
method funds provided and funds used are tabulated m two separate- 
groups and net increase or net decrease in working capital appears as a 
resultant at the bottom of the statement. 

• In Self-balancmg Type method, though the sources of funds and 
application of funds are shown under two separate heads, the two totals 

are olways made equal by d 

less. For example if soui , . • ■ ' ' ' • 

then Rs 30,000 are shown t. -v • • ' . ■ . ■ 

to make the total of applk • ■ • • • • ‘ ' 

■. is called mcreore 

• > is called decrease 


In Reconciling type method, like bank reconciliation statement, the 
Staten- . . i •• !»-« .u., u r.u. 


year. ' 
cation 

at the end of the year. 

AH these three types of methods are explained through the 
following illustration. 

niDstratlon 34. From the following two balance sheets as on December 31, 
1979 and 1980, ryou are required to prepare a statement of sources and 
uses : 


/>«. Jr. 

Capita' and liablUiies lOSO 
.Slu . Capital Rs. 2.50,000 
Trade creditors 45,000 
Profit and loss 

account 2^.000 


P<re. 3!. 

J9r9 Afsrts 
2 00,000 Cash 

70.000 Debtors 
Stock-ia-trsde 

10.000 Land 


Dee. SI, Dee, St. 
mo 1979 

Rs 47.000 30.000 

1,15,000 1,20.000 

90.000 60,000 

60.000 50,000 


Rs. 3,18.000 2.80.000 


Rs. 3,18,000 2.80,000 ' 


•National Association of AccxmaUnlst HAA Rtzeareh 
•‘Cash Flow Analysis for Managerial Control” (New York ; N. A A,, 1961^ 
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STATEMENT OF SOURCES AND USES 
For the year ending 31st Dee., 1980 


' FkstWtkod 

Report Form— Type* 
Sources of Fund : 

Provided by increase jo profit 
from operation 
Provided by increase in 
share capital 


Ra. 13,000 
50,000 
63,000 


Third Method 
Report Form-Reconciling Typet 


Cash 
Debtors 
Stock 


Total fund provided 
Application of Fund ; 

Ftmd applied in pwchnse 
of land 

Net increase in worWng 
capital 

Second Method 

Reporf/Form— Stlf'balanclog Type 
Sources of Fund : ' 

Provided by profits Rs, 13,000 

Provided by capital • 50,000 


16,000 
Rs. 4T,000 


Less Creditors 

Net working capital on 
December 31 , 1979 
Add Sources of fund : 

Increase in profits 13,000 

Increase in share 

capital 50,000 


30.000 

1 , 20,000 

80-,000 

2,30,0W 

70.000 

1,60,000 


63,000 


Total fund provided 


Rs. 63,000 


Application of Ftmd ! 

Applied in purchase of land 16,000 

Applied, in increase of working 

capital 47,000 


Rs. 63,000 


Total funds generated Rs. -2, 73, 000 
Less Application of fund ; 

Applied in purchase of land 


16,000 


Working capital on 
31st Dec. 1980 


Rs. 2,07,000 


Working capital at the end 
can be verified t 
Total current assets ^ 

at the end fts. 2,52,000 

iew Current liabilities 

at the end .45,000 

Net worldng capital Rs. 2.07,000 


CONSTRUCTING THE SCHEDULE OF CHANGF,S 
IN WORKING CAPITAL 

The second part of the funds statement is the Schedule of changes in 
vvorking ccpital. This schedule, unlike statement of sources and uses, is 
prepared with the help of only current assets and current liabilities. The 
change in the amount of any current asset in the current year in coinpmsoh 
to that in the previous year results either in increase or decrease in working 
capital. This difference is recorded for each individual current asset, 
a particular current asset in the current year is more than that in the previ- 
ous year then the difference is recorded in the ‘d^bit’ column. If a parti- 
cular current liability is more in the current year than that in the previous 
vear, the difference is recorded _ in the ‘credit’ column. 'ITiis process is 
repeated until all accounts relating to current assets and current liabilities 
appcaing in the two balance sheets are gone through and differences are 
properly recorded. The two columns are balanced. The balancing figure 
IS either increase or decrease in the working capital. This amount must be 
equal to the amount revealed by the statement of Sources and Uses of Funds. 
It may be remembered that schedule of changes in working capita! is prepared. 

* This method has been adopted in the book, 

t This method has been adopted in the next chapter for prqjarlng cash flow 
statement. 



Cftiyler3/FB*A9now8t*Mettl I>SAp0) 

onjy jiom accounts appearing in the bafaitce sheets, ^ere is no effect of 


pi this piece of information and prepare iirst the schedule of changes 
ip working capital (where there are no complieations and hidden transac- 
tions) and can know in advance the answer to be disclosed by the statement 
of sources and uses. Illustration 35 shows the working. 

Sometimes, the Schedule of Changes in Working Capital is prepared 
with two additional columns for the changes in non-current assets and non- 
current liabilities. If this is done, then the balancing figure of these columns 
is always equal to the balancing figure of the columns meant for current 
assets and current liabilities. 

niustratloD 35. From the followbg balance sheets of X Ltd you are required 
to prepare schedul^f changes in working capital and a statement of flow 
of fund 











V3A-134 


Chapter S/Flotndal Sfateweiif Anatyda 


Soinctiraes the column for changes in non-ciirfent assets and ImbdUas 
is not provided for in this schedule but use of this column is recommend- 
ed as it provides a test good check of arithmetical awuracy because the 
balance of the two columns must be the same if calculations are correct. 


STATEMENT OF FUNDS 
For the year ended 31st Dec. 19S0 


Sources of Fund : 

Provided by profits 

Provided by additional share capital 

Provided by mortgage 

Rs. 

10,000 

5,000 

5,000 

Total Funds provided 

Rs. 20,000 

Applicalion of Fund : 

Applied for purchasing plant 

✓ 

10,000 

Net Increase in working capital 

Rs. I0,000t 

:ssisszts» 

A note to student : 

1. {a) Increase in assets is put in the debit column. 
lb) Decrease in assets is put in the credit column. 



(r) Increase in liability is put in the credit column. 

(d) Decrease in liability is put in the debit column. 

2. Only those items which appear in the columns meant for non- 
current assets and non-currcnt liabilities arc dealt with in the statement of 
sources and uses. Accounts appearing in the columns meant for current 
assets and current liabilities do not find place in the ' statement of sources 
and uses. 


2 -EXAMINATION QUESTIONS 


niastration 36. The following are the summarised Balance Sheets of XYZ 
Ltd, as on 31st March, 1970 and 1971 : 


Capital : 

7% Redeemable 
Preference Shares Rs. 
Equity Shates 


General Reserve 
Prcfit & loss account 
Debentures 
Current Liabilities : 
Creditors 

Provision for taxation 
Proposed dividends 
Bank overdraft 


Rs. 


BALANCE SHEETS 


1970 

mi 



1970 

1971 



Fixed Assets 

Rs. 

41.000 

40,000 

40.000 

10,000 

40,000 

Less Depreciation 


11.000 

15,000 

40.000 

50,000 

Current Assets : 


30,000 

25,000 

2.000 

2,000 

\ Debtors 


20,000 

24,000 

1,000 

1.200 

Stock 


30^000 

35,000 

djeoo 

7,000 

Prepaid expenses 


300 

500 

12,000 

11,000 1 

Cash 


1,200 

■ 3,500 

3,000 

4,200 ’ 





5.000 

5.800 





12,500 

6,800 





81.50Q 

«escss3 

88,000 


Rs. 

81,500 

88,0£K> 

tssestss 




m 



Chapter 3/Faod3 plow SUtrmeat 


FSA.U5 


you are required (o prepare ; (g A statement showing changes ir 
tile working capital, and («) A statement of sources and applications ol 
(B. Com. (Hons.), Delhi, 1973) 

Solution : 


STATEMENT OF CHANGES IN WORKING CAPITAL 



WO 

Rs, 

mi 

Changes in current 
atselt and ha6i7iifes 

Changes In non- 
current assets and 
liabilities 


" 1 

Dr. 

1 

Dr. 

Cr. 

jl’seta : 

Fixed assets! 

41.000 

40,000 

1 4.000 




Debtors 

20.000 

24.000 






Stock ' 

30.000 

35.000 

' 5,000 


_ 

_ 

Preoaid exncnscs 

300 

500 

200 





Cash 

1,200 

3.500 

; 2,300 


— 

- 

1 

UabilUUi ; 

Equity shares 1 

92.500 

40.000 

1,03,000 

40,000 j 

J 


1 1 


7*/, Rjedccmable 
preference shares 


fO.OOO 




10.000 


2.000 

2,000 


_ 



Profit and loss 

1 1.000 

1.200 i 

' ^ 



2U0 


1 fi.O00 

7.000 ' 




] 000 

Creditors 

; 12,000 

n.ooo ' 

1.000 


— 

- 

Provision lor tasa' 

1 

1 3.000 

4.200 

_ 

1.200 

_ 


Proposed dividend 

1 3.000 

5,$00 

— 


— 

... 

Bank overdraft 

1 . li.500 

6,800 

5,700 

— 

.... 

1 “* 

Depreciation on 
fixed assetsf 

11.000 

15.000 

- 

- 

~ 

4.000 

Net increase in work 

92.500 

ing capital 

1,03.000 

1 

1 

IWOO ] 

16,200 ’ 


! 

STATEMENT OF SO 

18.200 1 18.200 [ 

URCES AND USES 

16,200 

16.200 


Sources : 

Issue of redce.TiabIc preference shares Rs. 10,000 

Issue of debentures 1,000 

Source from operation 4,200 

Sale of fixed assets 1,000 


Total sources 16,200 

Applications t , , 

Net inccrasc in working capital . Rs. 16,200 


« Ti Mods to show alt provuiom (which have bcea abown by drfoct- 

iaa from a In^hTOance sheet) oa the liabhity s.de ,and a^ts as f-s figure 
tetS of Dtt fiaurt to the acbcdiale of c1ub«C8 In wotkio* capiUl. 


fsk-m 

, Si.«,»=sUc.ctoiaos provision for... »dp,opo>=ad,v,d»a 

“ M cnirent liabilities, 'hey will not alKctlhc (low o on a„„mulateil 

2. It has been assumed that ‘J'jj,, nei „5 additional depieointion 

aepretSation. In *« ”' "rtMeW sifc 

s;sir;r'or::sn“«;. 

Ko pSirno m'”arn.ulaud depreciation on that part of S-ed asset 

which has been sold. 
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(3) DEPRECIA TION ACCOUNT 


To closing teilancc 


Rs. \ 
15,000 


By Opening balance 
By Profit and loss account 
(depreciation provided) 


Rs. 

11,000 


(4) 


Rs. 15,000 
ASSETS ACCOUNT 


4,000 

Rs. 


To Opening balance 

Rs.“ 

41,000 

By Sales (source) 

By Closing balance 

Ka. 

1,000 

40,000 


Rs. 41,000 
*»*»*=• 


Rs. 41, OM 

cac 

(5) 

PROFIT AND LOSS ACCOUNT 

Rs. 

* ' 

To Depreciation 

To Closing balance 

Rs. 

4,000 

1,200 

By Opening balance 

By Source from operation 
(balancing figve) 

JVO* 

1,000 

A;m 


Rs. 5,200 


Rs. 5,200- 


mostratioa ^7. From th? following balance sh^ts 

(j) Stat^t of changes in the working capital, and (h) Fund flow state 

ment 

BALANCE SHEETS (YEAR END) 


iJabiuiier 


1969 1970 

Rs. Rs. 

3,00,000 4,00,000 


Equity share capital 

*1ema“SS!'»?t.l l.tO.TO I,®.™ 
fVncral-rcscrvo 40,000 70*000 

Profit and loss A/c mW 48.^ 

nuuMvable 20.000 16.000 

S?fon fur taxation 40.000 50.000 


Rs. 6,77,000 8,17,000 


Assets 


Goodwill 

Land and buildings 

Plant 

Debtors 

Stock 

Bills receivable 
Cash in hand 
Cash at bank 


1969 1970 

Rs Rs. 

1.15.000 90.000 

2 , 00.000 1 . 70 ,^ 

80,000 2,00,0^ 

1.60.000 2,00,000 

77.000 1,W,^ 

20.000 30,0« 

15.000 10.^ 

, 10;000 8 . 00 ( 


Rs. 6,77,000 8,17,00 


Additional information : (0 Depreciation of Rs. 10,000 and Rs 
20 JOQO hw been chvgpd on pb^ and land and buildings lespectively n 


S/Tanis Flow Sttieaent FSA;U7 

1970, (n) An interim dividend of Rs. rO.CCO bas been paid in 1970, 
.lit) Income-tax Rs. 35,000 h^is been paid during the year 1970. 

(B. Com. (Hons.) Delhi 1972) 


STATEMENT OF CHANGES IN WORK ING CAPITAL 

i ~ Changes in current f 

I assets and current , ^‘*^*’'* assets and 

I liabilities non-eurreni 

J 96 « 7970 liaoiiiiies | Uabllilies 
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Payment of dividend : 

(/) Of previous year 
{ii) Interim dividend 

Payment of ta.\ 

42,000 

20,000 

62,000 

35,000 


Total applications 



.77,000 

Net increase in working capital 

Rs. 

51,000 

Tutorial Notes 




(1) BUILDING ACCOUNT 

i 

To Opening balance 

Rs. 

2,00,000 

By Depreciation 

By Sale— balancing 
fiRiirc soarcc 

By Closing balance 

Rsi 

20.000 

10,000 

1,70,000 

Rs. 

2,00,000 

Rs. 

2,00,000 

(2) PLANT ACCOUNT 


To Opening balance 

To Pitrchaks—balan cing figuve 
application of fund 

Rs. 
SO, 000 

1,30,000 

By Dcpiccialion 

By Closing balance 

iuT 

10,000 

2,00.000 

Rs. 

2,10,000 

j V ' Rs. 

2,10.000 

f3) PROVISION FOR TAXATION ACCOUNT 


To Cash— tax paid, application 
To Closing balance 

Rs. 1 

35.000 

50.000 

By Opening balance 

By Profit and loss account— 
balancing figure 

Rs, 

40,000 

45,00( 

R- 

;. 85.000 

Rs. 85, (XX 

tBZtSSSSS 

W PROFrr AND LOSS ACCOUNT 


To Goodwill (wiiUcn ofT) 

To General reserve 

To Dividend proposed 

To Interim dividend 

To Depreciation— building 

To Depreciation— plant 

To Tax provision 

To Closing balance 

Rs. 

25.000 

30.000 

50.000 

20.000 
20,000 
10,000 

45.000 

48.000 

By Opening balance 

By Source from opcratlors — 
balancing figure 

R5 

30,00 

2,18,00 

Rs. 

2,48»000 

Ra. 

2.48, 0( 

wm.mmS 
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Illusfralsoii 38. Following are the 2 »uinmaiiscd balance sheets of AMCO 
as on December 31, 1969 and l970 : 


U''l'ilitiri 1969 {970 

Share c.ipital Rb 2 00,000 2,50.000 
General reserve fOOOO eo'ooo 

Profit and loss 30,500 30.600 

Bank loan (long-teim) 70.000 

Sundry creditors 1,50,000 1,35.200 

Provision for taxation 30,000 35,000 1 


Assets 1969 1970 

Land and building Rs. 2,00,000 1,90,000 
Machinery 1.5P.CC0 1,69,000 

Stock 1 (K'.OGO 74.0PO 

Sundry debtors KO.OOO 61,200 

Cash 500 600 

Dank — 8,000 

Goodwill — 5,000 


Rs 


5,30.500 5,10.800 


Rs. 5,30,500 5,10.8C 


Additional information supplied : During the year ended December, 
31, 1970 : fn) Dividend of Rs, 23,000 was paid ; (6) Assets of another 
company were purchased for a consideration of Rs. 50,000 payable in 
shares. The following assets were purchased : stock Rs. 20,000, Machinery 
Rs. 25,000. (c) Machinery was further purchased for Rs. 8,000. (rf) De- 
preciation written off machinery Rs. 12,000. (e) Income-tax provided during 
the year Rs. 33,000. (/) Loss on sale of machine Rs. 200 was written off 
to general reserve. You arc required to prepare statement of funds flow. 

(B. Com., Bombay, 1971, Modified) 

Solution : 


STATEMENT OF SOURCES AND U.SES 


Sources : 


Rs. 

Source from operation 


88,300 

Issue of shares 


20,000 

Sale of machine 


1,800 

Total sources 


1,10,100 

(/ses : 

Purchase of machine for cadi 

8.000 


Payment of bank loan 

70,000 


Pjymejit of tax 

28,000 


Dividend paid 

23,0G0 


Total uses 



Net decrease in working capital 

Rs. 
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Sale of furniture and fittings 


1,000 

, . 33,000 


Total of source'; 

Applications ; 

Ucdcmplion of preference shares 
plant and Machinery purchased 
Dividend on equity shares 


63,000 


44.000 

3.000 

8,000 

55,000 


Increase in wnrl.ing capital at the end of the year 


8,000 


You are required to prepare the balance sheet at the end of the year 
in a similar form to that shown above. 

Solution. . •’ 


BALANCE SHEET 
as on 3 hi December, 1979 


LiobUUies 

Rs. 

Assets 


Issued share capital 80,000 equity 


i Freehold property 


shares of Uc. 1 each 

80,000 

i Plant and machinery 

50.000 

.Share prciniuin 

6,000 

I Add ; Purchases 

3.000 

Capital redemption reserve 

40,000 



Orofii and loss aceount 

28,000 


53.000 

C reditors 

45,000 

Less ; Depreciation 

10,000 



Furntture and fillings 

5,000 



Less ; .SaUs 

1,000 




4,000 



Less : Depreciation 

1,000. , 



Investments 



j 

Stock 

12,000 



Debtors 

25,000 



Bank 


Rs. 

1.99,000 


Rs. 


Tutorial Notes 

(I) Profit and loss account ; 

Balance as’on 1-7-79 

Add : Current operating profit 

Add : Profit on sale of investments 


80 ,W 


43,000 


3,000 

Nil 


67,000 

6.000 


1.99.000 


Rs. 

15,000 

19,C00 

2.000 


Less : Div idends paid 


36,000 

8,000 


28,000 

(2) Bank balance : 

Working capita! as on 1-1-1979 ■ 20,000 

Add : Increase in working capit.al as per statement "s’.OOO 
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Less ; Working capital (other than bank balance 


as on 31*12-1979) 22,000 

Bank haiance f,^000 

(3) Share prcinluiJi .smntnt 10 000 

Less PscraiviTO on ledcmplicm of redeemable 
, preference shares . 4,000 

0.000 


(4) Rs. 40,000 is transferred to capital redemption reserve 
as redemption is from out of profits. 

Illustration 40. From the following data prepare a statement of sources 
and uses of funds : 


December Jf. (R». m *000) 


I9fl 

Accumulated depreciation Rs 275 
Creditors 100 

Bills payable 50 

Debentures 500 

Equity capital 550 

Premium on shares 60 

Retained earninss 336 


Rs. 1.871 


1970 


1971 

1970 

ISO 

Cash 

Rs 315 

285 

75 

Marketable securities 

106 

SO 

25 

Debtors (net) 

150 

125 

250 

Investments (long.term) 

70 

JIO 

400 

Inventories 

95 

70 


Machinery 

500 

350 

325 

Building* 

600 

200 


Land 

3S 

3S 

“iiS 


Rs. 1,871 

TSa 


INCOME STATEMENT 
Year ended December 31, 1971 (Rs. in ’000) 


Sales '. 

Cost of goods sold 


Rs. 600 
337 

Gross margin on sales 


263 

Operating expenses : _ 

Depreciation —machinery 
—buildings 

Other expenses 

50 

80 

100 

230 

Net margin from operations 

Gain on sales of long-term investments 


12 

Total 


45 


Loss on sales of machinery (proceeds from sales Rs. 15,000) 5 
Net income 

(M. Cota., Delhi, ^ 
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ninstratioD 41. The following are the stimmarised balance sheets of Ashok 
Ltd, as on 31st December, 1977 and 31st December, 1978 : 


Liabilities 

Equity share capital of Rs. 10 each 
Share premium account 
General reserves' 

Profit and loss account 
12% Debentures 
Creditors 
Proposed dividend 

Total 

Assets 

Freehold land and building 
Plant and machinery cost 5,80,000 
Less : Depreciation 2,80,000 


Equipments cost 18,000 

Less ; Depreciation 12,000 


Inventories 

Debtors 

Cash 


31st Dec., 1977 31st Dec., 1978 


Rs. 

Rs. 

4,00,000 

4,80,000 

— 

20,000 

60,000 

1,00,000 

96,000 

1,36,000 

1,00,000 

2,60,000 

2,80,000 

40,000 

48,000 

Rs. 9,56,000 

Rs. 10,64,000 

esseaeacr 


Rs. 

Rs. 

2,10,000 

2,80,000 

6,40,000 

3,00,000 

3,00,000 

3,40,000 

20,000 

8,000 

6,000 - 

12,000 

2,60,000 

2,10,000 

1,50,000 

1,70,000 

30,000 

52,000 


Total 


Rs. 9,56,000 


Rs. 10,64,000 


bcon .'55f 

(a) a statement showing the change in working capital during 1978. 

enpitaS 

Solution ; Management Nov., 1979] 


T C..U J I . . AsliokLimih 

1 . acnedule showing itemwise chan 
year ending December 31, 1978 ; 


in working capital for tlie 


Current assets 
Invcntorici 
Debtors 
Casli 


- 31 - 12-1977 
Rs. 

2,60,000 

1,50,000 

30,000 


Rs. 4,40,000 


31 - 12-1978 

Rs. 

2,10,000 

1,70,000 

52.000 


Rs. 4,32.000 


Change 

Increase Decrease 

Rs. Rs. 

50,000 

20,000 

22,000 


Total 
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Current [fabllitles 

Creditors ’ ' 2,60,000 • 

2.80,000 


20.000 

Rs. 2,60,000 Rs. 

2,80,000 



Working capital 1,80.000 

Net decrease m working 
capital 

28,000 

28,000 

' 

Rs. 1,80,000 

1,80,000 

70,000 

70,000 

n. Statement showing sources and application of funds ; 

Sources Rs. I 

Equity share capital ^ 

Share premiunt • • 

Sale of plant and machinery 

Sale of equipment • • 

Funds from operations •• 

Decrease in working capital *• 


j4ppUeation 

Rs. 

1,00,000 

40.000 

1,00,000 

12.000 
70,000 

Rs. 3,22,000 



Rs. 3,22,000 


Tutorial Notes 


(1) PROFIT AND LOSS ACCOUNT 


To Proposed dividend 

To General reserve 

To Balance c/d 

Rs 

48.000 

40.000 
1.36,000 

Rs. 

By Balance b/d 96.000 

By Net Pro5t (balancing figure) 1,28,000 


Rs. Z24.000 

Rs. 2,24,000 


(2) Funds generated by operations : 

Net profit as shown above 

Add : Noncash charges— Depreciation 

Plant and machinery 46,000 

Equipment 4,000 

Ia}ss on sale of plant 


Less : Profit on sale of equipment 


Ks. 

1,28,000 


50,000 

8.000 


1,86,000 

2,000 


Rs. 1,84,000 


(3) PROVISION FOR DEPRECIATION ON PLANT AND 
MACHINERY ACCOUNT 



Rs 

26,000 

Bv Balance b/d (opening) 

Rs. 

2,80,000 

To balance c/d (closing) 

3,00,000 

By Profit and loss account 
(balancing figure) 

46.000 

Rs. 

3,2^000 


Rs. 3,26b00 


i 
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Cliapter S/JtauwW S6rtM»eil Awljtli 

m WIOVISION FOR DEPRECIATION ON EQUIPMENT ACCOUNT 

— ^sT 

To Equipment sold account 8,^_ 

To Bwtnce c/d 8,oo(^ 

■Rs. 16,000 

(5) PLANT AND MACH 

By Balance b/d 12,000 

Sy Profit and loss account 
(balancing figure) 

Rs. 16,000 

INERT ACCOUNT 

.. ■ ' ■■■ ■ " " T>c 

- " < 

To Balance b/d ^ 

ToPUtchtsfs (balancing (Ogurc) 1,00,000 

Ra. 6,80,000 

(6) EQUIPMEK 

By Machinery sold account 

By Balance c/d 6.40,000 

Rs. 6,80,000 

rsrrssesssss 

r ACCOUNT 

■ 1 Rs. 

To Balance b/d - - » J5’52S 

To Pusthases (balancing figure) 12,000 

Rs. 30,000 

Rs* 

By Equipment sold account 

By Balance c/d 20,000 

Rs. 30,000 

ssrsssea 


Rs. 12,000 


Rs. 

To plant and machinery account 40,000 

By DepreciatlOB 

By Cash— s*lei 

By Profit and loss account 
(loss) 

^ rT 
26,000 
■ 6,000 

8,000 

Rs. 40.000 

i 

Rs. 40,000 

»-* sss 

(8) EQUIPMENT DISPOSAL ACCOUNT 

’ 

Rs. 

To Equipment account 10,000 

To Profitund loss account (profit) 2,000 

By Depreciation 

By Cashr~salc5 

RS. 

8,000 

4,000 


Rs. 12,000 


niwitnitioii 42. From the figures given below, prepare a statement show- 
ing the changes in the working capital and fund flow stateihcnt during the 
,year']977: 



Dec. 31, 1976 

Dec. 31, 1977 

Assets : 

Rs. 

Rs. 

Fixed assets (net) 

5,10,000 

6,20,000 

Investments 

30,000 

80,000 

Current assets 

2,40,000 

3,75,000 

Discounts on debenture 

10,000 

5,000 


7,90,000 

10,80,000 

Liabilities and capital : 



Equity share capital 

3,00,000 

3,50,000 

Preference share capital 

2,00,000 

1,00,000 

Debentures 

1 , 00,009 

2,00,000 

Reserves 

1,10.000 
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Provision for doubtful debts lO.OOU 

Current liabilities 70,000 


Rs. 7,90,000 


You are informed that during the year : 

(/) A inafchine costing Rs. 70,000, book value Rs. 40.000 was dis. 
posed of for Rs. 25,000; ^ 

(i7) Preference share redemption was carried out at a premium of 
5% ; and 

(ijj) Dividend at 15% was paid on equity stares for tbe year 1976. 
Further : 

(а) The provision for depreciation stood at Rs. 1,50 000 on 
3M2-1976 arid at Rs. 1,90,000 Oft 31-12-1977 ; and 

(б) Stock which was valued at Rs. 90,000 as on 31-12-1976 was 

written up to its cost, Rs. 1,00,000 for preparing profit and loss account 
for the year 1977. (M. Com. Nagpnr April 1978) 

Solution. 


15,000- 

1,45,000 


Rs. 10,80,000 


(1) Statement showing the changes in working capital for the year 
ending December 31, 1977 ^ 


Current assets 

Current assets 

32‘t2^t976 
Rs. 2,40.000 

3I’t2-1978 

3,75,000 

cAwige 

woo? 


Rs. 2,40,000 

3,75.000 


Cuxreot liabilities 

" 70,000 

M5.000 

75,000 


Rs. 70,000 

1,45,000 


Working capital 1,70,000 

Net increase in working capital 60,000 

2,30,000 

00,000 


Rs. 2,30,000 

3,30,000 

1,35,000 1,75^^ 


(II) Statement showing funds from operations 
Increase in reserves Rs. 1,50,000 0) 

Add : Depreciation 70,000 

Discount written off 5,000 

Increase in the provision for bad debts 5,000 

Premium on redemption of debentures written off 5,000 

Dividends paid 45,000 

Loss on sale of machinery 15.000 

Overvaluation of opening atock 10,00(1^^ 

Total Ra. 3, 
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(111) Funds-flow statement. 


_ Sources 

Cash in flow from operations 
Issue of share capital 
Issue of debentures 
Sale of assets 


Rs. 

3,05,000 

50.000 

1,00,000 

25.000 


Tutorial Notes 


Rs. 4.80,000 


Uses 

Purchase of fixed assets 
Purchase of investments 
Redemption of preference 
shares 

Premium thereon 
Dividends paid 
Increase in working capital 


Rs, 

2,20,000(4) 

50.000 


1,00.000 

s,m 

45.000 

60.000 


Rs. 4,80,000 


following entry is to be made for increasing the value of open 

10,000 


ing stock 


Dr. 


Stock account 

To Reserve 10,000 

increase in the reserve (Rs. 2,70,000-Rs. l,20,000=Rs. 1,50,000. 


To Assets written back 
(70.000-40.000) 

To Balance (31-12-1977) 

Rs, 

30,000 

1,90,000 

By Balance (31-12-1976) 

By Profit and loss account 
—balancing figure 

Rs. 1,50,000 

70,000 


Rs. 2,20,000 

*»*»e=:ca 


Rs. 2,20.000 

cs=sss»e=s 


To Balance (3142-1976) Rs 6 600 m 
‘ To Purchases (balancing figure)' 2,20*000 


1 lunds from operations will be more by Rs. 10,000. 

(4) FIXED ASSETS ACCOUNT ’ 


Rs. 8,80,000 


By Provision for depreciation Rs. 30,000 
By Cash 25,000 

By ^ss on sale 15.000 

By Balance (3142-1977) 8 , 10,000 


Rs. 8,80,000 


pany Limited’ as^a°^31sf'Mar^^ ^low'* Chhatrak and Corn- 

account for the year ending 31st I^rcMPgO.'^ estimated profit and loss 



preference shares 
Equity shares 
Share premium 
General reserve 
6% Debentures 
Creditorsfor goods 
Outstanding expenses 
mvision for tax.ition 
Proposed dividend (equity) 


6,00,000 

80,000 

1,80.000 

2.50.000 

1.60.000 

40.000 
1.75.000 

90.000 


Production planf^d 
equipments 
: Depreciation 


13.60.000 

3.10.000 


»*. i9;iSfioo 


Goodwill 
Patents 
Stock 
Book debts 
at bank 

Underwriting commission 


10,50,000 

1.50.000 

eofioo 

2.80.000 
2,80,000 

85.000 

20.000 


Rs. 19;t5.000 
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':STIMATED PROFIT AKD LOSS ACCOUNT (197M0) 


Opening stock 

Purchases 

Wages 

Manufacturing expenses 
Depreciation 
Selling and distribution 
expenses 

Office and administratise 
expenses 
Interest 

Goodwill written off 
Patents written oB 
Provision for taxation 
Preference dividend 
Proposed dividend 
Balance of profit 


Rs 2.8(^000 
16,80.000 
1 . 00,000 

1.50.000 

1.80.000 

1 .30.000 

1 . 10.000 

25.000 

30.000 

15.000 
1,90,000 

24.500 

90.000 

95.000 


Sates : 

Cash 

Credit 


Rs. 


4,60,000 
23,40,000 

28,00,000 

Stock 2,70.000 

Miscellaneous income 25,000 

Profit on sale of machinery 4,500 


Additional information : 

(a) Both preference shares and debentures are due for redemption 
on 3Ut March, 1980. Half the debentureholders in value with accept 
new 9% redeemable preference shares The company also proposes to 
issue equity capital with a nominal value of Rs. 2,00,000 at a premium 
of 10%. 

(&) There will be addition to fixed assets for Us. 1,80,000. Tl.c cost 
of assets to be sold in the year 1979*80 is Rs. 75,000 (accumulated 
depreciation thereon Rs. 38,000). 

(c) Tax liahility up to 31-3*1979 will be settled for Rs 1,70,000. 

(d) Book debts on 31st March, 1980 are to be taken at 10% more 
than as warranted by the period of 1} monlbx 

(e) Creditors for goods will continue to extend one month credit. 
Outstanding and prepaid expenses on 31st March, 1980 will be 
Rs. 30,000 and Rs. 4,000 respectively. 

You arc required to prepare a projected fund flow statement for the 
year ending 3 1st March, 1980, [C.A. Final (New) Nov. 1979j 


Solution. 

(1) Cash inflow from operations in this case will be as follows : 
Net profit as per books 
Add : Proposed dividend 
Equity 
Preference 

Amounts written off 
Goodwill 
Patents 

Pepiedatlon 



Rs. 95,000 

90,000 

24,500 

1,14,500 

• 30,000 
15,000 

45,0^ 
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Tax saving (bang the difference betr^ een 
the provision and actual tax) 

Less ; Profit on sale of machinery 


5,000 

4,39,500 

4,500 

Rs. 4,35,000 


(2) PROJECrrED BALANCE SHEET OF CHHATRAK &. CO LTD 
as on 31st March J980 


Liabilities 
Share_capiial : 

B,000 equity shares of 
Rs. 100 each 

9y„ Redeemable preference 
■ share capiia! 

Rcsers'cs and Surplus ; 
Share premium account 
Capital redemption reserve 
General reserve 
Profit and loss a/c 95,000 

Add ; Tax saving 5,000 


Rs. I Assets . 

Fixed assets : 

Goodwill 

8.00. 000 Hcoduction plant 

and equipment 13,60,000 

1.25.000 Less ; Sale during 

the year 75,000 

1 . 00 . 000 

1.50.000 12,85,000 
30,000 ^ Additions 

I during the year 1,80,000 


1 . 20,000 


1,00,000 


Secured loans 
Unsecured loans 

Cureent liabilities and provisions 

A, Current liabilities— Sundry 
creditors 

Outstanding expenses 
Bank overdraft 

B. Provisions 
Provision for taxation 
Proposed equity dividend 


iesr ; Provision for 
depreciation 


12.85.000 
1,80,000 

14.65.000 

4.52.000 


_ . , 10,13.000 

Patents 45 /vv) 

1.40,000 Investments i 

I2'222 assets — loans and advances : 

38,750 A. Current assets : 

tooonn Stock-in-trade 2,70,000 

•^0^ n Sundry debtors 3,21,750 

yo,000 B. Loans and advances 

... prepaid expenses , 4,000 

Miscellaneous expenditure : 

Underwriting commission 20,000 


Rs. 17,93,750 


Rs. 17,93,750 


(3. STATEMENT SHOWING SOlTRr-iic •====> 

OF FUNDS 


operations t». 4 35 non of fixed assets 

Issue of preference shares ‘ 1 15 (v^ Redemption of debentures 
Isme of equity shares 220’^ Redemption of preference 

Sale of machinery 

Decrease in working capital E^hy d^dinf 

Rs. 8,94,5W 


(4) Slata, 

Current assets : 71 , ^ 

Stock ^ 31-3-1979 

Book debts 2,80,000 

Prepaid expenses 2,80,000 

Cash — 

85,000 


Rs. 1,80,000 

2.50.000 

3.50.000 
24,500 
90,000 

Rs. 8.94,500 


31-3-1980 
-Rs. 2,70,000 
3,21,750 
4,000 


M5,000 


f 04 7X0 
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Less ; Current liabilities 
Creditors 1,60,000 

Outstanding expenses 40,000 
Bank overdraft 

Provision for taxation 1,75,000 


Decrease in working capital 


1.40.000 

30,000 ' 

38.750 

1.90.000 

3.75.000 •3,98,750 

2.70.000 1,97,000 

73,000 


2,70,000 

Working Notes : ~~ 

(I) Cash at Bank as on 3Ist March 1979 


2,70,000 
Rs. 85,000 



1.90.000 
41,500 

2 . 20.000 
10,000 


Less : Payments 
Purchase of fixed assets 
Increase in debtors 
Decrease in outstanding expenses 
Decrease in creditors 
Prepaid expenses 
Redemption of preference shares 
Redemption of debentures 
Income-tax paid (1978-79) 
Preference dividend (1979-80) 
Equity dividend (1978-79) 


9,76,500 

Rs. 1,80,000 
41.750 
10,000 
20,000 
4,000 

3.50.000 

1.25.000 ' 

1.70.000 ' 

24,500 

90,000 

10,15,250 


Resultant Bank overdraft 


Illastratlon 44. The followiog is the audited Balance Sheet of Sri Ram 
Chandra as on 31st March, 1976 ; 
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The trader gives "qo? " or cash and the balance on credit. 

(1) Sales are effected a / 1977, were 20% higher than 

throughout the year (as also in the last year). 

1 Debtors 2 months 

(2) Terms of credit Jcteditors I month. 


year. 


( 3 ) 


j^_reuuuif> — „ , , „ 

Stock level was maintained at Rs. 35.000 all through the 

(4) A steady Gross Profit rate of 33J% on turnowr was maintained 

throu^out. Creditors are paid by cheques only. There is no 
purchase, . 

(5) His private records and the Bank Pass Book kept with him 
disclosed the following transactions for the year ; 

..V • «« . T3 


(0 


(ii) 

iiii) 

(iv) 

(V) 

(< 5 ) 


Rs. 1,80,000 (including Rs, 
35,000 paid by cheque) 


Miscellaneous business 
expenses 

(of which Rs. 5,000 was out- 
standing as on March 31, 1977) 

Repairs 

Addition to machineries 
Private drawings 

Travelling expenses ... ... iss. i.t,uvu -'j ^ 

\\,i Collections from debtors (including Rs. 30,000 for cash) an 
payments to creditors were prompt all along. 

(7) Depreciation is to be provided on machinery @ 10% of the 
closing book value. 

(8) The cash stolen is to be charged to the Profit and Loss Account. 
Prepare a statement of source and application of funds for the year 

ended 31st March, 1977. . [C.A. Final (New) Nov., 1977] 


Rs. 2,500 (paid by cash) 

Rs. 50,000 (paid by cheque) 
Rs. 36,000 (paid by cash) 
Rs. 12,000 (paid by cash) 

_ - t . \ 


Solution. 

(1) PROFIT AND LOSS ACCOUNT 


for the year ending 31'3-}977 


To Opening siock 

To Purchases 

To Gross profit c/d 

Rs. 35,000 
5,40.000a 
2,70,000 

By Sales 
(Cash 
Credit 

1,62,000 

6.48,000) 

Rs. 8,10.0001 



By Stock 


35,000 


Rs. 8,45,000 

tsaseses 



Rs, 8,45.000 

To Expenses p.iid 

Add : Outstanding 

To Depreciation 

To Repairs 

To Travelling expenses 
To Cash stolen 

To Net profit 

1,75,000 Rs. 

5,000 

1,80,000 

9.00Q 

2.500 
12,000 

7.500 
59,000 

By Gross profitjb/d 

Rs. 2,70,000 


R*. 2J0^ 

L. 


Rs.'ivO.OW 
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(U) CASHBOOK 


To Opening balance 6,000 11, 

To Sundry debtors 

—Collectioo 30,000 6,00,000 

To Sales— Casb 1,62,000 


Rs. 1,98,000 6,11,000 


Cath Bank 
Rs. 5,25,000 
35,000 


By Sundry creditors 
— wynjents 
By Miscellaneous 

expenses 1,40,000 

^Repairs 2,500 

By Addition to 

machinery 50,000 

By ‘ftavclling expenses 12,000 
By Private drawings 36,000 
ByBalannc/d 7,5CIQ« 1,000 


Rs. 1,98.000 6,11,000 


Since the cashier absconded mth the available cash in the cash box, 
:ash stolen is Rs. 7,500. 

(Ill) Schedule of itemwise changes la the working capital. 

3Ist March 31st March Increase Decrease 


Current assets 
Stock-in-trade 
Sundry debtors 
Cash m hand 
Cash at bank 


1976 

Rs 

35.000 

90.000 

6.000 

11.000 


1977 

Rs 

35.000 

1.055,000 

1,000 


1,42,000 1,44,000 


Current liabilities : 

Sundry trade creditors 30,000 
Expense creditors — 

30,000 


Decrease m working capital 


45,000 

5,000 


Rs. 

18,000 


(y.OOO 

10,000 


15,000 

5,000 


18,000 36.000 

18,000 


36,000 36,000 


(TV) Statement shoisiog the changes in Fi- 
,’car ending 31st March, 1977. 


Sources 

Funds from operxtions* 
Decrease in working capital 


Purchase of r 
Drawings 


* Net profit as per profit and loss accoun 
Add : Depreciation 

Funds from operations 


nl Position for ll" 


59.C’' 

9.0 
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The trader gives the following information : 

(1) Sales are effected as 20% for cash and the balance on credit. 
His total sales, for the year ended March 31, 1977, were 20% higher than 
the previous year. All sales and purchases of goods were evenly spread 
throughout the year (as also in the last year). 


( 2 ) 

( 3 ) 


Terns of credit 

Stock level was maintained at Rs. 


2 months 
1 month. 

35,000 all through the 


year. 


(4) A steady Gross Profit rate of 33J% on turnover was maintained 
throughout. Creditors are paid by cheques only. There is no cash 
purchase. 


(5) His private records and the Bank Pass Book kept with him 
disclosed the following transactions for the year ; 

(z) Miscellaneous business Rs. 1,80,000 (including Rs. 

expenses 35,000 paid by cheque) 

(of which Rs. 5,000 was out- 
standing as on March 31, 1977) 

(//) Repairs ... ... ... Rs. 2,500 (paid by cash) 

(iii) Addition to machineries ... Rs. 50,000 (paid by cheque) 

(zV) Private drawings ... Rs. 36,000 (paid by cash) 

(v) Travelling expenses ... ... Rs. 12,000 (paid by cash) 

(6) Collections from debtors (including Rs. 30,000 for cash) and • 
payments to creditors were prompt all along. 

(7) Depreciation is to be provided on machinery 10% of the 
closing book value. 


(8) The cash stolen is to be charged to the Profit and Loss Account. 
Prepare a statement of source and application of funds for the year 
ended 31st March, 1977. , [C. A. Final (New) Nov., I977J 


Solution. 


(1) PROFIT AND LOSS ACCOUNT 
for the year ending 31-3-1977 


To Opening stock 
To Purchases 
To Gross profit c/d 


Rs. 35,000 
5,40,0003 
2,70,000 


By Sales 
(Cash 
Credit 


1,62,000 

6,48,000) 


Rs. 8,10,0001 


By Stock 


35,000 


Rs. 8,45,000 


Rs. 8,45,000 


To Expenses paid 1,75,000 Rs. 

Add : Outstanding 5,000 

1,80,000 

To Depreciation 9,000 

To Repairs 2,500 

To Travelling expenses 12,000 

To Cash stolen 7,500 

To Net profit 59,000 


R(. 2,70,000 


By Gross profitjb/d B3. 2,70,000 


Es. 2,70,000 
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(U) CASH BOOK 



Cash 

Batik 



Book 

To Onenins balance 

6,000 

11,000 

By Sundry creditors 


To Sundry debtors 


-^vmenls 

Bs. 505.000 

—Collection 

30.000 

6,00.000 

By Miscellaneous 



To Sales— Cash 

1,62,000 


expenses 

1,40,000 

35,000 



1 By R^irs 

By Addition to 

2;s00 






tnaddneiy 


50,000 




, By lYaveumg expenses 12,000 




By Private drawings 

36,000 





By Balance c/d 

7,500« 

1,000 

Bs. 1.98,000 

6,11,000 

Rs. 

1,98,000 

6,11.000 


Since the cashier absconded with the avaUable cash in the cash box, 
cash stolen is Rs. 7,500. 


(Ill) Schedule of itcmwise changes m the workbg capital. 


31st Afarch 
1976 


Currcntasscls Rs- 

StocX-in-trade 35.000 

Sundry debtors 90,000 

Cash m hand 6,000 

Cash at bank M.OOO 


1,42,000 


Current liabilities : 

Sundry trade creditors 30,000 
Expense creditors — 


30,000 


Decrease in working capital 


3lst Afarch 

Increase 

Decrca. 

1977 



ns 

Rs 

Rs 

35,000 



— 

1,08,000 

18,000 

_ 



6,000 

1,000 


|f>,000 

1,44,000 



45.000 


15,000 

5,000 


5,000 

50,000 




18,000 

36.000 


18.000 



36,000 

36,000 


(IV) Statement shoftiog the changes in Financial Position for the 
year ending 31st March, 1977. 


Sources Rs 

Fuads from operatioos* 65,000 

Decrease m workiDS capital 15,000 

R$. $6,000 


Uses 

Purchase of machinery 
Drawings 


• Net profit as per profit and loss account 
Add : Depreciation 


59.W 


Funds from operations 



V8A-1SC 
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Tutorial Notes ; 



(I) Saks for the year. 1975-1977 : 

Sales during 1975-76 

Booh debts being equal to 2 months sale 

Credit mIcs works out to 12 

5,40,000 

Cash sales (cash to credit ^ales ratio is 1 : 4) 

1,35,000 

s^lcs 

Increase of 1975-77 over 1975-75 is 20% 

6.75.000 

1.35.000 

Total sales for 1976-1977 

•8,10,000 

" Cash sales (1/5) 

Credit sales (4/5) 


1,62,000 

6,48,000 



Rs. 8,10,00b 

(2) Purchases for the year 1976-77 
Sales 

Less : Gross profit @ 33}% 


8,10,000 

2,70,000 

Cost of goods sold 


5,40,000 

Purchases =»Cost of goods soId+Closing stock— opsidng stock. 

Since there is no change in stock levels purchases vonld be 

Rs. 5,40,000 

' (3) TOTAL DEBTORS ACCOUNT 


To Balance b/d Rs. 90,000 

To Salea-<redit 6,48,000 

Ra. 7,38,000 

By Cash (balancing figure) Ra. 6,30,000 
By Balance c/d l.<»,000* 

Ra. 748.600 

• Equal to 2 months’ credit sales— ——52x2™ 

li08,000. 

(4) TOTAL CREDITORS ACCOUNT 


To Cash (balancinj figure) Rs. 5,25,000 I 
To Balance c/d 45,000* 

By balance b/d 

By Purchases 

Rs. 30j000 
5,40,000 

Rs. 5,70,000 

C9iwa=» 


Rs. 5,^,000 

Equal to one month’s credit sales x 1= 

=45,000 

lUustratmn 45. From the foUowing balance of a wholly owned, subsidiar-/ 

prepare a statement of sources and application of funds and a schedule oV 

changes in working capital (with the column fbr changes in other assets) : 
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Uabilliles Jait. J Dec. it 

Current liabilities Rs. 2,00,000 2,50000 
Capital surplus 3,00,000 — 

Earned surplus 7,00 000 — 

Equity capital 8,00 000 — 

imer-company a/c 1,00,000 13,67,000 

Aistts Jan. t Dee. 31 

Oirrent assets Rs 4,00,000 5,01.000 

Fixed assets, /ess 

provision 10,00,000 10,16,000 

Deferred charges 50.000 40.000 

Goodwill 6.50,000 - 60,000 

Rs. 21,00,000 16.17,000 

Rs. 21,00.000 16.17.000 


On March 31, Rs. 6,00,000 of goodwill was charged ofl* Rs. 3,00,000 
to capital surplus and Rs. 3,00,000 to earned surplus. 

In the first half of the year the subsidiary bought the assets ot a 
business, consisting of some fixed assets and goodwill and Rs. 50,000 for 
inventory and accounts receivable. TTie amount paid was Rs. 1,70,000. 

Old machinery was sold for Rs. I.OtX) ; it bad a book value of Rs. 
12,000 and Rs. 8,0(W sfepreciatioo had bero provided. 

On June 30, the subsidiary company was dissolved and made a divV 
sion of the parent company. Its accounts continued in a separate divisional 
ledger. 

, A net profit of Rs. 3, 17,000, after providing Rs. 80,000 for deprecia- 
tion and Rs.. 10,000 for amortization of goodwill, bad been made_ and was 
credited to jntef<onipany account. The deferred charges consist of un- 
expired insurance and prepaid current expenses. 

(Adapted from I.C.A. E-Taroinatlon) 

Solution. 


STATEMENT OF SOURCES AND USES 


Soarcet 

Profits from operation 

Safe of plant 

Loan from holding company 

Rs 

4.20.000 
1,000 

9.50.000 

Dsej 

Purchase of fixed assets 
Purchase of goodwill 

Payment of dividend 

Payment of capita) 

Rs 

1.00.000 
20.C00 
4,00 000 
8.00.000 




Increase in working capital 

13,20.000 

51,000 


Rs. 

13,71,000 

Rs 

13.71.000 


SCHEDULE OF CHANGES IN WORKING CAPITAL 



Ian. 1 

Pee. 3/ 

Change in working 

1 eaptial 

1 Change in ai/itr 
j assets 

' Dr. Cr. 

1 Dr. Cr. 

Assets 

Current assets Rs. 
Fixed assets less prov. 
Deferred charges 

Goodwill 

Rs. 

iy 

5.01.000 

to. 16.000 

40.000 

60.000 

1,01,000 — 

16.000 — 

— 10000 
— 52W.OOO 

1 21,00,000 

16.17.000 
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Liabilities 

Current liabUitics 

2,00,000 

2,50,000 1 

— 50,000 


Capital surplus 

3,00,000 


, 

3,00,000 ' — 

Earned surplus 

7,00.000 

— 

• 

7,00,000 ~ 

Equity capital ' 

8,00,000 

— 

* 

8,00,000 ~ 

Inter-company 

account 

1,00,000 

13,67,000 



— 12,67,000 

Ba. 

21,00,000 

1 16,17,000 



Increase in working a 

ipital 

|«ss:s==ss=r 

— 51,000 

51,000 — 

Tutorial Notes 


Rs. 

1,01,000 1,01,000 

18,67,000 18,67,000 


( I ) GOODWILL ACCOUNT 


lo Opening balance' 
To Bank 

6,50,000 

20,000 

1 By Earned surplus 
' By Capital surplus 

By Profit and loss account 

By Closing balance 

3,00,000 

3,00,000 

10.000 

60,000 


6,70,000 

C3I tSSCBRCSa 


6 i 70,000 

tsssss SSS3 

(2) MACHINERY DISPOSAL ACCOUNT 


A 0 jb ixcQ assets — 4,000 ' 

(Cost less depreciation) 

By Bank 

By Profit and loss account 

1,000 

3,000 


4,000 

caeaa 


4.000 

ssestsa 

(3) 

INTER-COMPANY ACCOUNT 


io Closing balance 

13.67,000 

By Opening balance 

By Profit and loss account 

By Increase in inter-company 
account further loans 

1,00,000 

3.17.000 

9.50.000 


13,67,000 

reassess 


13,67,000 

(4) 

DEFERRED CHARGES ACCOUNT 


To Opening balance 

50,000 

By Profit and loss account 

By Closing balance 

10,000 

40,000 


50,000 


50,000 

(5) 

EARNED SURPLUS ACCOUNT 


Io GooQwill 

To B:;nk 

To Closing balance 

3.00. 000 

4.00. 000 
Nil 

By Opening balance 

•7,00,000 


7,00.000 


7,00,000 

sa? 
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(6) PROFIT AND LOSS STATEMENT 


^ofit made during the year credited to intef-company account 
idJ Depreciation written off 
Goodwill written off 
Loss on sale of equipment 
Deferred charges written off 


Rs. 3.17,000 
80.000 
10.000 
3.000 
10.000 


(7) FIXED ASSET ACCOUNT 

ro tuning Balance 10,00,000 By Equipment sold account 

repurchases 1,00,000 By Depreciation 

By Closing balance 


^sumptions ; 


37000 

80,000 

10,15.000 

n.wxxi 


1. Any excess over the opening batanee of inter-company account, leaving 
■he amount of profit credited to this account, has been assumed to be loans taken 
Trom the parent company. Hence, it is a source of fund. 

2. The unaccounted amount of Rs, 4.00.000 in the earned surplus account, 
sfter Writing off goodwill, is assumed to have been utilised in paying off dividend 
to parent company after dissolution. Hence ai^hcation of fund. 

3. Absence of equity capital at the end of year bints at the payment of 
capital on dissolution Tbis is an application of fund. 


llosiratfon 46. The following are the summarised balance sheets of A 
Jmited as on 31st December : 


7573 WT" 

Fixed assets ; 

At cost Rs. 2.40.070 2.53,730 

Depreciation provided S»0.030 9S,4S0 

1,50.050 1.55,250 


1973 

5% Preference shares-* 
redeemable 1970/75 
at lOli premium Rs. 1.00,000 
Ordinary shares 75.000 1.20.0001 

riant replacement reserve 15,000 I0,C'““ 

rmfit and loss account 1,00,350 1,02.* 

6% Debentures — 40,< 

Bank loan 22.000 — 

Creditors accruals 84,450 75,55( 

Proposed ordinary 
dividends 12,000 


Subsidiary company 
Shares at cost 
Stock 
Debtors 
Cash 


51.000 76.000 

98.000 1,04.000 

88.000 85.000 
11,750 32.000 


Rs. 4,08,800 4.52.25W 


Rs. 4,08,800 4,52.250 


You ascertain that during 1974 : 

pp icfirin ♦ -r. — — profit and loss 
. ■ ■ . ■ “ ■ • i • 0*25 per share on 

(b) On 3Ist December 20,000 preference shares were redeemed at 
the specified premium out of the proceeds of a right issue of 20,000 new 
ordinary shares issued for cash at Re. I per share. The premium was 
written off to profit and Joss account. 

(e) The movement on pJanl replacement reserve represents a ‘ 
to profit and loss account 
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(d) Tlie ordinary dividend for the year 1973 was paid in addition to 
interim dividend on the ordinary shares thus absorbing Rs. 4,000. The 
preference dividend was paid on 31st December in each year, 

(e) In regard to fixed assets— (i) Rs. 3,000 was added to the - book 
value of a property, following a revaluation, and credited to profit and 
loss account, (n) expenditure totalling Rs. 1,700 which, at 31st December, 
1973, had been carried forward in suspense (included in “debtors”) was 
transferred to fixed assets, (iit) depreciation of fixed assets of Rs. 13,260 
was charged to profit and loss account, and (?v) plant (cost Rs. 6,000, 
depreciation provided Rs. 4,800) was sold for Rs. 250 and the loss written 
off to profit and loss account. 

(/) The increase in the investment in the subsidiary company repre- 
sents the cost of additional shares purchased during the year. 

You are required to prepare a statement showing the sources and 
applications of fund during the year. 

Solution ; 

STATEMENT OF SOURCES AND USES 
For the year ended December 31, 1974 


Sottrccs : 

Funds from operation 
Issue of shares 
Issue of debentures 
Sale of fixed assets 


Rs. 68,360. 
20,000 
40,000 
250 


Total sources 


Rs. 1,28,610 


Applications 

Redemption of preference shares (including premium) 

Repayment of bank loan 

Purchase of fixed assets 

Purchase of .shares in subsidiary company 

Dividends : 

1973, Final— Ordinary shares 12,000 

1974, Interim - Ordinary shares 4,000 

1974, Preference shares, 6% on Rs. 80,000 4,800 


22,000 

22,000 

14,960 

15,000 


20,800 


94,760 
Rs. 33,850 


Total applic.'itions 

Not increase in working capital 
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SCHEDULE OF CHANGE IN WORKING CAPITAL 






(3) DEPRECIATION ACCOUNT 


To Plant sold account 

Tc Closing balance 

4,800 

98,480 

By Opening balance 

By Profit and loss account 
(balancing figure) 

90,020 

13,260 


1,03,280 


1,03,280 

mmwmwmma 


(4) PROFIT AND LOSS ACCOUNT 



Rs. 

To Depredation 

13,260 

To Loss on sale of plans 

950 

To Preference dividend, 

^ on Rs. 80,000 

4,800 

To Ordinary dmdend 

Interim 4,000 

Final 24,000 

To Premium on redemption 
of preference shares 

28,000 

2,000 

To Ordinary share capital 
account— capitalisation 

25,000 

To Closing Balance 

1,02,700 

Rs. 

1,76,710 


Rs. 

By Opening balance 1,00,350 

By Plant replacement reserve 5,000 

By Fixed assets (profit on 

revaluation) 3,000 

By Fund from operation 

(balancing figure) 68,360 


Rs. 1,76,710 

msassam 

^Ulusfration 47. The following schedule shows the blance sheet accounts 
ai the be^nning and end of the year— 


Debits 

Cash 

Accounts receivable 
Inventory 
Prepaid expenses 
Inventory in subsidiary company 
Cash surrender value of life insur 
policy 
Maclunery 
Buildings 
Land 
Patents 
Gooodwill 

Bond discount and expense 


Credits 

Accrued taxes payable 
Accounts payable 
Dividends paj’able 
Bonds payable 4% 
Bonds payable 6% 


Dec. 31 

Dec. 31 

Increase or 

1974 

1973 

(decrease) 

Rs. 

Rs. 

Rs. 

2,82,4C0 

3,20,000 

(37,600) 

4,90, COO 

4,10,000 

80,000 

6,95,000 

6,60,000 

35,000 

10,000 

8,000 

2,000 

1,06,000 

— 

1,06,000 

2,100 

1,800 

300 

1 .86,600 

1,90,000 

(3,400) 

5,66,500 

5,07,500 

59,000 

52,500 

52,500 


71.000 

60,000 

11,000 

40,000 

50,000 

(10,000) 

4,680 

— 

4.680 

Rs. 25,06,780 

22,59,800 

2.46,980 

«=s ^ =a =s 

c=9 csreat 

=st=»=: 2 =a 

92,000 

80.000 

12 000 

3.01.280 

2,80.000 

21.280 

60,000 

— 

60,000 

1,25,000 

— 

1.25,000 

— 

1,00,000 

(1,00,000) 
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Allowance for bad debts 

45,300 

40,000 

5.300 

Accumulated depreciation -buildings 
Accumulated depreciation 

4,07, OCO 

4,00,000 

7,000 

— machinery 

1,41,000 

1,30,000 

11,000 

Premium on bonds payable 

— 

1,600 

(1,600) 

Capital stock— no par 

13,01,200 

14,53,200 

(1,52,000) 

Paid-up Capital 

14.000 

— . 

14,000 

Reserve for plant expansion 

10,000 

— . 

10.000 

Retained earnings 

10,000 

(2,25,000) 

2,35,000 

Rs. 25,06.780 

22,59,80cr 

2,46,980 


The statement of retained earnings is as follows : 

Rs. 

Dec. 31, 1973 Balance (deficit) (2.25,000) 

Mar. 31, 1974 Profit for first quarter of 1974 25,000 

Apr. I, 1974 Transfer from capital surplus 2,00,000 

Balance Rs. Nil 


Dec. 31, 1974 Profit for last three quarters of 1974 80,000 

Dividends declared, payable on January 20, 1975 (60,000) 

Reserve for plant expansion (10,000) 

Balance Rs. 10.000 


Additional informations (1) On April I, 1974, the existing deficit 
was written olT against capital surplus created by reducing the stated 
%alueof the ao-par stock. (2) On November 1, 1974, 8,0W shares of 
no-par stock were sold for Rs. 62,000. The hoard of directors voted to 
regard Rs. 6'00 per share as stated capital (3) A patent was purchased 
for Rs. 16,000. (4) Machinery was purchased for Rs 4,600 and installed 
in December, 1974. A cheque for this amount w-as sent to the vendor in 
January, 1975. (5) During the year, rnachinery which had a cost basis of 
Rs 8.000, and on which there wa.s accumulated depreciation of Rs. 5,000, 
was sold for Rs 1.000. No other fixed assets were sold during the year. 
(6) The 6 per cent, 20-;. ear bonds were dated and issued on January 2, 
1964. Interest was payable on June 30 and December 31. They were sold 
originally at 104. These bonds were retired at 101 and accrued interest 
on March 31, 1974. (7) The 4 per cent, 4 '-year bonds were dated January 
1, 1974, and were sold on hfarch 31 at 97 and accrued interest. Interest 
was payable semi-annually on June 30 and December 31. Expense of 
was Rs. 1,020. (8) The company acquired an 80' per cent issue 
control in the subsidiary company on January 2, 1974. for Rs. I.C0,000. 
The income statement of the subsidiary company for 1974 showed a net 
income of Rs. 7,500. (9) Extraordinary’ repairs to buildings of Rs. 7,000 
were charged to Accumulated Depreciation —Buildings. 

Required. From the above information, prepare (i) a statement of 
sources and uses of fund, and (ii) a schedule of net forking capital 
changes. (Adapted from AICPA Ex*'"’'’.atloo) 
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Soltrtion : 


TUTORIAL NOTE 
( 1 ) PATENT ACCOUNT 


To Opening balance 60,000 By Depreciation (balancing figure) 5,000 

To Purchases 16,000 By Qosing balance 71,000 

Rs. 76,000 Rs. 76,000 

(2) 6% BONDS PAYABLE ACCOUNT 


To Bant 

Rs. 

1,01,000 

By Opening balance 

By Loss on retiring 

Rs. 

1,00,000 

1,000 


Rs. 1,01,000 


Rs. 1,01,000 

caessssswi 


(3) 4% BONDS PAYABLE ACCOUNT 


To Balance 

Rs. 

105,000 

By Cash 

By Discount 

Pc 

1,21,250 

3,750 


Rs. 1,25,000 


Rs. 1,25,000 

eacatssn 


(4) BONDS EXPENSE ACCOUNT 


Rs. i 

To Discount 3,750 

To Bank-Expenses of issue L020 

i 

By Profit and loss account 
(balancing figure) 

By Closing balance 

Rs, 

90 

4,680 


Rs. 4,770 


Rs. 4,770 


INVESTMENT IN SUBSIDIARY COMPANY 


To Gash 

To Profit in 5 Ltd 80% of 
Rs. 7400 

Rs 

1,00,006 

6,000 

By Closing balance 

Ks. 

1,06,000 


Rs. 1,06,000 

as as ssiss 


Rs. 1,06,000 


(6) MACHINERY ACCOUNT 


To Opening balance 
To Purchases 


^ Machinery sold account 
4,600 By Closing balance 


Rs. 1,94,600 


Rs. 

t 8,000 

1,86,600 

Rs. 1,94,600 


To Machinery account 


MACHINERY DISPOSAL ACCOUNT 


RT — 

8,000 By Depreciat.on 
By Sales 

Profit and loss account (loss) 


Rs. 8,000 


Rs. 8.0a 
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(8) DEPRECIATION FUND (MACHINERY) ACCOUNT' 


To Machinery sold account 
To C]osmg balance 


Rs. 

5.000 

1.41,000 


Ra. 

By Opening balance 1,30,000 

By Profit and loss account 15,000 


(9) BUILDtNCS ACCOUNT 


Td Opening balance 
To Purchases 


I 


Ra. 

5,66,500 


(10) ACCUMULATED DEPRECIATION— BUILDING 






To Repairs 

7.000 

ByOpening balance 

4,00.000 

io ciosing balance 

4,07.000 

By IVofit and loss account 

14.000 


Rs. 4,14,000 


Rs. 4,14.000 


(tl) REPAIRS ACCOUNT 


By Accumulated depreciation— ' 
building 


Rs, 
7,000 
Rs. 7,000 


(12) no-far STOCK ACCOUNT 


To Sate of 8.000 shares -cost 

Rs. 

48.000* 

By Opening balance 

By Issue of no-par stock for 

Rs. 

14,53^00 

To Loss on sale of no-par stock 
To Capital surplus (given) 

To Closing balance 

14.000* 

2.00.000 

13,01,200 

1 cash (balancing figure) 

1,10,000 

Rs. 

15,63,200 

Ra. 

15,63,200 


NO.PAR STOCK DISPOSAL ACCOUNT 


To Cash— Sale of no-par stock 


Rs. 

By no-par stock transfer 48,000 

By Loss— Transferred to no-paf 

stock account 14.000 


• Sale no-par stock is at pat with tbe redemption of no-par preference 
shares. Since tbeyare redeemed at Rs. 6X0^ there is a lou of Rs . I4,0Q(X 




lFSA-166 


Chapter ?, 'Financial Stalemenf Analysts 


U4) CALCULATION 0? SOURCE FilOM OPERATION 


Profit from operation : 

Profit in first quarter 
Profit in last three quarters 
Add Depreciation 
Patents 
Machinery 
Buildings 

Add Goodwill written off 

Discount written off (Rs. 3,' 
Loss on sale of machinery 
Ivoss on payment of bond 


Rs. 25,C00 
80,CC0 

5,000 
J6,0C0 
14,000 

35,000 

10,000 

O f Rs. 1,020-Rs. 4,680) 90 

2,000 

1,000 


1,53,090 

Less Share of profit in subsidiary company 6,000 

Source from profit Rs. 1,47,090 


(0 STATEMENT OF SOURCES AND USES 


Sources : 

Rs. 

Application : 

Rs. 

Profit from operation 

1,47,090 

Sale of nopar stock 

62.000 

Issue of share crpital 

14,000 

Purchase of patent 

16,000 

Issue of 4% bond (Rs. 1,25,000- 1 

i Purchase of machinery 

4,600 

Rs. 3.'750) 

1,21.250 

Payments— 0% bonds 

1,01,000 

Issue of no-par stock 

1,10,000 

Investment in subsidiary 


Sale of machinery 

I,0C0 

company 

1,00,000 



Purchase of building 

59,000 



Payment of premium on bonds 

1,600 



Payment— -Expenses of bond issue 1,020 



Payment for repairs to building 

7,000 



Payment for insurance policy 

300 



Total Outfiow of funds 

3,5i,520 



Increase in working capital 

40,820 


Total in low of funds Rs. 3,93,340 j Rs. 3,93,340 


O'i i SCHEDULE OF CHANGES IN WORKING CAPITAL 


Assets 

197S 

1974 

Dr, 

Cr. 

Dr. 

Cr. 


Rs, 

Rs. 

Rs, 

Rs. 

Rs. 

Rs. 

Cash 

3,20,000 

2,82,400 


37.600 



Accounts receivable 

4,10,000 

4,90,000 

80,000 



' 

Inventory 

6,60,000 

6,95,000 

35,000 






Prepaid expenses 
Inventory in subsidiary 

8,000 

10,000 

2,000 

— 

— 

— 

company 

Cash surrender value of 


1,06,000 

— 

— 

1,06,000 

_ 

life insurance policy 

1,800 

2,100 


. . 

300 


Machinery 

1,90,000 

1,86,600 




3,400 

Buildings 

5,07,500 

5,66400 


- 

59,000 

Land 

52,500 

52,500 



.... 


Patents 

60,000 

71,000 

. 



11,000 


Goodwill 

50,000 

40,000 



10,000 

Bond discount — 

Es. 22459,800 

4,680 

25.06,780 


wmmm 

4,680 
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LiabillUej 
Accrued taxes 
. payable 
A^unts payable 
Dividends payable 
Bends payable 4% 
Bonds payable 6% 
Aj/owacce for baa 
debts 

Aco^ulated deprecia* 
tion — building 
Accumulated deprecia* 
lion— machinery 
Premium on bonds 
payable 
N(vpar stock 
Paidup capital 
Reserve for plant 
expansion 
Retained earnings 


80,000 

2,80,000 

1,00,000 

40,000 
4,00,000 

1,30,000 

1,600 
14,53500 

(2.25.000) 
Rs. 2259,800 
Net increase in working capital 


92000 

_ 

12000 

— 

_ 

3,01580 

_ 

21,280 



60,000 

_ 



_ 

60,000 

I5S.000 



— 

— 

1,25,000 

— 


— 

1,00,000 

— 

45500 

- 

5,300 

- 


4.07.000 

- 

- 

- 

7,000 

1.41.000 

- 

- 

- 

11,000 





1.600 

_ 

13.01500 




152000 


14.000 

— 

— 

— 

14,000 

10.000 

_ 


__ 

10,000 

10.000 

25.06.780 


40,820 

40,820 

235,000 

Rs. 

1.17.000 

1.17.000 

4.75.400 

4,75.400 


ASSIGNMENT MATERIAL 
ObjecliTC Type Questions 

1. State wbetfaer the following statements arc ‘True’ or ‘False’ : 

- 1. Cash is the most important source of funds for a business. 

2. A transaction which affects only current accounts does not affect 
the ffow of funds and, therefore, is not shown in the funds flow statement. 

3. A balance sheet gives the position of funds as on a given date 
but does not reveal the flow of funds during a given period. 

4. The ffrst balance sheet of a business is also m a way the state* 
meot showing the changes in financial position. 

5. If as a result of a business transaction the fund increases, then 
such a transaction is considered to be an application of fund. 

6. Purchase of goods on cfedit results in ffow of funds. 

7. Payment of cash to creditors results in flow of funds. 

8. Liabilities of a business indicate the uses of funds whereas the 
assets indicate the sources. 

9. The most important and tegular source of funds is the funds from 
operations. 

10. The total of the sources of fiindi must necessarily equal the total 
uses of such funds. 
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(14) CALCULATION OF SOURCE FROM OPERATION 


Profit from operation : 

Profit in first quarter 
Profit in last three quarters 
Add Depreciation 
Patents 
Machinery 
Buildings 


Rs. 


5,000 

16,000 

14,000 


Add Goodwill written off 

Discount written off (Rs. 3,750-rRs. 1,020— Rs. 4,680) 
Loss on sale of machinery 
Loss on payment of bond 


25.000 

80.000 


35.000 

10.000 

90 

2,000 

1,000 


Less Share of profit in subsidiary company 


1,53,090 

6,000 


Source from profit 


Rs. 1,47,090 



(0 STATEMENT OF SOURCES AND USES 


Sources : Rs” 

Profit from opccat ion 1 ,47,090 

Issue of share wpital 14,000 

Issue of 4% bond (Rs. 1,25,000- 

Rs. 3,750) 1,21,250 

Issue of no-par stock 1,10,000 

Sale of machinery I,0C0 


Application : Rs. 

Sale of nopar stock 62,000 

Purchase of patent 16,000 

Purchase of machinery 4,600 

Payments— 6% bonds 1,01,000 

Investment in subsidiary 

company 1,00,000 

Purchase of building 59,000 

Payment of premium on bonds 1,600 

R" of bond issue 1,020 

■■ to building 7,000 
Payment for insurance policy 300 


Total Outflow of funds ’ 3,52,520 

Increase in working capital 40,820 


Total in low of funds Rs. 3,93,340 


Rs. 


(»■» SCHEDULE OF CHANGES IN WORKING CAPITAL 


3,93,340 


Assets 

J973 

1974 

Dr. 

Cr. 

Dr. 

Cr. 


Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Cash 

3,20,000 

2,82.400 


37,600 



Accounts receivable 

4,10,000 

4,90,000 

80,000 

___ 


Inventory 

6,60,000 

6,95,000 

35,000 


, . 



Prepaid expenses 
Inventory in subsidiary 

8,000 

10.000 

2,000 

— 

— 

— 

company 

Cash surrender value of 

«— 

1,06.000 

— 

— 

1,06,000 

__ 

life insurance policy 

1,800 

2,100 


■ ■■■ 

300 


Machinery 

1,90,000 

1,86,600 

— - 

■ - 

3,400 

Buildings 

5,07,500 

5,66,500 



59,000 

Land 

52,509 

52,500 

— 

.. .. 



Patents 

60,000 

71,000 


. 

11,000 


Goodwill 

50,000 

40,000 

_ — 


10,000 

Bond discount 

— 

4,680 

— 

— 

4,680 
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(a) application of fund 
(6) source of fund 

(c) no flow of fund 

6. Profits made by a business result in dn equal increase of 
(n) cash balances 

(b) working capital 

(c) net worth of the business. 

Questions 

1. What is the primary purpose of statement of sources and uses ? 

2. Would it be possible for a statement of sources and uses of work- 
ing capital to show an increase in working capital if the business operated 
at a loss ? 

3. ^ Would it be possible for a statement of sources and uses of work- 
ing capital to show a decrease in working capital if the business operat^ 
at a gam ? 

4. Point out bow the net working capital provided by operation is 
sometimes confused with net iccome. 

5. Name some major sources of working capital. 

6. List at least five examples of the use of working capital. 

7. “You cannot pay your creditors with ‘funds’. The only sensible 
solution, therefore, is to use cash as your definition of funds ” For what 
purpose or purposes does the author of this comment orobably use funds 
statement ? Explain. 

8. “Profit and loss account is an example of statement of sources 
and uses of fund bxause sales is an example of source of funds and cost 
of goods sold, expenses paid or outstaodiQg are examples of applications 
of funds,” Po you agree with this 7 If not, why 7 

9. “During the first few years of operations, no business firm should 
be required to report income. Instead reports on the sources and uses of 
resources would provide much more information to investors and regula- 
tory agencies.” Do you agree 7 

10. “Since a statement of sources and use of funds can be prepared 
where we have beginning and en ling balance sheets and an income state- 
ment, the funds flow statement really contains no new information.” Do 
you agree 7 Explain. 



Exercises 

1. The Petrimix Corporation’s annual report for 1974 shows the 
followiig account balances : 

1974 1973 

Investment in other companies Rs. 28,000 34,000 

Surplus (retained) 67,500 57,000 
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A note to the statement reports that the corporation sold its 40% 
interest in the Hermis Corporation for Rs. 23,500. There was a gain of 
Rs. 13,500 on the transaction, and it was credited directly to retained sur- 
plus. What were the sources and use of funds arising out of transactions 
in investments in other companies and out of the operation 2 

[Source ; (i) SciJe of imestments Rs. 23,500 ; Uses : (f) Purchase of 
imestnients Rs. 4,000 ; Loss from operation Rs. 3,000] 

2. Hercules Limited annual report for 1974 shows the following 
account balances ; 


1974 1973 

Investment in Metax Limited Rs. 28,000 34,000 

A note to the statements reports that the corporation sold 40% of its 
investments in Metax Limited at a gain of Rs. 8,400. Calculate sources 
and uses of fund. [Source from sale of investments Rs. 22,000 ; 

Application on the purchase of investments Rs. 7,600] 

3. Indicate whether each of the following transactions would be a 
source (increase) or use (decrease) of fund defined as working capital : 

(fit) Sale of merchandise on account, {b) Sale of merchandise for 
cash, (c) Borrowing cash on a short-term note payable, (d) Collection 
of accounts receivable, (e) Purchase of merchandise on account. (/) Pur- 
chase of equipment on account, (g) Purchase of equipment in exchange 
for long-term notes payable, (h) Declaration of dividend payable in cash. 
(/) Payment of dividend declared earlier, (j) Payment of account payable. 
(k) Return of merchandise to supplier for credit. (/) Issuance of capital 
stock for cash, (rn) Issuance of dividend in the form of capital stock, 
(n) Recording periodic depreciation, (o) Sale of used equipment for cash. 
(p) The deposit of cash in a saving account, (q) Declaration of bonus 
dividend, (r) Payment of expenses, (s) Redemption of debenture by pur- 
■ chasing them in the open market, (f) Redemption of debenture by conver- 
ting them in to equity shares. (») Recording bad debts, (v) Recording 
the provision for bad debts, (w) Recording the provision for taxation, 
(a:) Transferring the amount to Sinking Fund for the redemption of deben- 
tures. (y) Discontinuing the long-term deposit, (z) Recording the apprecia- 
tion in the value of long-term assets. 21T 


4 During January, 1971, the Madhu Company had the following 
unrelated transactions : 

{a) Equipment was purchased for Rs. 5,000. One half was paid in 
cash and the balance was due in one year, (h) Accounts payable of 
Rs. 2,000 were paid in cash, (e) Sold for Rs. 10,000 a truck which was 
completely depreciated and not in use. (rf) Purchased for Rs. 4 000 some 
shares of another company n temporary investment of excess funds. 

of Rs. 50'' ''1 account. 

^lyab' 


(e) Purchased merchandis' 
90-day note in payment r 
on a note payable in the. 


of Rs. 400. (/i) Purchasl 
owners invested an additi\ 
company discovered a cast 


(/) Issued a 
‘ H50. (g) Paid interest 
• note principal 
UOO. in The 
O') The 
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Considering the above transactions separately, show how would each 
aOect a statement if funds were defined as working capital. 

Problems 

5. From the following Balance Sheet of X Co Ltd you arc required 
to prepare a schedule of changes in working capital and Statement of Flow 
of Funds. 


Dec. 31, 1977 Dec. 31, 1978 


Asseii 

Rs. 

Rs. 

Land and Buildings 

50,000 

50,000 

Plant 

24,000 

34,000 

Stock 

9,000 

7,000 

Debtors 

16,500 

19,500 

Cash at bank 

4,000 

9,000 


Rs. 1,03,500 

1,19,500 

Capital and Liabilities : 



Capital 

80,000 

85,000 

Profit and loss appropriation account J 4,500 

24,500 

Creditors 

9,000 

5,000 

Mortgage 


5, COO 


Rs. 1,03,500 

1,19,500 


[B. Com. (Hons.) Delhi 1979] 

[Total sources Rs. 20,000 : 

: Purchase of plant Rs. 10,000 ; AVr 

increase in norking capital Rs. 10,000] 

6. The summarised balance sheets of Alpha Ltd as on 31st March, 

1973, 1974 and 1975 are given below : 




As on 3 1st March 


1973 i 

1974 1975 

Liabilities : 

(Rs. 

in lakhs) 

Paid-up capital 

194 

194 194 

Borrowings (Long-term) 



(i) From banks 

' 68 

97 124 

(ii) From others 

281 

343 379 

Current liabilities 

52 

54 99 


Total Rs. 595 

688 796 
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Assets : 

Gross block 
Less ; Depreciation 

Net block 
Current assets 
Profit and loss account 


355 

. 356 

361 

69 

95 

122 

286 

261 

239 

143 

199 

234 

166 

228 

323 

Rs. 595 

688 

79£ 


Prepare a statement of ‘Net sources and uses of funds’ for the yes 
ended on 31st March 1974 and 1975 and give your comments on the sam 

[C.A. (Final) May, 197* 

[1974 : Increase in working capital Rs. 54 lakhs ; Total offline 

flowRs.9l lakh 

1975 ; Decrease in working capital Rs. 10 lakhs. Total ( 

funds flow Rs. 73 lakh 

7. Following are the comparative balance sheets of Novo Compac 
as at December 31 : 


Capital and Liabilities 1965 1966 

Share capital Rs. 70,000 74,000 

Debentures 12 000 6.000 

Trade creditors 10,360 11,840 

Provision for doubtful 
debts 700 800 

Profit and loss 10,040 10,560 


Rs, 1,03,100 1,03,200 


Assets 1965 196i 

Cash Rs. 9,000 7.80( 

Trade debtors (good) 14,900 17,701 

Stock in trade 49,200 42,701 

Land 20,000 30,001 

Goodwill 10,000 5,001 


Rs. 1,03,100 1,03, 20C 


Information : (1) Dividends were paid totalling Rs. 3,500. (2) Lan 

as purchased for Rs. 10,000 and amount provided for the amortizatio 
of goodwill totalled Rs, 5,000. (3) Debenture loan was repaid Rs. 6,000. 

You are required to prepare funds flow statement and statement c 
the changes in working capital and other assets. 21' 

[Supply of funds Rs. 13,120 ; Application of funds Rs. 19,500 ; Ni 

profit made during the year Rs. 9,I2G 

Note. Provision for doubtful debts will be added back to net profits ii 
order to calculate source from profits made during the year. This has been don( 
because debtors arc good and any provision for doubtful debts is in the nature o! 
appropriation of profits. 

8. From the following balance sheets of Nosuch Company Ltd a 
on December 31, 1978 and 1979 you are required to prepare funds flo\ 
statement for the year ending December 31, 1979, and schedule of change 
in working capital and changes in other assets ; 
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1978 

1979 

Assets 

Shire capital 

Rs. 1.00.000 

1.00.000 

Goodwill 

General reserve 

14.000 

18.000 

Building 

Profit and loss 

16.000 

n.QOO 

Plant 

Sundry creditors 

8.000 

5,400 

Investment 


1.200 

800 

Slock 

Provision for taxation 16,000 

18,000 

Bills receivable 



Debtors 

debts 

400 

600 

Cash St bank 


Rs. 1.55.600 

1,35,800 



1978 

Rs. 12.000 12.000 

40.000 36 000 

37.000 36.000 

10.000 11,000 

30000 23,400 

2.000 3.200 

18.000 19.000 

6,600 15,200 

Rs. 1,55.600 1,55,800 


Additional information ; (j) Depreciation charged on plant was Rs. 
4.000. (ii) Provision for taxation of Rs 19,000 was made during the year 
1979. (Hi) iDlerim dividend of Rs. 8,000 was paid during the year 
1979. 21-5 

[Sources of Fund Rs. 36,000 ; Application of Fund Rs. 29,000) 


[Hint Prepare provision for taxation and loss accounts. Provision for 
doul^tful debts will not be added back to calculate source from operation because 
it is in the nature of a charge. Tax paid is treated as application and provision 
made during the year is added back to profit. Investments, being of high amount, 
have been treated as fixed assets ] 


9. The balance sheets of R& Co Ltd as at the end of 1968 and 
T969 are given below : 


Capital end liabilities 

1968 

1969 

1 Assets 

1969 

1969 

Shsrscapital Rs. 1,00,000 

1.50.000 

Freehold land Rs 1,00,000 


Share prealna 


3.000 

Plant at cost 

1.04.000 


Cemal mene 

30.000 

60.000 

Furoitureat cost 

7.000 


Profit and loss account 

10.000 

17,000 

lavestments at cost 

60.000 

EO.OOO 

6% debentures 

70.0CO 

50,000 


30,000 

70.0C0 

Provision for deprecia- 




60.000 

65,000 

tion of plant 

50.000 

56,000 


30,000 

45,000 

Provision for deprecia* 






lion of furuiture 

3.000 

6.0CO 




Provision for tixatioo 

^P.W 

x\ax* 




Sundry creditors 

Svnwo 

‘JJ.tW 





*a.Xv:.CV\' RX.3.91.0CO 4.©.000 


for cash Rs. see V.M RrjSeTtN'c.RV Or. 'ere 1955 £2 i-r-, of 

furniture was pviivV>^. rijr *<?%. ^,\V. T^rs? rbe ct^'r 
concerning f.vtv.* Tk'Tctcurs.'c: or gCir* -wis 

at 8% on cc« soV CuC ■?. r ir::.' k'csair'risl aai 

on furnilure at -X of oz crtrruj 

jhates was paW. 

You ate k scerr-s rrc cisrir?- 

m of funds duti.*g v ..:-X Irsl ^ ' 

'M. Ffom the b*i':e=ao:?e 'Oi a.'zzaoitr-' 

“S’-UTCeand Ihsposhkc 
^^aJrartd^lscashpCl^^■h:^^^'c^rrzw■.■K 
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The summarised balance sheets of CD Limited as at 31st December, 
1968 and 31st December, 1969 were as follows : 



1968 

1969 


Rs. 

Rs. 

Issued share capital 

1,00,000 

1,50,000 

Share premium 

15,000 

35,000 

Profit and loss account 

28,000 

70,000 

Debentures 

70,000 

30,000 

Bank overdraft 

14.000 

— 

Creditors 

34,000 

48,000 

Proposed dividends 

15,000 

20,000 

Depreciation— Plant 

45,000 

54,000 

— Fixtures 

13,000 

15,000 


Rs. 3,34,000 

4,22,000 

Freehold property at cost 

1,10,000 

1,30,000 

Plant and machinery at cost 

1,20,000 

1,51,000 

Fixtures and fittings at cost 

24,000 

29,000 

Stocks 

37,000 

51,000 

Debtors 

43,000 

44,000 

Bank balance 


16,000 

Premium on redeemed debentures 

— 

1,000 


Rs. 3,34,000 

4,22,000 


The following additional information is relevant : 

O'J There had been no disposals of freehold properly in the year. 

(«) A machine tool which had cost Rs. 8,000 and in respect of 
which Rs. 6,000 depreciation had been provided was sold for Rs. 3,000 
and fixtures which had cost Rs. 5,000 in respect of which depreciation of 
Rs. 2,000 had been provided were sold for Rs. 1,000. The profits and 
losses on these transactions had been dealt with through the profit and loss 
account. 


woe -5 Tnn premium paid on the redemption of the debentures 

vas Rs. 2,000 of which Rs. 1 ,000 had been written off to the profit and 
(OSS account. 

(iV) No interim dividend has been paid. 

- (I C.W.A. England December, 1970) 

[Profit from operations Rs. 83,000 ; Increase in working capital (other 
than cash) Rs. 1,000. Improvement in cash Rs. 30,000. Total 

of source and uses Rs. 1,57,000] 

in working capital, the increase with res- 
pect to other Items. The balance will indicate improvement in cash] 

r>M‘ T balance sheets have been prepared from the books 

of Rws Lumted as appearing on 31-12-1977 and 31-12*1978. 
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BALANCE SHEETS 


Equity capital 
Share premium 
General reserve 
Debenture redemption reserve 
Debentures • 

Taxation provission 
Secured Joan 
Current liabiJities 


Buildings 

Plant and machinery 

Furniture 

Cash in hand 

Stock 

Debtors 

Bills receivable 

Investments 


‘ 1977 

1978 

Rs. 

Rs. 

4,00^0000 

6,00,000 

1,00,000 

1,10,000 

2,00.000 

2,20,000 

1,00,000 

1,10,000 

3,00,000 

2,90,000 

40,000 

35,000 

2,00,000 

1,00,000 

24,000 

30,000 

Rs. 13.64,000 

14;95,000 

5,70.000 

5,00,000 

3,60,000 

3,51,000 

90.000 

81,000 

5,000 

8,000 

1,55,000 

1.45,000 

1,80,000 

1,60,000 

4,000 

40,000 

— 

2,10,000 

Rs. 13,64,000 

14,95,000 


(а) During 1978, the company paid 12% dividend on its equity 
share capital of Rs. 4,00,000. 

(б) The shares are of Rs. 100 each fully paid. 

(c) Taxation provision of 1977 was utilised to the extent of Rs. 
30,000 for income-tax paid in 1978. 

(tO Depreciation was charged on buildings at 5%, on plant and 
maebinery at 10% and on furniture at 10% for a full one year. 

(e) A building worth Rs. 70,000 was sold on 1-1-1978 at Rs. 60,000 
rnd a new bunding was constructed at a value of Rs. 25,000 on 31-12-1978. 

(/) A machine was purchased at a cost of Rs. 40,000 ori 
while a machine having a book value of Rs. 10,000 was sold on 1-7-1978 
at Rs. 20,000. 


Prepare a statement showing movement in working capital, 

and loss appropriation account and a statement showing the 

application of funds. [A.C.S. (Finat; Jooe 

{Ket increase in working capital Rs. 3fi00 ; funds from 

Rr. 1,76,000 ; Toted of ftu^sjlow siatemeni ^ j 

Note. lovcstmeot is aot considered 8 current asset. / 

income statement of Gr 
Limited as on December 31, 1968 and 1969 are as folio 
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Additional information. New plant assets costing Rs. 80,000 were 
purchased during the year. 

Required. From the foregoing information, prepare (a) a statement 
of sources and uses of funds for the year 1979, (6) a schedule of changes ^in 

net jis. 2,57,000 ; Application of funds Rs. ^M500\ 

Source from prcfit Rs, 1,97,000] 

15. The following is the Balance Sheet of a concern as on 30th June 

1974 : 


Capital Rs. 12,00,000 

Trade creditors , 2,50,000 

Profit and loss account 80,000 


Fixed assets (at cost less 
depreciation) 

Stock 

Debtors 

Cash and bank balances 


Rs. 5,00,000 
4,50,000 

2.50.000 

3.30.000 


Rs. 15,30,000 


Rs. 15,30,000 


The management makes the following estimates for the year ended 
30th June 1975 : . 

Up to 3 1st May 1975 , June 1975 

Purchases Rs. 15,20,000 1,05,000 

Sales 22,40,000 , 2,50,000 

Additional information ; 

(/) It has been decided to invest Rs. 1,50,000 in purchases of fixed 
assets which are depreciated @ 10%. 

(ii) The time lag for payment to creditors and receipt from debtors 
is one month. 

(Hi) The business earns a gross profit of 33 on turnover. 

(iv) Sundry expenses against gross profit will amount to 12% of the 
turnover (excluding depreciation on fixed assets). 

You are required to prepare a projected Fund Flow Statement fo: 
the year ended 30th June 1975. [C.A. (Final) November 1974 

[Increase in working capital Rs. 3,81,200 : Projected Gross prof 
Rs. 8,30,000 : Projected Net profit Rs. 4,66,200 ; Projected Bjt 
Total Rs. 18,51,200 ; Total of the Projected Fimds Flo] 

Statement Rs. 5,31,200 

16. The comparative balance sheets of Bombay Industries Ltd as oi 
December 31, 1977 and 1978 are as under : 


Liabiliiies , 

Current liabilities ; 
Sundry creditors 
Provision for tax.-ilion 
Liabilities for expenses 


Total current liabilities 


Figures in lakhs 


1977 

1978 

Rs. 

Rs. 

40 40 

43 20 

10-80 

12-20 

2-60 

1-00 


Assets 
Current assets : 

Cash and bank 
Debtors 
Stock-in-trade 
Miscellaneous (including 
marketable securities) 


Figures in lakh: 
1977 Ji 

Rs. R 

44 60 
to SO 
44 00 


30 20 


47 

17 
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Long-itrm hahiUtitt : 
Mortgage loan 


2200 


2100 


Fbetd assets : 

Plant, machinery and 
building 2S340 368 00 

lerr lotal depreciation — 25'80 — 34 20 


Land 


257 60 333 80 
50 00 50-00 


Total liabilities Rs. 75 80 
0»7ifr’j eguily : 

Paid-up capitai 2SQ0Q 

Reserves and surplus 140-60 

Total owner's equity Rs. 420 60 


7740 

32000 
163 00 

483 60 


Total fixed assets Rs. 307 60 
long-term investments 42 40 
Intangible assets Rs. 16 80 


383 FO 
25 20 
1200 


income for the year amoimtcd to Rs. 57-80 lakhs aflcr charfing 
depreciation of Rs. 8 dO Jakhs but before making the foIfo«ing adjust- 
ments: (i) Profit on sale of land purchased and sold ju 1978 Hs, 15 tO 
lakhs; (//) Loss on sale of marketable securities Rs. 2-80 lakhs ; {ni) 
Write off intangible assets Rs. 1-80 lakhs ; (iv) Write off Jeng-term in- 
vestment Rs. 17 20 lakhs. 

The dividend declared and paid during the year amoimtcd to Rs 
25*60 lakhs. From the above particulars prepare : (t) Statement of 
sources and application of funds, and (rr) Statement of changes m working 
capita!. (Managemeot Accoontancy—C.A. Institute) 21*10 

(Net increase in working capita! Fs. 9 20 fakh. 

Notes ; L Provision for lax made during the last year has been used for pay- 
ing tax this year and is an application of fund Provision made during the curreet 
year has been added back for calculating the source from operation 

2. Dividend paid has been shown as an application It has been added back 
to the proRt for calculating the source from operation. 

3. Marketable securities have been classified as current assets. A loss on its 
sate will not affect the calculation of source from operanon. 

17. The following accounts of a company have been prepared for 
the year ended 30th September 1976 : 

BALANCE SHEET- 


Share capital 
Share premium 
Reserves 
Long-term debt 


Represented by 

Property, plant and equipment 
Preproduction expenditure 
Exploration and development 
Associated companies 


/m 

1975 

Rs. 

Rs. 

(in miHions) 

(tn millions) 

273 3 

266*5 

71 9 

45-6 

545*2 

467*2 

478 8 

360-0 

1,369*2 

1,139-3 

782-9 

695*7 

53-5 

40-8 

4-8 

10 0 

lOJ-8 

86*1 
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Rs. 

Rs. 

Rs. 

Rs. 

Current assets : 





S ock 

314-6 


243-2 


Debtors 

247-5 


221-0 


Bank 

301-2 


259-1 



863-3 


723-3 


Less : Current Liabilities 





Creditors 

261-0 


240-0 


Short-term debt 

94-8 


72-8 


Provision for tax 

68-2 


93-9 


Dividend 

13-1 


9-9 



437-1 

. 426-2 

416-6 

306-7 



1,369-2 


1,139-3 




1976 

1975 

Profit and Loss Account 





Sales revenue 



1,184-0 


Operating profit 



92-8 


Share of profit of associated 





companies 



6-0 


Interest receivable 



26-4 


* 



125-2 


Deduct interest payable 



37-9 


Profit beforb tax 

• 


87-3 


Tax on profit for the year 



32-4 


Net profit after tax before extra- 





ordinary items 



54-9 


Extraordinary items 



22-3 


Net profit after lax and extra- 





ordinary items 



77-2 


)ividends paid and proposed 





.'reference 


0-4 



Ordinary 




fO-41 

Interim paid 


6-3 



Final proposed 


6-6 


(5-6) 




13-3 


Retained 






By company 

62-3 




By associates 

1-6 


63-9 
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During the year 2,72,000 ordinary shares of Rs. 25 each were issued 
at a premium of Rs. lOJ per share under a rights issue made to ordinary 
shareholders. The expenses of the issue amounting to Rs. 9,00,000 were 
charged against the share premium account. 

The investment in associated companies was revalued during the year 
providing a surplus over book vaiuc of Rs. 14-1 million. There was no 
additional investment. 

Operating profit is after charging depreciation on property,’ plant 
and equipment of Rs. 77-1 million, preproduction expenditure of Rs. 8-6 
million and exploration and development cost of Rs. 22-2 million. 

Prepare a statement showing the changes in financial position for 
the year ended 30th September 1976. 

(Adapted from Professional Evamlnation II 
England, December 1976) 
(tnerease in Hiking capital Rs. 97 million : Total of funds 
fow statement Rs. 343 I million ; Funds front 
operations Rs. 190- 3 million} 
Hints: (1) Prolts retained by associated compames must be subtracted to 
arrive at funds from operaiioos. 

(2) Production expenditure capitalised and share issue expenses and 
iiems of application. 

(3) ShorSierm debt Is an item of working capital. 


18 Ths foHowifij are the sumninsei trial balances of Honesty 
Ltd as at December 31, 1971 and December 31, 1972 : 


derounts 

1971 


Dr 

Cr. 

Dr 

Cr 

Issued share capital Rs 

— 

8,00,000 

— 

s, 06 ^ 

Capital reserve 

— 

— 


2,00,000 

i*/i Debentures 

— 

— 

w. 

2,50,000 

Discount on issue of debentures 


— 

5,000 

_ 


5.00.00n 


4,00,000 

_ 

Plant and machinery 

jo.co,ooo 

— 

12.50,000 


Provision Cor depreciation on fixed assets 

— 



5,00, COO 

Profit and loss account balance 
on 1st January 



3.00,000 

_ 

4,50.CC0 

Net profit for the year 

Dividend for Ihe previous year 

80,000 


80,000 

3,00,COO 

Provision for doubtful debts 


20.000 


35.C0O 


1,00.000 


3,00.000 


Current assets 

7,00.000 

— 

8,50,000 


Current liabilities 




2.50.'ro 

Bank overdraft 

— 

2,80,000 

— 

1,00, tt(» 

Rs. 

23,80.000 23.80,000 

28,85,000 

''8,85,<’00 


The following additional information is available : 

(1) During the year, land and building having an original cost of 
Rs. 1.00,000 and a written down value of Rs. 75.000 have been sold for 
Rs. 3.00,000. The capital profit has been transferred to capital reserve 
and the profit equivalent to the depreciation written off in the past has 
been included in the profit for the year. 
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(2) On January 1, 1972, the company issued debentures of a 
face value of Rs. 2,50,000 at a discount of 5%. Part of the discount has 
been written off out of the profits. 

Prepare a statement of sources and application of funds during the 
year. (C. A. Final 1973) 

[Total sources Rs. 9,45,000 ; Total applications Rs. 5,30,000 ; 

Increase in working capital Rs. 4,15,000] 


Hints ; (/) Opening anu closing balances of profit and loss account are cal- 
culated by adding opening balance of profit and net profit made during the year and 
deducting therefrom dividend paid of the previous year. Thus opening balance 
will be Rs. 4,50,000 {i.e., Rs. 3.00,000+Rs. 2,30,000-Rs. 80,000) and closing balance 
will be Rs. 6,70.000 (i.e., Rs. 4,50,000-i-Rs. 3,00,000-Rs. 80,000). 

(ii) Source from operation is Rs. 4,07,500. 


(Hi) Trade investments arc treated as non-current assets. 

(iV) Provision for depreciation Rs; 1,25,000, discount on debentures Rs. 7,500 
ajc added to net profits. 

19. The following are the Balance Sheets of Strong Ltd as on 31st 


March, 1977 and 31st March, 1978 : 

Tiabilitks 3j-3l977~TT3Tf97ii 
Rs. Rs. 

Equity slrn'c capital 
(shares of Rs. 10 

each) 2,00,000 2,40,900 

Less : Cans in arrears 2,400 800 



1,97,600 

2.40,100 

Add : Forfeited shares 

— 

1,600 

6% I reference share 
capital (shares of 


2,41,700 

Rs. 10 each) 

1,00,(10111 

1 2,0001 

Less : Calls in arrears 

1.200| 

1 400; 


98.800 

1,600 

Genera! reserve 

60,000 

20,000 

Profit & loss a/c 

10,000 

32,900 

Gipital reserve 


i 4,200 

^pitai redemption 
reserve 

_ 

55,100 

Bank Loan 

10,000 

6,000 

Sundry creditors 

85,000 

72,000 

Provision for idx.iiion 

26,000 

28,000 

Rs. 

4.87.400 

4,61,500 


Assets 

31-3-J977 

31-3-1978 


Rs. 

Rs. 

Goodwill 

15.000 

30.000 

Machineries 

90,000 

90,800 

Furniture 

10,000 

9,500 

Building 

70,000 

68,000 

Vehicles 

30,000 

24,000 

Investments 

20.000 

12,000 

Slock 

65,000 

60,000 

Sundry debtors 

70,000 

60,000 

Income tax receivable 


400 

Cash at bank 

92,400 

1,02,800 

Advance Tax 

25.000 

24,000 


Rs. 4,87,400 4,61,500 


Additional Information 

(/) During the year, preference shares were redeemed at a premium 
of 5%, and, before redemption, the preference shareholders, whose calls 
were in arrears, were given notice to pay the arrear money. Holders of 
4u>’ sharer, duly paid the call inoney and the rest could not, and so the 
Diicetois proceeded on rcdempiion. The Directors made the minimum 
necessary fresh issue of shares, after utilising fully the balance of PvS. 60,000 
in the General Reserve. 
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Calls in arrears, for both classes of shares, were in respect of Final 
Call @ Rs. 2 per share. 

(//) Of the arrear money on Equity Shares, 800 shares were forfeited, 
out of which 6()0 shares were reissued @ Rs. 9 per share and the money 
duly received. 

{ill) AdQinw_. t bank loan obtained during the year amounted to 
Rs. 8,000. 

(iv) Machinery costing Rs. 6,000 was disposed of during the year for 
Rs. 4,200 (No depreciation had been provided on the sold item). 

(v) Investments, costing Rs. 8,000, were also sold for Rs 9,000. 

(v/) Addition to machineries during the year : Rj. 10,000. 

You are required to prepare a statement of sources and applications 
of thefunds for the year ended 31st March, 1978. 

[C.A. Final (New) Nov. 1978] 

(Increase in working capital Rs. S^SOO ; Total of source and applications 

Rs. 1,30,700] 


20. Following are the summarised balance sheets of XT Ltd, as on 
March 31, 1979, and 1980: 


Uobunut 

Rs 

Rs 

Assets 


Rs. 

Rs. 

Equity share capital 
6% Redeemable pre- 

37,500 

60,000 

Fixed assets 

Xess : Depreciation to 

1,20,035 

1.26.865 

ference shares 
rUot replacement 

50.000 

7,500 

40,000 

s.ooo 

date 


45.010 

75.025 

49,240 

77.625 

Lona-term loans 


20.000 

Investments 


30.500 

33.000 

11,000 



Invepiory 


49.000 

52.000 

Trade creditors 
Proposed dividend on 
equity shares 

Profit and loss 

42,225 

€.000 

50,175 

37,775 

(2.000 

51,350 

Debtors 

Cash 


44,000 

5,875 

42.500 

16,000 

Rs. 

Z04,400 

2,26,125 


Rs. 

2.<M.400 

2,26,125 


Additional information : (a) Rs. 12,500 was capitalised by making 
Ciiulty shares fully paid up. (b) Final dividend on'preferencc share capital 
a:id interim dividend of Rs 2,000 on equity shares were paid on March 31, 
19S0. (rj Proposed dividend of year the ending on March 31. 1979 was paid 
during the year 1979-80 (d) Diflerence in fixed assets replacement reserve 

account represents transfer to profit and loss appropriation account, 
(e) Fixed assets were revalued by Rs 1,500 in excess of the book value and 
the amount was credited to profit and loss account. (/)Rs. 850 being 
expenditure on fixed assets which on March 31, 1979 was c.irricd forward 
in debtors account, was transferred back to fixed assets in 1980. (g) Fixed 
assets costing Rs. 3,000 (accumulated depreciation thereon being Rs. 2,400) 
was sold for Rs. 125. The loss waschargedtoprofitandlossaccount- 
(/i) Duri.ii the year 1979-SO, redeemable preference shares of Rs. 10,000 
were redeemed at 10% premium For this purpose fresh issue of equity 
shares of Rs. 10,000 was made. 

[Xet increase in working capital Rs. 27 fi2S] ' 
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{Hint. TransferofRs. 850 from debtors account to hxen assets should be 
brought back to the original position by crediting debtors account and debiting 
fixed assets account appearing in the balance sheet of 1979. This must be done to 
assest the amount applied in the purchase of fixed assets and change in current 
assets of the business.] 

21. The net changes in the balance sheet account of X Co. for the 
year 1970 are shown below : 


- — Debit 
Rs. 

Investment 

Land 3,200 

Buildings 35,000 

Machinerjj 6,000 

Office equipment 
Alfowancc for depreciation : 
Building 
Machinery 

Office equipment 600 


Credit 


Debit 

Rs. 


Rs. 

25,000 

Discount on bonds 
Bonds payable 

2,000 


Capital stock— pref. 

10,000 


Capital stock-common 

1,500 

Premium on common 

1 slock 


2,000 

Retained earnings 


900 

Working capital 

37,400 


idditional infounation : 


Total Rs. 94,200 


Credit 

Rs. 

40,000 

12,400 

5,600 

6,800 

94^00 


(1) Cash dividends of Rs. 18,000 were declared Dec. 15, 1970, pay- 
able Jan. 15, 1971. A 2 per cent stock dividend was issued on March 31, 
1970 when Ihe market value was Rs. 12*50 per share. 


(2) 'rhe investments were sold for Rs, 27,500. 

(3) A building which cost Rs. 45,000 and had a book value of 
40,500 was sold for Rs. 50,000. 

(4) The following entry was made to record an exchange of an old 
“achine for a new one : 

Machinery account Dr. Rs. 13,000 

Allowance for depreciation account — 

Machinery Dr. 5,000 

To Machinery account Rs. 7,000 

To Cash account j } ^qoo 

(5) A fully depreciated office machine which cost Rs. 1,500 was 
vritlcn off. 

(6) Preferred stock of Rs. 10,000 par value was redeemed for 

10j200* 


(7) The company sold 1,000 shares of its common stock (par value 
Is. 10) on June 15, 1970, for Rs. 15 a share. There were 13,240 shares 
utstanding on Dec. 31, 1970. 


Required. Statement of sources and applications of funds (net work- 
ig capita!) for the year 1970, ^ 

(Bachelor of Business Administration. Feb. 1970 ? 

University of Singapore) 21*14 
increase in sources of fund Rs. 37,400) 
X . ,u‘ funds statcmeni ana additional information ner- 

Limited during the year ended Decem^r 
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B/ae Pftflf Ltm/fcd 
STATEMENT OF SOURCES AND APPLICATIONS OF NET 
WORKING CAPITAL 

For the i tar ended December 31, J979 


Sources : 

Rs. Rs. 

Funds provided by operations 

From issue of debentures 

51,500 

1,00,000 

From issue of equity shares (1 5,000 shares 

@ Rs. 10 per share fully paid) 

2,40,000 

Uses : 


For acquisition of plant and equipmen 

For payment of dividend 

1,70,000 

15,000 

Net increase m working capital 

Rs. 2,06,500 


Additional in/omtathn : (I) The Blue Print I-imifed was incorpora’ 
(cd on Januhry I, 1979. (2) Plant was purchased on Janflary 1, 1979 and 
plant of the value of Rs. 10,000 was destroyed by fire on December 31, 
1979. (3) Expected life of plant is 10 years, The company uses the straight' 
line method of depreciation. 

You are required : (a) To compute the balance of net income of Blue 
Print Limited and (h) Prepare a balance sheet as on 31.12*I979. 

{Total of balance sheet Rs. 3,49,500 ; Balance of profit and toss 
appropriation account Rs. 9fi00] 21*15 

[Hlat. la the absence of details current liabilities cannot be shown separate* 
ly. The balance of these has been shown as one item m the balance sheet ] 

23*. Given below are the changes in account balances of Ahmed, a 
retailer in general merchandise, for the fiscal year ended October 31, 1979 : 
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Cash Budgeting and Cash 
Flow Techniques 


For a finance manager of any business the most important function . 
is the proper management of cash. By proper management it is meant 
that tlicrc is adequate cash to meet the maturing obligations and at the 
same time there is no surplus cash remaining idle. Cash is procured by a 
business from owners and from lenders -in both cases at a cost There- 
fore the finanee manager should ensure that surplus cash, not immediately 
needed by the business, is properly invested, .\gain, if the cash is not 
sufficient to meet the business obligations as and when they fall due, the 
business may have to face the danger of technical insolvency. Many 
companies, otherwise successful, have failed because of improper cash 
; management. In advanced countries ratio-analysis is applied for diagnos- 
ing insolvency. One of the ratios which is becoming increasingly popular 
in this context is the ratio of current assets to total liabilities in general and 
the ratio of cash to total liabilities in particular. Cash is the most liquid 
asset which can be used for discharging immediate liabilities. Hence the 
importance of cash management. Other current assets being less liquid 
than cash can only be used for discharging liabilities over a period of time, 
because such assets will have to be first converted into cash and then only 
can be applied for payment of liabilities. From this it follows that while 
funds flow statements are useful for planning long-term operations of the 
business, cash-flow statements arc useful for planning short-term operations 
of the business. The most usual step in the management of cash is to 
prepare a cash forecast or cash budget for a given period, usually six 
mouths or one year. The budget may be prepared on a weekly basis or 
a monthly basis, depending upon the internal requirements of the business. 
A properly conceived cash budget olTers the following advantages : 

1, It ensures that cash is available at a time it is needed. 
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2. It enables managment to check the tendency to overspend. As 
the available resources ^re known, payments can be tailored to match the 
resources. 

3. The management can also decide the Ibnii ol borrowing after 
seeing the nature of cash deficit as repealed by the cash budget. If the 
deficit is temporary, short-term borrowing such as an arrangement for an 
overdraft with the bank is sufficient. Alternatively the business may obtain 
longer credit period from its suppliers. But if it is going to be a medium 
term feature, the business should think of public deposits or a term loan 
from a commercial bank or some other financial institution. 

4. If the budget shows the availability of excess cash then manage- 
ment must considcs suitable short-term and long-term investments as the 
case may be. No doubt, in contrast to other current assets such as book 
debts or stocks the investment in cash or cash equivalents involves no risk. 
There are little or no opeating costs. But it should be borne in mind that 
too much cash on hand bej ond the operational requirements of the business 
may reduce the rate of return oo capital employed Therefore, as in the 
case of other assets, business must try to secure the optimum productivity 
of this asset as well. Viewed in this context a highly liquid position is 
indicative of poo : rather than good managemeni. 

5. Cash ludget also enables the management to formulate u suitable 
dividend policy. If the business is not able to obtain sufficient inflow of 
cash, then the business can restrict its cash dividends. 

6. Cash budget also enables the management to ascertain the possi- 
bility of financing the capital expenditure projects internally. 

7. It also enables the management to take advantage of cash dis- 
counts during periods when surplus cash is available. 

Methods of Cash Budgeting 

Cash budgeting can be done in any one of the following three ways : 

1. Tbe receipts and paj meals method. 

2. The adjusted profit and loss method. 

3. The balance sheet method. 

While the first method is popular for short-term forecasting, the other 
two methods arc employed for long-term forecasting Tlis second and 
third methods are not as accurate and as detailed as the first method hut 
serve the purpose of long-range planning. . 

1. The Receipts and Pa) minis Method. TIib is viiliully summa- 
rised cash account. The budget is prepared on the basis of eslunated 
receipts and pajmenls of cash and the pro-forma given below may be very 
useful io the preparation of the budget. 
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Cash Budgeting and Cash 
Flow Techniques 


For a finance manager of any business the most important function . 
is the proper management of cash. By proper management it is meant 
that there is adequate cash to meet the maturing obligations and at the 
same lime there is no surplus cash remaining idle. Cash is procured by a 
business from owners and from lenders -in both cases at a cost There- 
fore the finance manager should ensure that surplus cash, not immediately 
needed by the business, is properly invested. Again, if the cash is not 
sufficient to meet the business obligations as and when they fall due, the 
business may have to face the danger of technical insolvency. Many 
companies, otherwise successful, have failed because of improper cash 
'management. Jn advanced countries ratio-analysis is applied for diagnos- 
ing insolvency. One of the ratios which is becoming increasingly popular 
in this context is the ratio of current assets to total liabilities in general and 
the ratio of cash to total liabilities in particular. Cash is the most liquid 
asset which can be used for discharging immediate liabilities. Hence the 
importance of cash management. Other current assets being less liquid 
than cash can only be used for discharging liabilities over a period of time, 
because such assets will have to be first converted into cash and then only 
can bo applied for payment of liabilities. From this it follows that while 
funds flow statements are useful for planning long-term operations of the 
business, cash-flow statements are useful for planning short-term operations 
of the business. The m.nst usual step in the nianagerneat of cash is to 
prepare a cash forecast or cash budget for a given period, usually six 
months or one year. The budget may be prepared on a weekly basis or 
a monthly basis, depending upon the internal requirements of the business. 
A properly enneeived cash budget oflTers the following advantages : 

1, It ensures that cash is available at a time it is needed. 
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2. It eoables managment to check the tendency to overspend. A 
the available resources are known, payments can be tailored to match lb 
resources. 

3. The management can also decide the Ibmi of burrow ing aflei 
seeing the nature of cash deficit as ret ealed by the cash budget. Iftht 
deficit is temporary, short-term borrowing such as an arrangement for ai 
overdraft with the bank is sufficient. Alternatively the business may obtaii 
longer credit period from its suppliers. But if it is going to be a mediun 
term feature, the business should think of public deposits or a term loar 
from a commercial bank or some other financial institution. 

4. If the budget shows the availability of excess cash then manage' 
ment must considcs suitable short-term and long-term investments as ih< 
case may be. No doubt, in contrast to other current asstts such as bool 
debts or stocks the investment in cash or cash equivalents involves no risk 
There are little or no opeating costs. But it should be borne in mind tha 
too much cash on hand beyond the operational requirements of the busines: 
may reduce the rate of return on capital employed Therefore, as in thi 
case of other assets, business must try to secure the optimum produclivitj 
of this asset as well Viewed In this context a highly liquid position i 
indicative of poo; rather than good management 

5. Cash budget also enables the management to formulate a suilabli 
dividend policy. If the business is not able to obtain sufficient inflow o 
cash, then the business can restrict its cash dividends. 

6. Cash budget also enables the management to ascertain the possi 
bility of financing the capital expenditure projects internally. 

7. It also enables the management to lake advantage of cash dis 
counts during periods when surplus cash is available. 

Methods of Cash Budgeting 

Cash budgeting can be done in any one of the following three ways ; 

1. Tie receipts and payments method. 

2. The adjusted profit and loss method. 

3. The balance sheet method. 

While the first method is popular for short-term forccasti.ng, the othc 
two methods arc employed for long-term forecasting The second am 
third methods are not as accurate and a-, detailed as the first method be 
serve the purpose of long-range planning 

1. The Receipts and Payn’cnls Method Tim is viitiiully summa 
nsed cash account. The budget 1; prepared on the basis of estimate 
receipts aud payments of cash and the pro-forma given below may be ver 

useful in the preparation of the budget. 
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Cash Budget 

Period April to June 


April 

Rs. 

May 

Rs. 

June 

Rs. 

Receipts from Trading 

Cash sales 

Collection from debtors 

Other receipts 

Sales of fixed assets 

Loans and borrowings 

Issue of share capital 

Interest/dividends on investments 

Total Receipts 

Trade payments 

Cash purchases 

Payments to creditors 

Labour 

Factory overheads 

Administrative overheads 

Selling and Distribution overheads 
Non-Trading Payments 

Interest 

Dividends 

Taxation 

Purchase of assets 

1 

Total payments 

Net cash surplus/deficit 1 

■ Opening cash for the month 

' Closing cash for the month 




I 

i 

i ; 


1 




— -=3 — = 

=r s= a=s s=s s=s =3 


(o) Receipts from trading : The amount of cash sales and amounts 
received from debtors are included under this head. iFrom the past 
experience sales department will be in a position to forecast the sales and 
indicate the proportion of cash and credit sales in the total sales. In the 
case of credit sales, the time-lag between sale and collection can be as- 
certained with reference to the period of credit allowed to customers. 

_ _ (b) Other receipts from non-operating sources such as interest/ 
dividends from investments, rents, fax refunds can reasonably be e.stimated. 
So is the case of receipts from sale of fixed assets. Receipts from borrow- 
ings and investors will be a balancing figure to match the budgeted total 
payments. 


(c) Trade payments comprise several payments for operations 
such as cash purchases, payments to creditors, waces to workers, manufac- 
turing, administrative and selling expenses. The buying department will 
be able to estimate the total purchases and the proportion of cash to credit 
purchases. The business _ knows the credit period allowed by suppliers. 
From that information, it can find out the amounts payable to creditors 
during each of the budget periods. 
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(rf) Non-tradmg payments such as interest, dividend and tax pay- 
ments can reasonably be estimated. So is the case regarding payments 

to be rnade for the purchase of axed assets, and amounts to be repaid to- 
wards loans, debentures and redeemable preference shares. 


Illustration 1. Make out a cash budget for October, November and 
December 1979 from the following informattOQ ; 


(/) Actual and budgeted purchases 
Actual 


July 

Rs. 40,C00 

October 

Rs. 50,0C0 

August 

JO,CCO 

November 

40,000 

September 

45, COO 

December 

35,000 

(if) Actual and budgeted sales : 




Actual 


Budget 

July 

Rs. 90,000 

October 

Rs. 90,CC0 

August 

80,0C0 

November 

80,000 

September 

85,0C0 

December 

80,000 

(ill) Actual and budgeted wages 




Actual 


Budget 

July 

Rs. 25,rC0 

October 

Rs. 30,000 

August 

30,000 

November 

30,000 

September 

35,000 

December 

35,000 

(/>’) Actual and budgeted general expenses : 



Actual 


Budget 

July 

Rs. 7,000 

October 

Rs. 8, COO 

August 

6,000 

November 

6, COO 

September 

5,000 

December 

7.0C0 


(v) Incentive bonus paj able in October 2.0C0 

Advance income-tax in December 5.0C0 

Plant to be purchased in November 15,000 

(vO 10% of purchases and sales arc on cash basis. 

(i/7) Rent Rs. 250 payable each month. 

(v/70 Credit purchases are paid after one month and credit sales are 
collected after two months. Time lag m wages and general expensrs— half 
month. 

(/x) Cash and bank balances on 1st October 1979— Rs. 40,000. 

[C.A. Final (New) November 1979] 

Solution : 


Cash budselfi}' the period Oel. to Dee. ’79 


Trading receipts 
Cash sales 

Collection from debtors 
Other receipts 


Total receipts 
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Trndinir payments : 

Ca,ii purchases 

1 

5,000 

! 

4,000 

3,500 

36,000 

Payments to creditors 

40,500 

! 45,000 

Rent 

250 

250 

250 

Wages 

32,500 

30,000 

32,500 

General expenses 

5,500 

7,000 

6,500 

■ Incentive bonus 

[ 2,000 

— 

i 

Non-trading payments 

Advance income-tax 

_ 


5,000 

Purchase of plant 

. 

1 15,000 

1 

— 

Total payments 

85,750 

1,01,250 

83,750 

Net cash surplus/deficit 

(4,750) 

(16,750) 1 

5,250 

Opening cash for tne month 

40,000 

35,250 

18,500 

Closing cash for the month 

35,250 

18,500 I 23,750 

tutorial notes 



— . — s» — 


(I) Collection from debtors : 

October 1979. 

Sales for August Rs. 80,000 

Less ; Cash sales (10%) 8,000 

Rs. 72,000 


Credit sales of August will be collected c October, as credit of 

1 months is allowed on sales. Likewise fig rc c,Tlculaled for the 

ijnths of November and December. 

(2) Payments to creditors : 

October 1979 

Purchases for September Rs. 45,000 

Less : Cash purchases (10%) 4,500 

Rs. 40,500 

Credit purchases for September will be paid for in October, as 
iippliers are allowing a credit of one month. Likewise figures are cal- 
ulated for the months of November and December. 

(3) Wages ; 

October 1979 

Half of September wages Rs. 17,500 

Half of October wages 15,000 


Rs. 32,500 


Since there is a time-lag of half monthii 
October the wages of the .second ha f of Septen ' 
October will be paid. Likewise wages ha', 
months of November and December, 


payment of wages, in 
3d the first half of 
calculated for the 
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(4) General expenses : 

Figures are calculated on the same basis as for wages, 
niastratkon 2. Srivatsasa Limited was incorporated on 1st December, 
1979. It is proposed to commence trading business on 1st January 19R0 
and the following are the budgeted details for the six months up to 30ih 
June 19110. 

fn) On 1st January the company w'ill acquire buildings at a cost of 
Rs. 50,0n0. furniture at a cost of Ps. 5,000 and machinery at a cost of 25,000 

(b) Sales will be Rs. 60,000 each month. The mark up is 50% on 

cost. 

(c) Overhead expenses will amount to Rs. 10,000 each month except 
Jn April when they will amount to Us. 15.000. All expenses are to be 
paid in the same month in which they are Incurred. 

((1) An initial stock of goods is to be bought on 1st January at a 
cost of Rs. 1 5,000 and the same stock is to be maintained throughout 

(e) Trade creditors will be paid on the last day of the month in 
which the goods are bought. Payments for all sales will be received on the 
last day of the month after the one’ in which the goods are sold. 

You are required 

(1) to estimate the minimum capital required by the new company 
for the first 6 months, 

(assume that there will be no borrowings during the period ) 

(2) to prepare an income statement for the 6 months ending on 
30th June 1980 after providing for depreciation on machinery and furniture 

10% per annum, and 

(3) to prepare the balance sheet as on 30th June 1980 
Solution 

(1) CASH BUDGET FOR THE PERIOD 

* January to June I9S0 


Receipts 

January 

Rs. 

February 

Rs 

MarcS 

Rs. 

April 

Rs. 

May 

Rs. 

June 

Rs 

Total 

Rs 

Collection 
fiotn debtors 

- 

60<000 

60.000 

60,000 

60,000 

60,000 

3,00,000 

Total receipts — 

60,000 

60.000 

60,000 

60,000 

60,000 

3,00.000 

Payments : 
Assets 
Creditors 
Overheads 

80,000 

55.000 

10.000 

, 40.000 
10,000 

40.000 

10.000 

40.000 

15.000 

40.000 

10.000 

40.0tO 

10,000 

80.000 

2.55,000 

65,000 

Total 

payments 

1,45,000 

50.000 

50.000 

55.000 

50.000 

50.000 

4,00.000 

Surplus/ 

deficit (1.45.000) 

10,000 

10,000 

5,000 

10,000 

10,000 

(1,00,000) 


The minimum capital needed should equal the maximum of cash 
deBcit during the budget period. Therefore, Srivatsasa Limited requires 
a minimum capital of Rs. 1,45,000 and that amount has to be raised by 
1st January, 1980 
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Tmaine payments : 



3,500 

Ciisii purchases 

5,000 

4,000 

Payments to creditors 

40,500 

45,000 

36,000 

Rent 

250 

250 

250 

Wages 

32,500 

30,000 

32,500 

General expenses 

5,500 

7,000 

6,500 

Incentive bonus 

Non-trading payments 

2,000 



Advance income-tax 



5,000 

Purchase of plant 


15,000 

— 

Total payments 

85,750 

1,01,250 

83,750 

Net cash surplus/deficit 

(4,750) 

(16,750) 

5,250 

Opening cash for tne month 

40,000 

35,250 

18,500 

Closing cash for the month 

35,250 

■ 18,500 1 23.750 


TUTORIAL NOTES 


(1) Collection from debtors : 

October 1979. 

Sales for August Rs. 80,000 

Less : Cash sales (10%) 8,000 

Rs. 72,000 


Credit sales of August will be collected c October, as credit of 

! months is allowed on sales. Likewise fig re calculated for the 

ijnths of November and December. 

(2) Payments to creditors : 

October 1979 

Purchases for September Rs. 45,C00 

Less : Cash purchases (10%) 4,500 


Rs, 40,500 

Credit purchases for September will be paid for in October, as 
suppliers are allowing a credit of one month. Likewise figures are cal- 
culated for the months of November and December. 

(3) Wages : 

October 1979 

Half of September wages Rs. 17,500 

Half of October wages 15,000 


Since there is a time-lag of half monthii 
October the wages of the second ha f of Septen ' 
October will be paid. Likewise wages ha', 
months of November and December, 


Rs. 32,500 


payment of wages, in 
. id the first half of 
calculated for the 
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(4) General expenses r 

Figures are calculated on the same basis as for wages. 

Hlastralion 2. Srivatsasa Limited was incorporated on 1st December, 
1979. It is proposed to commence trading business on 1st January 19R0 
and the following are the budgeted details for the six months up to 30th 
June 1980. 

fn) On 1st January the company W'ill acquire buildings at a cost of 
Rs. 50,000, furniture at a cost of Ps. 5.000 and machinery at a cost of 25,000 

(b) .Sales uill be Rs. 60,000 each month. The mark up is 50% on 

cost. 

(c) Overhead expenses will amount to Rs. 10,000 each month except 
in April when they will amount to Rs 15,000. All expenses arc to be 
paid in the same month in which they arc incurred. 

frf) An initial stock of goods is to be bought on Ist January at a 
cost of Rs. 15,000 and the same stock is to be maintained throughout. 

(e) Trade creditors will be paid on the last day of the month in 
which the goods are bought. Payments for alj sales will be reccised on the 
last day of the month after the one m which the goods are sold. 

You are required 

(1) to estimate the miniraum capital required by the new company 
for the first 6 months. 

(assume that there will be no borrowings during the period ) 

(2) to prepare an Income statement for the 6 months ending on 
30lh June 1980 after providing for depreciation on machinery and fumi’ure 
at 10% per annum, and 

(3) to prepare the balance sheet as on 30th June 19S0 
Sefotfon 

(1) CASH BUDGET FOR THE PERIOD 

- January to June /PJO 


Receipti 

January 

Rs. 

February 

Rs. 

Rfarci 

Rv 

April 

Rs 

Affl> 

Rs. 

June 

Rs 

Total 

Rs 

Collection 
Horn debtors 

- 

WJXX) 

60,000 

60,000 

60.000 

60.000 

3.00.000 

Total receipts — 

60.000 

60.000 

60.000 

fO.OOO 

60,000 

3,00.000 

Payments : 
Assets 
Creditors 
Overheads 

80.000 

55.000 

10.000 

. 40000 
10,000 

40.000 

10.000 

40.000 

15.000 

40 000 
10,000 

40.0(0 

10,000 

80,000 

245.000 

65,000 

Total 

payments 

1.45.000 

50,000 

50,000 

55,000 

50.000 

50,000 

4,00,000 

Surplus/ 

deficit (1.45,000) 

10.000 

10,000 

5,000 

10,000 

10,000 

(1,00,000) 


The minimum capital needed should equal the maximum of cash 
deficit during the budget period. Therefore, Srivatsasa Limited requires 
a minimum capital of Rs. 1,45,000 and that amount has to be raised by 
1st January, 1980 
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(2) BUDGETED INCOME STATEMENT 


for the six months ending 30th June 1980 


To Purchases Rs. 2,55,000 j 

To Gross profit c/d 1,20,000 

By Sales 

By Closing stock 

Rs. 3,60,000 
15,000 


Rs. 3,75,000 


Rs. 3,75,000 

To Overhead expenses 65,000 

To Depreciation : 

To Machinery 1,250 

To Furniture • . 250 

To Surplus 53,500 

By Gross profit b/d 

7,20^ 


Rs. 1,20,000 


Rs. 1,20,000 


Srivatsasa Limited 



(3) BUDGETED BALANCE SHEET 
^ as on 30-6-1980 


Capital 

Surplus 

Rs. 1.45,000 
53,500 

Buildings 

Machinery 

Less Depreciation 

Furniture 

Less Depreciation 

Stock 

Debtors 

Cash 

Rs 50,000 

25,000 

1,250 

23,750 

5,000 

250 

4,750 

15.000 

60.000 
45,000 


Rs. 1,98,500 


Rs. 1,98,500 

Tutorial Notes 




(1) Cash balance. 



Capital raised on I-I-1980 
: Cash receipts 


Rs. 1,45,000 
3,00,000 

Less : 

Cash payments 

Total 

4,45,000 

4,00,000 


Balance as on 30-6-1980 

Rs. 45,000 

(2) Debtors : 




Amount in respect of June sales will be received only in July There- 
lore, debtors figure will be Rs. 60,000. ^ 

s?'- ^‘^^“5ted Profit and Loss Method. The budgeting done on 

thts basts IS known as cash-llow statement. While receipts and“ payments 

rcfSli^more^Shl^/^ flow method is 

nece S yTtak forecasting as it is devoid of un- 

S fen adiS tment equivalent to cash 

ana men adjustment is made m respect of non-cash transactions such as 

deprecation, amounts written olT. accrued and ouSSdinritems an“ 

&'irJth?r'S" ge^ramd fro^ope^^ 

, he revenue account by a process of reversal is 
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converted from accrual (trercantilistic) basis to cash basis, so as to find 
out cash generated from operations. Then other usual items like capital 
receipts, apital payments, dividends, etc,, are considered to estimate the 
total receipts, total payments and the resulting cash surplus or deficit for 
the period. Cash*flow statements can be prepared with respect to a past 
or future period. In the latter case one needs a budgeted profit and loss 
account and budgeted balance sheet to prepare this statement. The tech- 
nique of preparing a cash-flow statement follows. 

3. The Balance Sheet Method. Under this method cash is taken as 
the balancing figure of the budgeted balance sheet. All the items other 
than cash are estimated. If the total of liabilities (including capital) is 
: ■ ■ . .* * • is taken to be the cash balance. 

f ■ , • • without cash is more than the 

! ■ ■ . ' ' , ■ ‘ ‘ . cash deficit and balanced by 

the item bank overdraft. 

-^/statement of cash-flow 

A cash-flow Statement is not very much different from a *funds-flow 
statement’ which we have discussed in the previous chapter. While in the 
preparation of*funds'flow statement the sources and uses of all ‘funds* are 
taken into account, in the preparation of cash-flow statement we restrict 
ourselves strictly to sources and uses of cash alone and even a most liquid 
current asset like book debts is excluded for the purpose. Since the idea 
of preparing the casb'flow statement is to show the Impact of various 
transactions on the cash position of a firm, it takes into account only 
transactions immediately resulting in cash inflows and cosh outflows. In 
simple words, a cash-flow statement shows the sources of cash receipts and 
the purposes for which payments are made, thus explaining the changes in 
the cash balances of the business. 

Tbe Approach. Tie preparation of cash flow statement involves the 
following steps : 

(a) Calculation of cash flows related to operations, and 

(h) Calculation of cash flows on account of other transactions. 

Both the above steps have been explained with the help of illustra- 
tions. . 

■ ' A— CASH FROM OPERATION 

(1) When all transactions are cash transactions 


P 1 .j--- «-i.f afj Jcjportant source but also a 

■ ■ , ■ • ; . . • • understood with the help of an 

Sales ' Rs. 1,^0,000 

Less : Purchases Rs 30,000 

Wages 20,000 

Rent 1,000 

Salaries 5,000 


Ks. 44.000 


Net profit 
66(45-130/1983) 
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In the above case the profit frem operation is Rs. 44,000. Jf it is 
assumed that all sales aic cash sales, and all pa)r.:cnts (t.r., for purchases, 
wages, rent and salaries) arc cash payments then net cash inflow is also 
Rs. 44,000. Because casli sales must have resulted in an inflow of cash of 
Rs. 1.00.000 and payments tiiust have resulted in an outflow of cash of 
Rs. 56,000 thus leaving a net cash balance of Rs. 44,000. In this case, 
thus net profit has resulted in an equivalent amount of cash resource. 
Thus the above deviation may be expressed in terms of equation as 
under ; 


Net cash from operation*- Net profit 


(2) When all transactions arc not cash transactions 

The above result is ba^cd on a strict condition that all transactions are 
cash transactions. This condition is hardly, satisfied in actual practice. It 
is often found that a part of sales arc credit sales ; some purchases are 
credit purchases ; a few expenses are always outstanding to some extent, 
all incomes do not realise immediately. Under such circumstances, the 
net profit made by a firm can/to/ generate equivalent amount of cash. All 
these points are now taken one by one herc-under : 

(a) Effect of credit sales. In the example given on page FSA-192 
if it is assumed that out of the sales of Rs. J,00,OOU, Ks. 30,000 are locked 
op with customers on account of credit salc.c, then it is easy to calculate the 
net cash inflow as follows : 


Cash inflow from sales (Rs. 1 ,00,000--Rs. 30,000) 
Less Cash outflow : 

Purchases (all cash) 30,000 

Wages (all cash) 2t>,uv;0 

Rent (all cash) I.OtO 

Salaries (all cash) o]ot0 


Rs. 70,000 


Ket cash inflow 


56,0(0 
Rs. 14,000 

44 same, i.c., Rs. 

reduce the profit) the cash genc- 

Rs. 44,CC0 Rs 14 000 It 

S. of'S;,.'” '“!“• 

can ato KtolaM ii'a dfffcraiTay 


Net profit from operation 
Less Debtors at the end 

Cash from operation 


Rs. 44,000 
3i»,000 


Rs. 14.000 
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Tile whole philosophy can Eow te expressed in lenns of the follow- 
ing equation. 


Net Source Net profit^Dcbtcrs at the end 


Corollary to the aho\e rule is that the amount of debtors appearing 
ih the opening balance sheet is added to ihe net profit made during the 
year. This is based on a simple assumptioD that the debtors outstanding at 
the beginning of the year are collected during the jear and result in cash 
inflow in addition to cash inflow on account of net profit less debtors at the 
end. Thus the equation of net source fiom operation is now : 


Cash from oporalion^^Net profit— Deb tors kt the (cd<pDcblots at the bcslDnlog*! 


From the rule enunciated above wc can derive a simpler rule for the 
purpose of easy calculation. If debtors at the end are less than the debtors 
at the beginning the cash from operations will be more than the net profit 
by the amount of decrease in debtors. 

Illustration 3. From the following iofonnatioD calculate the cash from 


the operations as on 3I*12-li»79. 

Rs. 

Net Profit for 1979 70,000 

Debtors on M-1979 30,000 

Debtors on 31-12-1979 20,000 

Solotioo. 

Net Profit for the year 70,000 

Add Debtors at the beginning 30,000 

1,00,000 

IasS Debtors at the end 20,000 

Cash from operations 80,000 


AUeTnatively 

Net Profit for the year 70,000 

Add Decrease in the debtors 

(Rs. 30,000-Rs. 20,000) 10,000 


Cash from operations 80,C00 


Similarly, if there is an increase in the debtors the same must be 
added to the net profit for arriving at cash from operations. Thus the 
formula can be restated as under ; 


• The word ‘debtors’ is used in a liberal sense and includes bills rccep"^’e and 
prepaid expenses. ^ 
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+Decrease in debtors 

Cash from operation -Net Profit ' or 

— increase in debtors 


A student is also free to show the increase (or decrease) in debtors, 
as a separate item in- the flow statement. 3n such a case decrease in deb- 
tors will come as a cash inflow and increase in debtors as a cash outflow. . 

Effect of opening and closing stocks 

Opening stock (as it appears on the debit side of profit and loss 
account) reduces profit made during the year without reducing the cash 
balance. Closing stock increases the profit made during . the year 
without increasing the cash balance. Thus cash generated from the profit 
esan be calculated by adding the opening stock to and deducting the closing 
stock from the net profit. This is clear from the following illustration : 

lllostrafion 4. Calculate cash generated from operation ; 


PROHT AND toss ACCOUNT 


To OpeninB stock 

Rs. 5,000 

By Sales (6ash) 

Rs. 1,00,000 

To Purchase' (cash) 

78,000 

By Closing stock 

8,0(to 

To Profit 

25,000 

S(fiation. 

Rs. 1,08,000 


Rs. 1,08,000 


Alternative I. 

\ Cash from sale of goods Rs; 1,00,000 

' /. Less Payments— purchases 78,000 


Cash from operation Rs. 22,000 


after talcing 

Rs. 25,000 
5,000 


30,000 

8,000 

Rs. 22,000 

Alternative 3. Instead of adding opening stock to and deducting the 
closing stock from the net profit, the increase ia stack can be deducted from 
the net profit for calculating cash from operation. The result will be as 
follows : 


Alternative 2. Cash from operation can be calculati 
the figure of net profit as a starting point. 

Net profit 
Add Opening stock 


Less Closing stock 
Cash from operation 
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Net piofit 

Less : Increase in stock (Rs. 8,000 ~Rs. 5, COO) 


Rs, 25.000 
3.0C0 


Cash from operation 


Rs. 22,000 


When increase >n stock h deducted, the decrease in stock should be 
aaaed /or calculating the amount of cash from operation. Thus the 
following formula ma_y be derived : 


Cash from operaliosaNet profit 


Alter taling into consideration the combined elTect of credit safe 
and stock balances, the ca«h from operation can be calculated as under; 


Cash from operatian»Ne( profit 


+ Derrr«$e to stD€li 
+ Decrrjse in drbiors 


- lperc»<e In stPfIk 

- Incre3^e in dchfors 


Effect of credit purchases 

Slnc9 purchases made during the tear are «ho«n on (he debit side 
of profit and Iojs accouot. they reduce the pruiii made during thejear. 
If all f u/cha'es are cash purchases tl cn they rcdi ce ihe ca.'h balaecc also. 
If some purchases are on account then cash of the business IS not reduced 
to that extent, in order to calculate cash from operation the payment 
outstanding as on the last date of the firar.cial » ear on account of credit 
purchase is added to the net profit made during the jear. Since outstand- 
ing payments on account of credit purchases arc shown as creditors m the 
closing balance sheet, it can be said that cash from operation can be cal- 
culated by adding creditors at the end to the net profit made during the 
year. 

Opening creditors are paid during the current >ear and thus result 
in the outflow of cash without reducing the profit made during the year. 
Therefore, for calculating cash from operation creditors m the beginning 
are deducted from the net profit. Now formula tan be written as under ; 


C,h from oprra.Ioo-N.. proB... .f’VSom 


niustration 5. From the foVowiag. calculate the cash generated from 
operation ; 


PROFIT AND LOSS ACCOUNT 
for Hie year eadeJ December Si, 1979 
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Balances 

Debtors 

Creditors 

Solution : 


Alternatire 1. 

Net profit 

Less : Increase in stock (Rs. 


15,000 -Rs. 8,000) 


Add ; Decrease in debtors (Rs. 17,000— Rs. 6,000) 


Less : Opening creditors 


Add : Qosing creditor 

Net cash inflow from operation 


1978 

1979 

17.000 

6,000 

10,000 

13,000 

Rs. 

75,000 


7,000 


68,000 
11 ,0C0 


79,000 

10,CC0 


69,CfO 


13,0C0 

Rs. 

82,000 




Alternative 2. 

If, instead of adding closing creditors to and deducting opening 
creditors fVom the net profit, the increase in creditors Rs. 3,000 is added 
to the net profit then again the same result is arrived at.. Thus, the 
following formula can be derived ; 


I -r Increase in creditors 

Cash from operafioo=Net profit or 

— Decrease in creditors 


After considering the effects of stocks, debtors and creditors the cash 
from operation can be calculated with the help of the following formula : 


J- Decrcasce in stock ! 
4 - Decrease in debtors 
Increase in creditors ! 
Cash from operation =Xct profit or i 

— Increase in stock 
— Increase in debtors 
— Decrease In creditors 


Outstanding expenses. The balance of expense outstanding account is 
considered to adjust the profit made during the year for calculating cashflow 
from operation. Opening balance of e.xpense outstanding is dediTcted from 
and' the closing balance of expense outstanding is added" to the profit made 
during the year. This is based on the logic that liability on account of 
opening balance of e.xpense outstanding is paid during the year and thus 
raiuces the cash generated from operation. The closing" balance of expense 
outstanding is added to expense paid account for calculating expense for 
the purpose of profit and loss account. This reduces the profit made 
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during ihc year. Since this is still outstaodlng, it do:s not reduce the cash 
balance. Hence, it is added to the proiit made during the jear. Thus, all 
expenses outstanding in the beginmi^ ure deducted from and those at the end 
are arlded to the profit maie during the year. Now the equation takes the 
following form : 


— Decrease in outstanding expenses 
Cash from operation 31 Vet proAl or 

4 - Increase in outstanding expenses 


If expense outstanding in the bccinning is Rs. ll.tKX) and that at 
the end is Rs. 8.000. then Rs. lo.OOtt will'be deducted from and Rs. 8,000 
added to the net profit. Alternatively, if the decrease in expense out- 
standing Rs. 2.000 (f.e.. Rs. lo.fO) -Rs 8,000) is deducted from the profit 
then the same result can be achieved. Thus, it can be said that decrease 
in outstanding expenses is deducted from and increase m outstanding 
expenses is added to the profit for calculating cash from operation. 

After considering the effect of stock, debtors, creditors, outstanding 
expenses, cash from operation can be calculated with the help of the follow- 
ing formula ; 


4 - Decrease In stork I 

4* Decrease in deKiors I 

4- Increase in creditors 
4 Increase in ODtstaodmg expenses i 
Casbfroai operation^Net profit or \ 

— Increase in stock I 

— Increase in debtors ’ 

— Decrease in crediiors I 

— Decrease In outstanding expenses ) 


Expenses paid in adtaucc 

Expenses paid in advance arc treated in the way debtors are treated. 
Expense paid in advance at the end of the year does not reduce the profit 
calculated on accrual basis but reduces the cash balance. It is. therefore, 
deducted from the profit made during the year Likewise prepaid expenses 
at the beginning of the jear will increase the cash balance without reducing 
the net profit. This is because this amount represents current expense paid 
during the previous period Hence the opening balance of prepaid 
expense account is added to the net profit made during the year. 

If prepaid expense in the brginalnc is Rs 9,000 and that at the end 
Rs. 5,000 then Rs. 9.000 will be added and Rs 5.0C0 will be 
from the profit. Alternatiscly, the decrease in prepaid expense Rs 
(i.e., Rs. 9,000 -Rs 5,000) can be added to achieve same result. Thus, 
it can be said in terms of formula as under : 


4- Decrease in prepaid cxpe>scs 
Cash froo operalion»Ne( profit or 

— iBcrctse la prepaid expneses 
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After considering the effect of stock, debtors, creditors, outstandinj 

expenses and prepaid expenses, cash from operation can be calculated wilt 
the help of the following formula : 

-f Decrease in stock 
-f- Decrease in debtors 
-f Decrease in prepaid expenses 
-f Increase in crcdl<ors 
4 - Increase in outstanding expenses 
Cash from operation=Net profit or 

— Increase in stock 
— Increase in debtors . 

— Increase in prepaid expenses 
— Decrease in creditors 
— Decrease in outstanding expenses 


Accrued income and income received in advance 

Accrued income is a current asset. Its treatment is like that o 
debtors. Decrease in accrued income is added to and increase in accrue 
income is deducted from the profit. 

Income received in advance is a current liability. Its treatment i 
like that of creditors. Decrease in income received in advance is deducte 
from and increase is added to the net profit made during the year. 

After considering the effect of stock, debtors, creditors, outstandin, 
expenses, accrued incomes and incomes received-in-advance cash fron 
operation can be calculated with the help of the following formula : 


+ Decrease in slock 
+ Decrease in debtors 
4 - Decrease in prepaid expenses 
4 - Decrease in accrued income 
-f Increase in creditors 
-i- Increase in outstanding expenses 

_ . , 4 - Increase in income received Jn advance 

Cash from opcralion=»Net profit or 

— Increase in stock 
— Increase in debtors 
— Increase inprepaid expenses 
— Increase in accrued income 
— Decrease in creditors 
— Decrease in outstanding expenses 
— Decrease in income reccIved-in-advance 


A careful examination of the above formula reveals that word 
printed in italics are current assets and those in bold type are currec 
h’abilities. Now, the same formula can be restated as under : 


+ Decrease in current assets 

„ , , , _ + Increase in current liabilities 

Cash from operations Net profit or 

~ Increase In current assets 
— Decrease in current liabilities 
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Illnsfration 6. From the following balances you are requited to calculate 
Inc cash from operation : 


Dteember 3! 

^ . 1978 1979 

I>«btors Rs 50 000 47,000 

Bills receivable lO.ooO 12.500 

Creditors 20.000 25.000 

Bills payable 8,000 6,000 

Outslandicg expenses t.OJO 1.2 0 0 


I 

; 


Vece/tiber 31 
1978 1979 

Prepaid expenses Rs. 800 70C 

Accrued income 600 750 

tncociie received in advance 300 250 

Profit made duriDg the year !,30,C0C 


Solotlon : 


Profit made during the year 
Add Decrease in current assets ; 
Debtors 

Prepaid expenses 

Add Increase in current liabilities : 
Creditors 

Outstanding expenses 


l^8S Increase la current assets : 
Bills receivable 
Accrued income 

Less Decrease in current liabilities : 
Bills payable 

Income received in advance 


3,000 

100 


5,000 

200 


2,500 

150 


2>C00 

50 


Rs. 1,3P,COO 


3,100 

5.200 

8,300 

1,38,300 

2,650 

2.050 

4,7C0 


Cash from operation 


Rs 1,33,600 


CALCULATION OF OPERATING PROFIT 

In case profit/loss disclosed by the profit and loss account includes 
non-operating incomes, e.g., dividend, rent or non-operating expenses, e.g., 
compensation, then these arc first dedteted from or added to the profit 


are shown separately as inflows and outflows of cash respectively. 

Deleting the effect of non-cash itrins 

It is often seen that quite a few expenses do rcl result in outflow of 
cash : (i) depreciation on fixed assets. (/7) amortiratlon of intangible 
assets, eg., goodwill, trade marfc, patent rights ; (m) amortization of 
deferred expenses, eg., preliminary expenses, discount on the issue of 
shares and debentures. Under such circumsianccs cash generated by the 
firm is more than the profit made by the firm during the year. 7h se 
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iteins are taken one by one to facilitate the understanding of mechanics ot 
calculation of cash from the given net profit/loss. 

Depreciation. Depreciation on fixed assets is shown on the debit 
side of orofit and loss account. This reduces the profit^ made during the 
year without reducing the cash balance (since depreciation is a non-cash 
transaction). In order to find out cash generated from operation/ depre- 
ciation is added to the profit made during the year. 

Amortization of intangible assets. Non-current assets like goodwill, 
patent rights, trade marks are written olf over the number of years accord- 
ing tc the policy pursued by the management. These items reduce the 
profit made during the year without reducing the cash balance of the nrra. 
They are added back to the profit made during the year for calculating the 
cash generated from operation. 

Amortization of deferred expenses. Preliminary expenses, discount 
on the issue of shares and debentures, heavy amount of advertisement arc 
shown, in the first instance, in the balance sheet. Afterwards they are ebarg- 
.ed to profit and loss account in instalments. When they are charged to 
profit and loss account they reduce profit of the year without affecting the 
cash balance. For calculating the cash generated from operation such 
items are added back to the profit made during the year. 

Gains on sale of fixed assets. Gains made on the sale of fixed assets 
are taken to the credit side of profit and loss account. Thus, they, increase 
the p.-ofit mad; during the year. The cash generated from operation 
is calculated after reducing the profit made during the year by the amount 
equal to giins on sale of fixed assets. 

Proceeds on the sale of fi,xed assets arc treated as source of cash 
separately. This has been done later in the chapter. 

Loss on the sale of fixed assets. Loss on the sale of fixed assets is 
added to the profit made during the year in order to adjust the figure of 
profit as reduced by the loss on sale of fixed assets, so that it can disclose 
,, the cash generated from operation. Net proceeds from the sale of fixed 
1 assets are regarded as sources of cash separately. 

Provision for doubtful debts and discount on debtors. For calculating 
the source from operation such provisions are added to the profit made 
during the year. This is based on the logic that such provisions reduce 
the profits made daring the year without reducing the cash posifon of the 
company. 


Creation of reserves. If profit made during the year has been used 
for creating reserves or funds such as general reserve, capital redemption 
reserve aeeount, debenture sin’dag fund, dividend equalisation reserve, 
aevelop.mint rebate reserve, jnsurance fund, any tvpe of compensation 
fund and In; amoant of profit as reduced by these transfers has been given, 
'2 calculate the profit made during the year without 

being affeeted by sjcn trans.ers. Tats is dons by adding the amount so 
transferrea to these reserves to the figure of profit given to us. 


Illustration 7. 
the flow of cash 
receivable : 


From the following balances you are required to calculate 
on account of (i) operation ; (//) debtors ; and {Hi) bills 



Chapter J/Cash Budgetiag and Cash FIoh Techniques 


FSA-203 


December 31 

, J978 J979 

Balance of profit and 

loss account Rs 6.000 5.500 

Balance of debtors 8,700 5,000 

Balance of bills receivable 6,200 10,300 

General reserve 20,200 23,700 


December 31 


Development rebate 

1973 

1979 

reserve account 

Rs. 70,300 

72.500 

.Salary outsfanJirg 

3.000 

1.200 

Wages prepaid 

.MDO 

700 

Goodwiil 

8,000 

7,000 


Solation. 


(t) Calculation of pr'fit made during the year : 

PROFIT AND LOSS ACCOUNT 

To General reserve 

(Rs. 23.700-Rs 20,200) Rs 3.500 
To Development rebate reserve 

(Rs 72.500-Rs. 70,300) 2,200 

To Goodwill (Rs 8,000-Rs 7,000) 1.000 , 

To Closing balance 5.500 

Rs 12.200 ' Ra 12.200 


By Opening balance Rs. 6,000 

By Profit made during the 

year (batancing figure) 6.200 


(//) Calculation of cash from operation : 

Profit made during the year 6.20 

Add Decrease in current assets : debtors 3,70 

9,900 

iCeaa Increase in current assets ; 

Bills receivable 4.100 

Wages 200 

4,3t0 

. Less Decrease in current liabilities : 

Salary outstanding ],E00 

6,100 


Cash from operation 


Rs. 3.800 


Note. When profit made during theyear IS not given, instead balances in the 
beginning and at iheend are given, thenin order to calculate profit made during 
the year profit and loss adjustment accountis prepared In such cases, transfers 
to various reserves and provisions are shovvit On the debit side of profit and loss 
account. The balancing fig ure is the profit made during ihe year 

Illustrations. G. Rayon Corporaiion made the profit of Rs 3,70,250 after 
:onsidcring the following : 

(i) Depreciation on fixed assets Rs. 7,500 ; 

(//) Amortization of development cost Rs. 5,000 ; 

{Hi) Loss on sale of a machine Rs. 600 ; 

(iV) Provision for doubtful debts Rs 1,200; Provision for taxation 
Rs. 50,000 ; 

(v) Transfer to general resenc Rs. 20,000 ; 

(I'i) Gain on sale of fixed assets Rs. 2,500. 
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Tile following additional information is given to you ; 


December 3i 


December 31 

1978 1979 


1978 1979 

Creditors Rs. 20.000 25,000 

Debtors 

Rs. 36,000 39.000 

Bills payable 15,000 13,000 

Bills receivable 

12,000 10,500 

Outstanding expenses 7,000 6,000 

Prepaid expenses 

l,(>u0 1,100 

You arc required to determine the cash from operation. 

Solution. 

(i) Af^Justment of prefit : 

Profit made during the year 

Add Non-cash items : 


Rs. 3,70,250 

Depreciation on fixed assets 

7,500 

Amortization of development cost 

5,000 

Loss on sale of machine 


600 

Provision for doubtful debts 

1,200 

Provision for tax 


50,000 

Transfer to general reserve 


20,000 

• 


84,300 



4,54,550 

Less Gain on sale of fi.vcd assets 


2,500 

Profit 


Rs. 4,52,050 

{it) Calcidation of cash from operation : 


Profit as per (i) above 

Add Decrease in current assets : 


4,52,050 

Bills receivable 


],5C0 

Add Increase in current liability 

; 

Creditors 


5,0C0 

6,500 

4,58,550 

Less Decrease in current liabilities ; 


Bills payable 

2,000. 


Outstanding expenses 

1,G00 


Less Increase in current assets ; 

— 

3,CC0 

Debtors 

3,000 


Prepaid expenses 

100 

.3,100 




6,100 

Cash from operation 


Rs. 4,52,450 

B-CASH FROM NON-CURRENT ITEMS 


^ So far lie have seen the flow of cash from operation which took 
into consideration profit and loss account items and current assets and 
current liabilities. Under this heading it is proposed to consider the flow' 
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of cash on account of non-current items like fixed assets and fixed liabilities. 

(i) Sale of fixed afseis. Sale of fixed assets, unless otherwise stated, 
is assumed to be on cash terms. This increases the cash balance of the 
firm. It is termed as ‘inflow’ of cash. 

(i7) Isxue of shades or dehentures/or cash. When shares or debentures 
are issued for cash, cash of the firm increases. Thus, there are other 'in* 
flows* of cash. 

(Hi) purchase affixed asseti Unless oiber^vise stated purchases of 
.fixed assets are assumed to be on cash terms. These purchases reduce the 
cash balance of the firm and are termed as ‘outflows’ of cash. 

{iv) Redemption of debentures or redeetnebh preference shares. These 
result in the outflow of cash. Redemption of debentures by converting 
them into new debentures or shares does not result in an outflow of cash. 

• fv) Payment of dividend and tax. These reduce the cash balance of 
the firm and are 'outflows’ of cash. 


C~PREPARATlON OF CASH FLOW STATEMENT 

Cash flow statement is normally prepared in the "Report form Re- 
conciling Type'*- lo this case balance in the beginning u taken as a start- 
ing point ; to this all sources of cas^ are added and from ^ the tot^al all 

CASH FLOW CTATEMENT 

' ; ■ . I. • 's 

, ' ’ *,i , 

Cash was provided by 

R5. 

Operation 

Issuance of share capital 

Issuance of debentures 

Sale of investment 
• Sale of fixed assets 


Total 

Cash was applied to 

Rs. ... 

Ac<]uisition of plant and equipment 

Decrease of short-term bank loan 

Payment of long-term loan 

Payment of dividend 

Total 

~ 

Increase (or decrease) in cash balance 

Rs. ... 

■BBS* 


If this is done, the increase (or decrease) in cash balance can 
fied by calculating the difference of opening and closing balance* cs 
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D- SUMMARY 


A cash iiow statement summarises the changes in cash position of 
the firm. Transactions which increase the cash position of the company 
are labeiled as ‘inflows’ of cash and those which decrease the cash position 
as ‘out flows’ of cash. Sources of cash are ; {i) operation ; (ii) sale of fixed 
assets for cash : and (///) issue of shares or long-term Joans for cash. Uses 
of cash include : (/) operation .* (//) purchase of fixed assets for cash ; 
(Hi) redemption of redeemable preference shares ; (iv) redemption of long- 
term loan and debentures ; (v) payment of dividend ; and (vi) payment of 
tax. In order to prepare cash flow statement the follow ing procedure is 
suggested. 

(a) Calculate profit/loss made during the year after : (i) adding bad 
non-cash expenses, e g , depreciation on fixed assets ; (ii) adding back tht 
amortized portion of intangible assets, e.g., . goodwill, and deferred revenue 
expenses, e.g., preliminary expenses. 

(^) CalcuTte cash from operation' (I) by adding to the profit as pei 
(a) : (1) Decrease in current assets ; and (ii) Increase in current liabilities ; 
(2) by subtracting therefrom : (/) Increase in current assets ; and (ii) De- 
crease in current liabilities. 

(c) Calculate inflows and outflows of cash on account of (/) fixed 
assets ; and (//) fixed liabilities. 

(d) Prepare statement of cash flow. For this take opening cash 
balance ; add to it inflows of cash ; deduct therefrom the outflows of 
cash. The amount lefi is the closing balance of cash in hand. 

One can also make use of the funds flow statement to show the 
changes in cash balance. Under this method instead of showing the in- 
crease or decrease in the working capital as a single figure, the changes in 
each of the current assets (other than cash) and current liabilities are sepa- 
rately considered. Tliis would automatically give the change occurring in 
the.cash balance. This method is illustrated by giving alternate solution 
to illustration 13. & e 


E— SOLVED PROBLEMS 


Illustration 9. From the following balance sheets of Z Ltd as on December 
31, 1978 and 1979 you are required to prepare statement of cash flow : 


Liabililies 1978 1979 

Share capital Rs. 80,000 85,000 

Profit and loss 

appropriation account 14.500 24,500 

Creditors 9,000 5.000 

Mortgage _ 5,000 


Assets 

Land and building 

Plant 

Stock 

Debtors 

Cash at bank 


J978 J979 

Rs. 50,000 50.000 

24,000 34,000 

9.000 7,000 

16,500 19,500 

4.000 9,000 


Rs. 1,03,500 1,19,500 


Rs. 1,03,500 1,19,500 
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Solution : 

(/) CalniJatlon of profit mate during iLc year. Inlheabscncc of any 
other information increase in profit and loss account balance has been taken- 
as profit made during the jear. In this case it is Rs. 10,000 (/e., Rs. 
24,500-Rs. 14,500). 

(j7) Calatlation of cash front operation after considering changes in 
current assets and airrent liabilities : 

Profit made during the jear Rs. 10,000 

Add : Decrease in current assets ; stock 2,000 


Less : Increase in current assets : Debtors 

(Rs 19,500-15,500) 3,000 

Less : Decrease in current liabilities : 

Trade creditors (Rs. 9,000— Rs. 5,000) 4,000 


Cash from operation 


12,000 


7,000 

5.0C0 


(1/0 STATEMEKT OF CASH FLOW 

Cash balance as on January 1, 1979 
Add inflows : 

Operation 5,0C0 

Issue of shares 5,000 

Mortgage (loan on mortgage) 5,0C0 


Less outflows : 

Purchase of plant 


Rs. 4,000 


15.000 

19.000 

10.000 


Cash balance as on December 31, 1979 


Rs. 9,000 


Xllnstration 10. Balance sheets ofM/s. Ram and Shyam as on 1st January, 
1976 and 3Ist December, 1976 were as follows ; 

BALANCE SHEETS 


Assets : 

Cash 

Debtors 

Stock 

Machinery 

Land 

Buildings 


J-1‘1976 

31-12-I976 

Rs. 

Rs. 

in, 000 

7,000 

30,000 

50,000 

35,000 

25,000 

80,000 


40'000 

35,000 

sO.CO^ 

€0,000 

Rs. 2,30.000 
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Liabilities : 



Creditors 

40,000 

44,000 

Mrs. Ram’s loan 

25,000 ■ 


Loan from P.N. Bank 

40,000 

50,000 

Capital 

1,25,000 

1,53,000 


Rs. 2,30,000 

2,47,000 


f.nr, ® costing Rs. 10,000 (accumulated deprecia- 

^ The balance of provision for 

depreciation againstmachmery ason 1st January, 1976 was Rs. 25,000 

rmo«Zd'tofe.T 5 ™ 005 '.' P-afor.hey=arl976 


prepare,cash How statement after giving necessar 
working notes. . (M. Com. Rajasthan May, 1977 


Solution ; 


(i) Cash from operations : 

Net profit as given 
Add ’ Loss on sale of machinery 
: Depreciation 
: Decrease in stocks 
: Increase in creditors 


Rs. 

45.000 
2,000 

18.000 
10,000 
4,000 


Less : Decrease in debtors 

Cash from operations 


(I'O Statement of cashflow : 

Cash balance as on 1-1-1976 
Add : Inflows of cash 
Cash from operations 
Sale of machinery 
Loan from P.N. Bank 

Total cash available for use 


Less : Outflotvs of cash 
Payment of Mrs. Ram’s !o: 
Proprietor’s drawings 
Purchase of land 
Purchase of buildings 


Cash balance as on 31-12-1976 


79.000 

20.000 


Rs. 59,000 


Rs. 

10,000 

Rs. 

59.000 
5,000 

10.000 

74,000 


84.000 

25.000 , 

17.000 

10.000 

25,000 

77,000 

7.000 


FSA-^ 


Chapter 4/S(ate«c«l of C«sb Fkm 


Tutorial Nous (i) PROVISION FOR DEPRECIATION 


To Machinery disposal a/c 
3I-I2-1976 

To Balance c/d 

Rs 

3,000 

40.000 

By Balance b/d 

By Profit and loss a/c 
(balancing figure) 

Rs. 

25.000 

Ift.OOO 


Ra. 43,000 


Rs. 43.000 

(2) 

MACHINERY ACCOUNT 


J-J-/6 

To balance b/d 

Rs. 

1, 05,000 By Machinery disposal a/c 
3hl2^76 

By Balance c/d 

Rs. 

10,000 

95.000 


Rs. 1.05,000 1 


Rs. 1.05.000 

(3) MACHINERY DISPOSAL ACCOUNT 

To Machinery accou'nt 

Rs. 

io.ooo 

I By Provision for depreciati 
account 

By Cash 

By Profit and lots account 

III ? 


Rs. 10.000 


Rs. 10.000 

Illustration H. At January 1, 1979 and December 31, 1979, the Fair 
Fleet had statements of financial position as follows : 
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Total casti available for use 
Less outflows of cash : 

Decrease in accounts payable (Rs. 85— Rs. 40) 

Cash Balance, December 31, 1979 Rs< 

Tutorial Notes 

(I) Source of cash from operation f'Bs been arrived at as follows : 


Sales 


Rs. 21,850 

Less : Cost of goods sold 


21,995 

Loss from operation 

Less : Non-cash items : 


145 

Depreciation— Equipment 

50 


—Building 

200 

250 

■■■ 

Cash from operation 


Rs. 105 


(2) Pajmert for expenses has not been given in the question. But by com- 
paring the capitals in the beginning and at the end it has been found that capital in 
the beginning has been reduced by Rs. 145. In the absence of any inforrna«ion 
regarding withdrawal of capital it is reasonable to assume that Ibis reduction is due 
to loss. Loss is possible only when expenses exceed sales by Rs. 145. Hence, cost 
of goods sold is Rs. 2I,850+Rs. i45=Rs. 21,995. 


45 

400 


Illustratiort 12. The following are the summarised balance sheets of ATZ 
Ltd as cn March 31, 1979 and 1980: 


7% Redeemable 
preference shai 
Equity shares 


General reserve 
Profit and loss account 
Debentures 
Creditors 

Provision for taxation 
Proposed dividend 
Bank overdraft 

Rs, 


1979 

mo 

Fixed asrets Rs. 

J979 

41,000 

mo 

40,000 

’‘40.0C0 

10,000 
40,000 1 

Less : Depreciation 

11,000 

15,000 

— 


30,000 

25,000 

40 OCO 

50,000 

Debtors 

20.000 

24,000 

2,000 

2,0C0 

Stock 

30.000 

35,000 

i.rco 

1,200 

Prepaid expenses 

300 

500 

e.cfo 

12,000 

3.000 

5.000 
12,500 

7,000 

11,000 j 

4,200 ! 

5.800 

6.800 

Cash 

1,200 

3,500 

81,500 

88.000 

Rs. 

81,500 

■88,000 

= != = 

=== 


tms=t=l 

csssss 


You arc required to prepare a statement of cash flow. 


Solution : 

(/) Calculation of adjusted profit : 


Difference in profit and loss account balances Rs. 

(Rs. l,200~Rs. 1,000) 200 

Add : Provision for taxation 4,200 

Proposed dividend 5^800 
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Depreciation (Rs. I5,000-Rs. 11,000) 

4.000 

Profit made during the year 

Rs. 14,200 

(«■) CalcufaHon of cash from operation : 

Profit made during the year 

Rs. 14.200 

Ixss : Increase in cunent assets : 

Debtors Rs. 4,000 

Slock 5.000 

Prepaid expenses 200 

Less : Decrease in current liabilities : 

Creditors 7,000 

10,200 

Cash from operation 

Rs. 4,000 


rutorlal Notes J, Pfovljfon for |ja *®d prrposrd dJvWejjd ia 79^80 gre added to 
profit, being only appropriatioo of profits. 

2. 7a the absence of any other fQfonpif'o&, tt has beeo assumed (hat tax 
and dividend for the previous year have'becn paid Id the current year. They are 
iust «iu3l to the atnoont of provision for lax and proposed dividend respectively, 

3. The fixed assets at cost have foao down from Rs 41.000 in 78-79 to Rs. 
40.000 in 79-80. It has been assumed that this redoction Is due to sale of asset 
resulting In neither gain nor loss. 

(1/0 STATEMENT OP CASH FtOW 

Cash In hand as on 31st March 1979 Rs- I»200 

/1(fJ : fnjlovs ef cosh l 

Operation Rs. 4,000 

Issue of redeemable preference shares JO.OOO 
Issue of debentures 1,000 

Sale of fixed assets (Rs. 41,000-40,000) 1.000 


Less ouijlows of ecssh : 

Payment of dividend 
Payment of tax 
Payment of bank overdraft 


17,200 


5,000 

3,000 

5,700 


13,700 


Cash in hand as on 3Ist March, 1980 


Rs. 3,500 


IHuslration J3. From the following balance sheets of A Ud make out the 
statement of cash flow : 

UabilitIfS 'j 


JfiiO 


Etfuitr share espita! 3,00.000 4,00.000 

R5;Redcfm*Werrere- i«a«« 

fence share* 1,50,000 1.0^000 


Anefi 


J9?9~ 


Goodwill 

Land and buildings 
Plant 


■753r 
Ra. Rs-. 

'■"■CS .52SS 

2.00.000 I.W.00O 

80,000 2.00.cr*^ 
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General reserve 

40,0C0 

70.000 

Debtors 

1,60,000 

2,00,000 

Profit and toss account 

30,000 

48,000 i 

Stock 

77,000 

1,09,000 

Proposed dividend 

42,000 

50.000 

Bills receivable 

20.000 

30,000 

Creditors 

55.000 

83,000 

Cash in hand 

15.000 

10,000 

Bills payable 

Provision for taxation 

20,000 

40,000 

16,000 

50,000 

Cash at bank 

10,000 

8,000 

Rs. 

6,77.000 

8,17,000 

vstwszsvsa I 


Rs. 6,77,000 

8,17,000 


Additional information : (f) Depreciations of Rs. 10,000 and Rs. 
20,000 have been charged on plant account and land and buildings account 
respectively in 19S0 ; (/;) An interim dividend of Rs. 20,000 has been paid 
in 1980 ; iiii) Income tax Rs. 35,000 was paid d^ring the year 1980. 

Solotion : 

(/) Calculation of profit made during the year : 

Closing balance of profit and loss account Rs. 48,000 

Add ; Profits used for reserves and provisions : 

Proposed dividend 50,000 

Interim dividend 20,000 

Provision for tax 45,000 

General reserve (Rs. 70,000—40,000) 30,000 

1,45,000 


1,93,000 

Add : Profits rsed for writing off non-cash accounts : 

Goodwill (Rs. l,15,C00-Rs. 90,000) 25,000 
Depreciation— Plant 10,000 

Dcprcciatii'n— Land and buildings 20,000 

55,000 


Rs. 2,48,000 

Lccis ; Opening balance of profit and loss account 30,000 

Profit before adjustments of non-cash items and 

reserves, etc. Rs. 2,18,000 

(//) Calculation of cash from operation : 

Profits as per (/) above 2 18 000 

Add : Increase in current liabilities : ’ * ’ 

Creditors 28,000 

Dccrca.se in current assets : Njl 

28,000 


Less : Increase in current assets : 

Debtors (Rs. 2,00,000~Rs. 1,60,000) 40,000 
Stock (Rs. I,09,000-Rs. 77,000) 32,000 
Bills receivable 

(Rs. 30,000— Rs. 20,000) 10,000 


2,46,000 
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Decrease in current liabilities : 

Bills payable 

(Rs. 2p,000-Rs. 16,000) 4,000 

Cash from operation 

STATEMENT OF CASH FLOW 
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86.000 

Rs. 1,60,000 

Cash in hand and at bank as on December 31, 

1979 


(Rs. 15,000+Rs. 10,000) 


Rs. 25,000 

Add inflows of cash : 



Operation 

1,60,000 


Sale of land and buildings 

10,000 


Issue of shares 

1,00,000 




2,70,000 

Total cash available for use 


2,95.000 

Less outflows : 



Purchase of plant 

1,30,000 


Payment of final dividend for the last year 42,000 


Payment of interim dividend for the 



current year 

20,000 


Payment of tax 

35,000 


Redemption of preference shares 

50,000 



— — 

2,77.000 

Cash in hand and at bank as on December 31, 

IPSO 

}U 18,000 

TUTORIAL SOTES 



(1) PLANT ACCOUNT 
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Alternatively : 

SOURCES AND USES OF FUNDS 
For the year ended 31st December 1980 


Sources ; 

Internal 

Profit from operation 
Add : Depreciation on plant 

Depreciation on land and buildings 
Goodwill written off 


Rs. 

1,63,000* 

10,000 

20,000 

25,000 


Sale of land and buildings 
Issue of shares 


Rs. 


Uses : 


Purchase of plant 
Redemption of preference shares 
Changes in working capital 



Increase 

Decrease 


Rs. 

Rs. 

Increase in stocks 

32,000 


Increase in debtors 

40,000 


Increase in bills receivable 

10,000 


Increase in creditors 


28,000 

Decrease in bills payable 

4,000 


Rs. 

86,000 

28,000 

Payment of dividends 



Interim Rs. 

20,000 


Final 

42,000 


Payment of taxes 




Reduction in cash (Rs. 25,000— Rs. 18,000) 

• PROFIT AND LOSS ACCOUNT 


To Proposed dividend 
To Interim dividend 
To Provision for tax 
To General reserve 
To Balance c/d 


Rs. 

50.000 

20.000 

45.000 

30.000 

48.000 


By Balance b/d 
By Current profits (after 
depreciation and goodwill 
written olTj 


Rs. 


2,18,000 

10,000 

1,00,000 

3,28,000 


1,30,000 

50,000 


58,000 


62,000 

35.000 

3,35,000 

7.000 

rT 

30.000 

1 . 63.000 
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Illustration 14. The following are the summarised balance sheets of 
AMCO as on December 31, 1978 and 1979 ; 

UabUitles 1973 1979 Asws 1973 1979 

Ra- R*. Rs. Ra. 

Share capital 2,00,000 2,50,0CO Land and buildings 100,000 |,90,00C 

□cncral reserve 50,000 60,000 Machinery 1,50.000 169 00C 

Profit and loss 30.500 30.600 Stock 1,00,000 74 000 

Bank Joan (lons-term) 70,000 — Saairy deblots 30.000 ^,200 

Sundry creditors 1,50,000 1,35,200 Cash 500 60C 

Provision for taxation 30,000 35,000 Bank _ 8.000 

Goodwill -- 5,000 

Rs. 5.30.500 5,10,800 Rs. 5,30^00 5,10,800 


Additional information FuppUed. During the year ended December 
1979 ; (a) Dividend nf Rs. 23,000 tvas paid ; fA) assets of another com- 
pany were purchased for a consideration of Rs. 50,000 payable in shares. 
The following a.ssets were purchased ; Stock Rs. 20,000, Machinery Rs. 
25,000 ; fc) Machinery was further purchased for Rs. 8,000 . (d) Deprecia- 
tion written off machinery Rs, 12,000: (e) Income-tat provided during the 
year Rs. 33,000 ; Loss on sale of machinery Rs. 200 was written off to 
general reserve. 

You are required to make the statement of cash flow. 

Solution : 

(/) Caladation of profit made during the year : 

Closing balance of profit and loss account Rs. 30,600 

Add: Appropriations made during the year : 

(o) Proposed dividend 23,000 

General rcsert'c —closing balance 60,000 

Less ; Opening balance 50,000 

10,000 

Add : Loss on sale 200 


(6) General reserve made during the year 
(c) Income-tax 

Add : Non-cash items : 

Depreciation -Machinery 

— Land and building 


10,200 

33,000 

66,200 

96,800 


12,000 

10,000 

22,000 


1,18,800 

Less : Opening balance of profit and loss accou nt 30,500 

Profit before appropriations and Don-cjsli expenses Jla. 88,300 

"”"7 . 
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(//) Calculation of cash from operation : 

Profit before appropriation and non-cash expenses Rs. 88,300 


Add : Decrease in current assets : 

Stock opening balance 1,00,000 

Closing balance 74,000 

Less'. Purchased on issue of shares 20,000 

54,000 


Decrease in stock 46,000 

Debtors (Rs. 80,000 -Rs. 64,200) 15,800 


Less : Decrease in current liability'— creditors 

. Cash from operation 

(//7) Statement of CASH FLOW 

Cash in hand and at bank, 1st January .1979 
Add : IL FLOWS of cash : 

Crsh from operation 
Sdle of machine 


1,50,100 

14,800 


Rs, 1,35,300 


Rs. 500 

1,35,300 

1,800 

1,37,100 


Total cash available for use 


1,37,600' 


Lets : OUT FLOWS of cash : 

Payment of long-term loan 70,000 

Purchase of machine for cash 8,000 

Payment of dividend 23,000 

Payment of tax 28.000 

— 1,29,000 


Cash in hand and at bank as on December 31, 1979 Rs. 8,600 


TORJAL NOTES 


(>) MACHINE ACCOUNT 


3 Opening baiance Rs. 1,50.000 

3 Purchase by issue of shares 25,000 
0 Purchase for cash 8,000 


By Loss on sale of machine Rs. 200 

By Depreciation 12,000 

By Cash (sale of machine) 1,800 

By Closing balance 1,69,000 


Rs. 1.83,000 

■BKSCSPKSi 

PROVISION FOR TAX ACCOUNT 


Rs. 1,83,000 


b Bank (tax paid)— balancing 

figure Rs. 28,000 

i'o Closing balance 35,000 

Rs, 63.000 


By Opening balance Rs. 30,000 

By Profit and loss account — lax 

provided during the year 33,000 

Rs. 63,000 


Illustration IS, The most recent statement of the fioanciul position of a 
small wholesale bnsincss, a sole trader, appears in summarised form as 
below : 


CfcaplCT A ] c«sli BoageltDS and C« FJaw TediBlipM 

sSfs account for ihc j-cat ended 30ih June 197? 

Cost of goods sold ^ 


TSA.7t7 


36.000- 

ZJ.WO 


Gross profit 
Opemiog cx-pen^es 


J2,960 

S,(WO 


Net profit 


Rs. 4^20 


Dalancc sheet at 30Ui June 1977. 

Fixed assets, net of accumulated depreciation on a 
straight fine basis 
Current csstts : 


Stocks 

Rs. 

7,6S0 

Debtors 


6.000 

Cash 


l,17h 

Less : Current fietbi/ilies ; 

Rs. 

14^SS 

Creditors 

Rs. 1.920 


Trade-etpensc 

720 



— 

2,640 


Jls. 2^50 


izan 


Proptletor’s interest 


Rs. 14.563 


The proDfietoc is 60 years old and plans to retire ia 5 years time. 
Pemand for nis product was constant throughout the >rar ended 50th 
June 1977 and up to that date be bad cspei^ed it to continue at the sume 
level but he now expects it to fall steadily by an equal monibV 
over the 5 year period beginning in July 1977 and falling to zero by 33th 
June 19S2. He asks you to assume tbal there will be no changes in sac* 
price or purchase price in the prodocu stocked and sold over the penoJ 
nor in the periods of Credit receive and allowed oor in stock turnover 
period and also assume that be can reduce his operating costs by about 
a annually, stalling immediately in July 1977. 

The business is not seasonal. 


You are required to cafculaie the amount of net ca.l» flow for the 
year ended 30ili June 1973. \?.E. U Eaglaod July l*»n> 


Solution 

(0 PROFIT and loss account 

/"or tkernir f’ldirg }0^T3 


To Opening slock 
ToPuTtbascs 

To Gross prriit b'd 

Rs. ?.6?Ol 
19.200 1 

IWl 

By Sites 

By Closma stock 

' ■ fU. 

31100 

6,336 

ToOpcrttins expenses 
To D^rccUiioa 

To Net pro5t 

Ri. 3«,43S ! 

«!536 1 
470 ! 
4550 j 

ByGfvSs FfoSt t>,'d 

Rs 

3M3o 

ri*!* 


Rs. 11556 1 


Rs. 11556 
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{Hi) Cash from operatUms : 

Net profit as calculated above 
4(kl : Decrease in debtors 
Decrease in stocks 


Deduct decrease in creditors Rs. 512 

decrease in outstanding expenses 136 


Atid : Depreciation (non-cash charge) 

As there arc no other sources or uses, the cash balance for the year 
will increase by Rs. 6‘,S66. 

TUTORIAL NOTES 

(1) Sales. Present level Rs. 3,000 per month. 

Monthly reduction — Rs. 50. 

Sales for next 12 months=Rs (2,950+2,900+2,850-1-2,800 
+ 2, 750 -i- 2, 700+2, 650 r- 2, 600 + 2,550 +2,500 + 2,450 +2,400) 
c^Rs. 32,100. 

(2) Closing debtors : At present debtors represent 2 months’ sales, 
iking the same basis debtors would be equal to sales in May and June 

.3. 4,850. 

(3) Cost of sales ; Present ratio to sales=64%. 

Taking the same ratio 64% of Rs. 32,100=5Rs. 20,544. 

(4) Closing trade creditors ; 

Sales for the month of June Rs. 2,400 

Less : Decrease in closing stock at sale price (4 X 50) 200 

Rs. 2,200 

Cost of sales of Rs. 2,200 wilt be 64% of Rs. 2,200 i.e., Rs. 1,408, 

(5) Closing stock : 

Opening stock represents |rd of cost of sales i.e., 4 months. There- 
fore closing stock will represent the last 4 months’ cost of sales /.e., 64% 
ofRs. 9,900 =.Rs. 6,336. 

(6) Expenses'. Assuming (hat the value of fixed assets will be nil 
at the end of five years, the annual depreciation works out to Rs, 470, 
It is given that operating costs can be reduced by l/5th annually. 

Therefore, projected cash expenses will be 

Rs. (8,640 -470 )x|=Rs. 6,536. 


Rs. 4,550 
1,150 
1.344 

Rs. 7,044 


648 

6,396 

470 

Rs. 6,866 
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(7) Cloiins expense creditors I Opening balance equals 1/I2th of 
operating expenses (including depreciation). On the same basis, closing 
baIance=.l/J2 X(Rs. 6,536+Rs. 470)eRs. 584. 

AUcrmtnciy : 

Solution can also be worked out by tlic balance Sheet nicthoc! as 
shown below : ^ 

BALANCE SHEET 


as oa 30th JiinCt 1978 

Liabilities 

Rs 

Assets 


Ks. 

Creditors ; Trade 

1,408 

Fixed asscU 

2,350 


Expenses 

Proprietor's interest at 

584 

Less : Depreciation 

470 

I.8S0 

commencement 14,563 


Debtors 


4.850 

yti/rf : Net profit 4,550 


Stock 


• 6.336 

— 

19,118 

Cash (balaoeing Ogure) 


8.(M4 


Rs. 21.210 


Rs. 

21,110 

Cash as per balance sheet above 

Rs 

8,044 

Cash at commencement of the period 


1,178 

Net cash inflow for the year 


Rs. 

6, ace 


Illustration 16. The Mahajao Ltd has prepared the following trial balance 
as on December 31, 1978 and 1979 : 


(0,00,000 omtlcd) 

Debus W3 1979 Change 

Cash Rs 20 7 -13 

Accounts receivable 5 20 15 

Inventory 15 40 25 

Prepaid general 

expenses 24 2 

Fixed assets, net 30 91 41 


R$. 92 162 70 


(0.00,000 omitted) 

Credits I97a~‘ 1979 Change 

Aooi/ants payabic for 

merchandise 14 39 25 

Accrued property tax 

payable 13 2 

Mortgage payable 

in 194* — 40 40 

Share capital 70 70 •— 

Retained earamgs 7 ID 3 

Rs, 92 162 


INCOME STATEMENT AND RECONCILIATION 
OF RETAINED EARNINGS 
for the year ended December 31, 1979 

(0.00.000 omitted) 


Sales Rs. 100 

Less Cost of goods sold ; 

Inventory, December 31, 1978 15 

Purchases 98 

Cost of goods available for bale 113 

Inventory, December 31, 1979 40 
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Gross profit 
Lers : Other expenses ; 
General expenses 
Depreciation 
Property taxes 


11 

8 

4 


Net income 4 

Less : Dividends 1 

Net income of the period retained ' 3 

lletaincd earnings, December 31, 1978 7 

Retained earnings, December 31, 1979 Rs. 10 


On December 28, 1979 Mahajan Ltd paid Rs. 90,00,000 in cash and 
signed Rs. 4,00,00,000 mortgage on a new building acquired to accommo- 
date an expansion of operations. In view of the fact that the net income 
of Rs. 40,00,000 was the highest in the company’s history, directors of 
Mahajan Ltd were perplexed by the company’s extremely low cash balance. 

Required ; 1 . Submit a statement of cash flow together with your 
supporting work. 

2. Prepare, for the chairman, a brief note as to why cash has 
decreased even (hough net working capital has increased and net income 
was Rs. 40,00,000. 

Solution : 

STATEMENT OF CASH FLOW 

far the year ended December 31, 1979 


Cash balance, December 31, 1978 Rs. 2,00,00,000 

Less uses of cash : 


Dividend 

Rs. 10,00,000 


Operation (1) 

10,00,000 


Fixed assete (purchase) 

90,00,000 


Tax 

20,00,000 

1,30,00,000 

Cash balance, December 31, 1979 

Rs. 70,00,000 

Tutorial Notes 


c= = = =.=r 

(1) Calculation of application of casn on account of operation 


Not income before dividend 

Add Non-cash items 


Rs. 40,00,000 

Tax provision 

Depreciation 

40.00. 000 

80.00. 000 

1,20,00,000 

Net income before non-cash items and appropriations 

1,60,00,000 

Add : Increase in current liabilities : 
Accounts payable 

Less : Increase in current assets : 


2.50.00. 000 

4.10.00. 000 

Accounts receivable 

1.50,00,000 


Inventory 

Prepaid expenses 

2,50,00,000 

20,00,000 


Cash outflow on account of operation 

4,20,00,000 


Rs. 10,00,000 
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To the Chairman : 

Reasons for bad position of cash balance on December 31, 1979 can 
be established in the heavy demand for cash to expand fixed assets, 
inventories and receivables. These have reduced cash balance to rock 
position despite heavy profits. 

In case, in this problem, fund is used to mean net working capital, 
then it will show a net increase in net working capital of Rs. 20.00.000 
// c , Sovrccs Rs. 1,20,00,000 and applications Rs. 1,00,00,000). Statement 
of Sources and Applications of net working capilaWfiinds) may be put as 
follows : 

Mahajan Ltd 

STATEMENT OP SOURCES AND APPLICATIONS 
For Ike year ended Dee 31, JP79 

Sources : 

Funds provided by operations : Rs. 40,00,000 

Less : AppJicasions • 80,00,000 

1,20,00,000 

Add : Depreciation 

Dividends 10,00,000 

Purchase of fixed asset, less Mortgage 90,00,000 

1,00,00,000 

Net increase in net working capital Rs. 20.00.000 

Illustration 17. The following condensed statemenls arc those of Lakhim* 
pur Company : 


INCOME STATEMENT 
For Ike year ended 


Sales 

Operating expenses (including depreciation 
ofRs 10,000) 

Dec. 31, 1979 
Rs. 4,25,000 

3,40,000 

Dec 31, 1978 
3,50.000 

2,80,800 

Interest on debentures 

85,000 

3,000 

09.200 

4 200 

Net income before tax 

Income tax expense 

82,000 

30,000 

65.000 

27.5r.O 

Net income after tax 

Rs. 46.000 

37,500 

STATEMENT OF RETAINED INCO.\fn 

For tke y<OT ended .. , — 


Retained income, beginning of year 

Net income for the year 

Dec. 31, 1979 
Rs. 27.500 
46,000 

Dee. 31, 1978 
25,(00 
37,500 
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Dividends 


73,500 62,500 

35,000 35,000 


Retained income, end of year 


Rs. 38,500 


27,500 


STATEMENT OF FINANCIAL POSITION 


as on. 


Liabilities 1979 

Accounts payable Rs, 20,000 

Income-tax payable 36,000 

6% Debentures due 
on 31-12-1986 50,000 

1978 

12.500 

27.500 

70,000 

Assets 1979 

Cash Rs. 9,000 

Accounts receivable 25,000 

Inventories 60,000 

Plant and equipment 1,20,000 

— Accumulated 

depreciation (37,000) 

1978 

15,000 

31,000- 

•45,000 

1,05,000 

Total liabilities Rs. 

1,06,000 

1,10,000 

,(27,000) 

Stockholders Equity 
Capital stock 
Retained income 

32.500 

38.500 

31.500 

27.500 



Total stockholders 
equity 

71,000 

59,000 



Total equities Rs. 

1.77,000 

1,69,000 

Total assets Rs. 1,77,000 

sssasss SR 

1,69,000 


Required : 

To prepare cash flow statement. 

Solution : 

Solution to this psobkm has been given in a different way to enable 
students to know alternative practice of preparing cash flow statement. 
However, students can prepare this in the usual way adopted in the book 
in other preceding illustrations. 

1 AKHIMPUR COMPANY- STATEMENT OF CASH FLOWS 
For the year ended Dec. 31, 1979 

Cash balance, Dec. 31, 1978 Rs. 15,000 

Receipts : 

Collection of accounts receivable 6,000 

Collection from capital stock 1,000 

Net collection from operation 84,500^ 


. Total receipts 


91,500 


Cash available for use 
Dishurscnieiils : 
Payment for plant 
Payment of income tax 
Payment of debentures 
Payment of dividend 


1,06,500 

15.000 

27,500 

20.000 

35,000 


Total disbursements 


97,500 


Cash balance, Dec. 31, 1979 


Pc 0 non 



CNp(et 4/Cflsh OndgetlpgaDd CcthFVnr Tedmlqw* 
* Net eolleeilon for operation iiealeuhttd at follows z 


FSA.223 


Collection from Sales Ri, 

Less : Expenses paid : 

Expense as per income statement Bi. 3,40.000 

Less Depreciation not resulting in inflow of cash 10,000 

3,30,f00 

Add : Interest on debentures resulting in outflow of cash 3,000 


Add Payment for increase In inrentory 
tRs. fiO.OOO— TU 45000) 

Less : Financed by the creditors, 

/ e.. increase in accounts payable 

Net Payment for inventory 
Total payments for expenses 
Net inflow of cash from operation 


ts.ooo 

7,500 


7,500 

3,40,500 
Rs. S4400 
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Foremost Company 
STATEMENT OF POSITION 


Assets 

Current assets : 

Account receivable 
Inventory 

Total current assets 
Fixed assets : 

Equipment (cost) _ , 

Accumulated depreciation 

Total fixed assets 
Total assets 

Liabilities 
Cu'renl Liabilities ; 
Accounts payable 
Notes pajaWe 
Income tax payable 

Total current liabilities 
Long term Liabilities ; 

6% Debentures, 1986 

Total liabilities 
SlocL'holders Eijulty : 
Share capital 
Retained income 

Total shareholders equity 
Total equities 


December SI. 1979 | December 31, 1978 

Rs. 

Rs. 

Rs. Rs 

20.000 

30.000 

45.000 


18.000 

iO.COO 

29,000 


95,000 

67.000 

50.000 

70.000 


40.000 

15.000 


30,000 

25,000 

Rs. 

1.25.000 

Rs. 92,000 

12.000 

20.000 

6.000 


10,000 

15.CO0 

4.000 


38.000 

29.000 


- 

15.000 


38,000 

AI.COO 

60.000 

27.000 

87,000 

40.000 

8.000 

— 4<.oro 

Rs. 

1,25,000 
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Dividends 


73,500 62,500 

35,000 35,000 


Retained income, end of year 


Rs. 38,500 27,500 


STATEMENT OF HNANaAL POSITION 


as on. 


Liabilities 1979 

Accounts payable Rs. 20,000 

Income-tax payable 36,000 

6% Debentures due 
on 31-12-1986 50.000 

1978 

12.500 

27.500 

70,000 

Assets 1979 

Cash Rs. 9,000 

Accounts receivable 25,000 

; Inventories 60,000 

Plant and equipment 1,20,000 

— Accumulated 

depreciation (37,000) 

1978 

15.000 

31.000 • 
■45,000 

1,05,000 

Totalliabiliiies Rs. 

1,06,000 

1,10,000 

1(27,000) 

Stockholders Equity 
Capital stock 
Retained income 

32.500 

38.500 

31.500 

27.500 



Total stockholders 
equity 

71,000 

59,000 



Total equities Rs. 

1.77,000 

1,69,000 

Total assets Rs. 1,77,000 

1,69,000 


Required : 

To prepare cash flow statement. 

Solution : 

Solution to this psobicm has been given in a different way to enable 
students to know alternatiAe practice of preparing cash flow statement. 
However, students can prepare this in the usual way adopted in the book 
in other preceding illustrations. 

I AKHIMPUR COMPANY-STATEMENT OF CASH FLOWS 
For the year ended Dec. 31, 1979 

Cash balance, Dec. 31, 1978 Rs. 15,000 

Receipts : 

Collection of accounts receivable 6,000 

Collection from capital stock 1,000 

Net collection from operation 84,500^ 


, Total receipts 


91,500 


Cash available for use 
Dislmrsemcnts ; 
Payment for plant 
Payment of income tax 
Payment of debentures 
Payment of dividend 


I,06,.500 

15.000 
27,500 

20.000 

35,000 


Tola! disbursements 


97,500 
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» Net eolleetion far operation is eaicuhted as follows : 

Collection from Sale* Rj. 4,25,000 

Less : Expenses paid : 

Expense as per income statement Ps, 3,40.000 

Less Depreciation not resulting in inflow of cash 10,000 


: Interest on debentures resulting in outflow of cash ’ 3|000 ' 


Add Payment for increase in inventory 
(Rs. «).000-Rs 45 000) 

Less : Financed by the creditors, 
i f; increase in accounts payable 

Ket Payment for Inventory 
Total payments for expenses 
Net Inflow of cash from operation 


3,33,000 

15,000 

7,500 

7.500 

3,40,500 

RsTT^OO 
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Foremost Companj 

STATEMENT OF POSITION 


Assets 

Cartent assets : 

Cash 

Account receivable 
Inventory 

Total current assets 
Fixed assets : 

Equipment (cost) , . 
Accumulated depreciation 

Total fixed assets 
Total assets 

Liabilities 
Current Liablliiies : 
Accounts payable 
Notes paj-abte 
Income tax payable 

Total current liabilities 
Long-term Ltobllltles : 

6% Debentures, 19S6 

Total liabilities 
Stock-holders Equity ; 
Share capital 
Retained income 



Total shareholders equity 
Total equities 


Rs. 1,25,000 


Rs. 92,000 
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STATEMENT OF INCOME AND RETAINED INCOME 
For the year ended Dec. 31, 1979 

Rs. 2,10,000 

Rs. 5,000 
6,000 
900 
1,73,100 


Total expenses 

1,85,000 

Net income 

25,000 

Deduct dividend 

6,000 

Addition to retained income 

19,000 

j4del : Retained income, Dec. 31, 1978 

8,000 

Retained income, December 31, 1979 

Rs. 27,000 


You are required to prepare statement of cash flow. 

Solution ; 

Solution to this illustration also has been given in a di/ferent way, 
Tiiis has been done to enable students to know the alternative practice of 
preparing cash flow statement. If they like they can prepare it in the 
usual way. 


Sales 

Deduct expenses : 
Depreciation 
Income tax 
Interest 

All other expenses 


Foremost Company 

STATEMENT OF RECEIPTS AND DISBURSEMENTS 


Cash, balance Dec. 31, 1978 Rs. 18,000 

Receipts : 

(1) Sales during the year 2,10,000 

Less : Credit sale, i.e., increase in accounts receivable 10,000 


Net collection from sales 2,00,000 

Les.s : Operating expenses ; 

Oll'.cr expenses 1,73,100 

b'lcrcst 900 1,74,000 

Net collection from operation 

(2) Collection from issue of share capital 


26,000 

20,000 


Cash available for use 
Disl'iin^ciuctits : 

(1) Inventory 

Inventory at the end 

Less : Inventory in the beginning 


64,000 


45,000 

29,C00 


Less : Financed by creditors not resulting in inflow 
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Accounts payable at the end 
Less : Amount in the beginning 

Increase in account payable 
Add ; Increase in notes payable 


• Net payment for inventory 
(2) Income tax' 

(3} Equipment 

(4) Debenture 

(5) Dividend 

Total disbursements 


12,000 

10,000 


2,000 

5,000 

7,000 

9.000 
4,0t0 

10.000 

15,000 

6,000 

44,000 


Cash balance, December 31, 1979 


Rs. 20,000 


Notes : 1. Since provision Sot iatoiM-lax made during 1979 in the income 
statement also appears in the position statement, it is clear that there i$ 
an outstandiog liability for that amount. Since, it has not been paid, it 
does not appear under disbursements. However, income»tax prevision of the 
previous year Rs. 4,000 does not appear in the position statement of this year, there, 
fore, it mutt have been paid and, hence, shown in disbursements. 

2. Provision for dividend, appeariog in the income statement, does not 
appear in the position statement and hence it must have been paid. 


assignment material 


Objective Type Questions 

1. State whether the following statements are ‘true’ or 'false’. 

(а) Cash-flow statement explains the impact of transactions on the 
cash balance. 

(б) Cash-flow statement does not take into account the non-current 

items. 

(c) Cash-flow statement is prepared by budgeting the cash receipts 
and cash payments. 

(d) To find out the cash from operations decrease in debtors must 
be subtracted from the net operating profit 

(e) Cash from operations is oscertamed by converting the income 
statement from accrual basis to cash basis. 

if) Loss on sale of fixed assets is deducted from the operating proS 
to arrive at cash generated from operations. 

(g) A cash budget indicates the amount of loan required « 
the time at which it is needed. 

Fill IQ the blanks. 

(a) The adjusted profit and loss method of prepaH=.f®^ 

Is also known as , 

«(4S-130/1983) ^ 
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STATEMENT OF INCOME AND RETAINED INCOME 


For the year ended Dec. 31, 1979 

Sales 

Deduct expenses : 

Depreciation 

Income tax 

Interest 

All other expenses 

Rs. 

Rs. 2,10,000 

5,000 

6,000 

900 

1,73,100 

Tot.al expenses 



1,85,000 

Net income 

Deduct dividend 



25,000 

6,000 

Addition to retained income 

Add : Retained income, Dec. 31, 1978 



19,000 

8,000 

Retained income, December 31, 1979 



Rs. 27,000 


You arc required to prepare statement of cash flow. 

Solution : 

Solution to this illustration also has been given in a difTcrent way. 
This has been done to enable students to know the alternative practice of 
preparing cash flow statement. If they like they can prepare it in the 
usual way. 

Foremost Company 

STATEMENT OF RECEIPTS AND DISBURSEMENTS 


Cash, balance Dec. 31, 1978 Ks, 18,000 

Receipts : 

(1) Sales during the year 2,10,000 

Levs ; Credit sale, i.e-, increase jn accounts receivable 10,000 


Net collcclion from sales 2,00,000 

/.('ss : Operating expenses : 

Other expenses 1,73,100 

Interest 900 1,74,000 


Net collection from operation 

(2) Collection from issue of share capital 


26,000 

20,000 


Cash available for use 
Dishitrsements : 

(1) Inventory 

inventory at the end 

Lc:,s : Inventory in the beginning 


64,000 


45,0C0 
29, COO 


1 FmnnrAH hv rrf*Hitnrc nnf rActilfitirr In InAn. 
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Accounts payable at the end 
Less : Amount in the beginning 

Increase in account payable 
Add : increase tn notes payable 


Net pavment for inventory 

(2) Income tax 

(3) Equipment 

(4) Debenture 

(5) Dividend 

Total disbursements 

Cash balance, December 31, 1979 


12,000 

10,000 


2,000 

5,000 

7.000 

9.000 
4,010 

10.000 

15,000 

6,000 

44,000 
Rs. 20,000 


Notes 1. Since provision for mcome-ta* made during 1979 in the income 
statement also appears to the posuioo siaiement, it is dear that there is 
an outstanding liability for that amount. Since, it has not been paid, it 
does not appear under disbursements However, income-ta* provision of the 
previous year Rs. <5,000 does not appear In the position statement of this year, ihcrr* 
fore, it must h«ve been paid and, hence, shown to disbursements' 

2. ProMSion for dividend, appearing in the income statement, docs not 
appear lathe poiuioa statement and hence it must have been paid. 


ASSIGNMENT MATERIAL 


Objective Type Questions 

1. State whether the following statements arc Mfuc’ or ‘false'. 

(o) Cash-flow statement explains the impact of transactions on the 
cash balance. 

(6) Cash-flow statement docs not take into account the non-currcnl 

items. 

(c) Cash-flow statement is prepared by budgeting the cash receipts 
and cash payments. 

(<0 To find out the cash from operations decrease in debtors must 
be snbuaeled from the net operating profit. 

(c) Cash from operations is ascertained by converting the income 
statement from accrual basis to cash basis. 

(/) Loss on sale of fixed assets is deducted from the opc«iing pro.;! 
to arrive at cash generated from operations. 

(g) A cash budget indicates the amount of loan as we « 

the time at which it is needed. 

Fill in the blanks. 

(fl) The adjusted profit and loss method of ^ , 

Is also known as ' ' * ^ » 

61(45-130/1983) 
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{b) When there are both cash and credit sales cash from operations 
dll be equal to net operating profit plus or minus 

(c) If a business sells Rs. I,rO,COO worth of goods of uhich Rs. 

;0,000 arc on credit, then the funds released by the sale transactien are 
Is and the cash released is Rs 

(d) While funds flow statements are useful for planning 

»perations, cash-flow statements are useful for planning operations 

)f the business. 

(e) While cash can be utilised by business for making immediate 

payments, funds (other than cash) can only be used for making payments 
in the 

(/) Funds are relatively liquid than cash. 

(g) A highly liquid position of a business is indicative of 

management of cash. 

3. Indicate the correct answer. 

(fl) If the net operating profit of a business is Rs. 60,000 and the 
debtors have decreased during the year by Rs, 20, COO, cash from operations 
equals 

(/) Rs. 60,000 
(;7) Rs. 80,000 
(Hi) Rs. 40,000 

(b) Sale of long-term i.^vestments at a loss 
(/) increases the cash 

(//) decreases the cash 
(Hi) has no effect on cash. 

(c) Payment of income-tax for which a provision has been made- 
(i) increases the cash 

(//) decreases the cash 
(Hi) has no effect on cash. 

4. Indicate whether each of the following transactions would be a 
source (increase) or use (decrease) of funds if funds arc defined as cash : 

(a) Sale of merchandise on account, (b) Sale of merchandise for cash 

(c) Borrowing cash on a short-term note payable, (d) Collection of accounts 

receivable, (e) Purchase of n erchandiscon account, (/) Purchase of mer- 
chandise for cash, fg) Purchase of equipment on account, (/;) Declaration 
of dividend payable in cash, (/) Payment of dividend declared earlier, 
(J) Payment of account payable, (A') Issuance of dividend in the form of 
share capital, (/) Recording periodic depreciation, On) Recording the bad 
debts, (n) Recording the pro^■ision for ta.xation, 22' I 

5. During January, 1979, the Madhu Company had the follow'- 
ing unrelated transactions : (fl) Fquirmcnl were purchased for Rs. 5,f00, 
Onc-half was paid in cash and the balance due was to be discharged after 
one year, (b) Accounts pa.vablc of Rs. 2.CC0 was paid in cash, (r) Sold 
for Rs. 100 a truck which was completely depreciated and not in use. 

(d) Purchased for Rs. 4,000 some stock of another company as a temporary 
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iinesiment cf excess funds, (e) Purchased merchandise inventory of Rs. 
500 on account. (/) Issued a 90*day note in payment of an account 
payable of Rs. 850. (g) Paid mtcrcst Rs. 24, Principal Rs. 400— on a 
note payable. (/;j Purchased a ihrec-ycar insurance policv for Rs 120. 

(/) The o^^ners invested an additional amount of Rs.' 5,CC0 m the 
business. (J) The company discowed a cash shortace of Rs. 10 in the 
petty cash fund. 

Considering the above transactions separately, bow would each affect 
a statement if funds were defined as ; (o) Casli and {b) Working capita] ? 
Problems 

Casli Budget 

1. In May 1978, Shri Ananth got Rs. 10,000 in a Delhi Lottery 
and started a business to manufacture a certain component for BHEL. 
During the same month, he puichascd machineries for Rs 5.00,000, nut 
of a gift of Rs. 1,00,000 from his father-in-law and a loan of Rs. 4,00,000 
from a bank. Interest at 9;. per annum is payable quarterly m arrears 
from the month of borrowing The principal is repayable at Rs. 20,000’* 
every half year. He commenced manufacture on 1-6-1978, and his produc- 
tion and delivery schedule is as under. 

30. 6-1978 1,000 units 

31. 7-1978 1,500 units 

31. 8-1978 2,000 units 

30- 9-1978 2,500 units 

31- 10-1978 3,000 units 

and thereafter 3,000 units every month. 

He gels Rs. 10 per unit from BHEL His lariaWe cost is Rs 6 per 
unit. He has fixed expenses to the extent of Rs 1. 000 per month Me also 
wants to draw Rs, 1. COO for his mainicnance. His bills are settled after 
30 days from the date of supply. His variable cost is to be met b> actual 
payment in the very month. The fixed cost and his drawings ai'c met on 
• the 1st day of next month. He desires always to carry a minimum cash 
balance of Rs. 2,000 and a maximum one of Rs 10.000 

You are required to prepare a cash budget for each of the 9 months 
from May 1978 to January 1979. Assume a temporarv ONcrtlraft from the 
bank, whenever required within the above mentioned minimum and maxi- 
mum cash balance requirements. Ignore mtcrcst on the overdraft 

iC A. Final (New) 1979J 
{Oicrilraft required August Rs 7,000 and Xoiember Rs. ll,0O0z 
Repayment of o\erdraft December Rs 10 OOti and January Rs. SSCCl 

2. Summarised below arc the income and expenditure forces^ 

(he months of March to August 1964 . 



Sales 

Furehates 

Ha^es 

Operating _ 


(all credit) 

(all credit) 


Afanu/aelunng s'"" ' 


Rs. 

Rs 

Rs 

Rs ^2; 

March 

60 000 

36 000 

9.000 

4.000 f r’ -r 

April 

62.000 

3S,000 

8000 

s.oo? 

May 

«.000 

33.000 

lOOCO 

ixn' ^ 

June 

SS.Oro 

-VJ.OOO 

V500 

3 >'' •• 

July 

56.000 

39.000 

9.J00 

i or 

August 

60,000 

34.0a' 

s.coo 

5* ■ 
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You are given the following further information : 

(fl) Plant costing Rs. 16,000 is due for deliver}’ in July, payable 
10% on aelivery and the balance after three months. 

(b) Advance Tax of Rs. 8,000 each is payable in March and June. 

(c) _ Period of credit allowed (a) by suppliers : 2 months, and (b) to 
:ustomers : 1 month. 

(d) Lag in payment of manufacturing expenses : J month. 

(e) Lag in payment of all other expenses : I month. 

You are required to prepare a cash budget for the three months 
starting on 1st May, 1964, when there was a cash balance of Rs. 8,000. 

[C.A. (Final) 1964] 

[Closing balances : May Rs. 15,750 Jme Rs. 12,750 and Jidy Rs. 18,400} 

3. A new company to be known as Stratoscope Limited is to be 
formed on 1st January for the purpose of taking over an e.xisting wholesale 
business dealing in fancy goods as from the same date, when the present 
proprietor retires. The purchase consideration of Rs. 1,00,000 is payable 
in two equal instalments on 1st January and 31st March. The purchase 
’includes freehold buildings valued at Rs. 60,000 furniture and equipment 
valued at Rs. 15,000, two delivery vans valued at Rs. 5,000 and stock-in- 
trade valued at Rs. 20,000. A preliminary budget for the first year 
includes the following-information. 


quarter will be Rs. 20,000 per month, in the 
second RjS. 18,000 per month, in the third Rs. 24,000 per month and in 
the fourth Rs. 30,000 per month. Gross profit averages 50% on cost. 

(//) Fixed cost is budgeted at Rs. 5,000 per month Variable over- 
head is budgeted at 10% of sales valnp AH variamc o\er 

.helastdayof.hemontMo wSh(hey “iatt 

artdit and Mocks arc to be 0,0^0!^ at R?20%«!rtrou1h7utTe " 
Tpniiir^ ^ Statement to calculate the minimum capital 

3 „ L uT"’ that the corn- 

pan} will not be able to borrow further funds during the year.) 

denrcciaUon ^aflO°/ nn statement for the year taking into account 

deprcca , on at 10% on furniture and equipment and 2p% on the delivery 

vans. (Ignore any possibility of paying loan interest during AeTcar ) 

of Company and Commercial Accountants) 
[Mmmumj capital required Rs. 1,35,600 ; Net income Rs. 1,900] 

A Flow Statement 

_ 4. Following are the comparative balance sheets of Western System 
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Liabilities 

1980 

1979 


I9S0 

1979 

Share capital 

Rs. 19.000 

18,000 

Cash 

Rs 4 000 

6.000 

Trade creditors and bills 

Trade debtors 

190no 

13400 

payable 

7.500 

6.400 

Land and building 

6.200 

5.000 

Profit and loss appropria- 

Patent rights 

900 


tion account 

3,500 

2.900 





Rs. 30.100 27.300 1 


Rs 30.100 

27,300 


i?cguiferf. A slatemenl of cash flow. 22 V 

[Outflow due to operations Its. 1,700 : Total sources Jts. 1,000 ; 

Total uses Rs. 3,000] 


5. Following are the comparalivt balance sheets of Novo Company t 

Llabttiiies Dec. 31 Dee 31 Assets Dee. 31 Dee 3t 

1979 I9S0 1979 J9S0 

Share capital Rs 10 000 74.000 Ca^h Rs 9.COO 7.800 

Deberti'rc* ILOOO 6000 Trade debtors (good) 14.900 17,700 

Trade creditors 10,360 1I,S40 Siodcin-irade 49 200 4J.700 

Provision for doubtful Land lOOcVl 30.000 

debts 700 SOO Cood«»11 lOr-t'O 5.000 

Profit and loss 10.040 IOJ60 

Rs. 1,03.500 T.O^joO Rs 1.03.100 l,03.2CCJ 


AdJiiio/ial inforruaiion : (1) Dividends v ere p.iid tcvtalling Rs S.SO'l. 
(2) Land was purchased for Rs 10.000 and amouni provided for the 
amortiraiion of goodwill totalled Rs 5.0C0. (3) Debenture loan was re- 
paid Rs. 6,0C0. 

You are required to prepare cash flow statement 22*4 

[Source front operation Rs 15,620 ; Totul sources Rs. 21,100 ; 

Tola! uses Rs 22JOO] 

6. From the following balance sheets of Nosuch Company Limited 
as on December 31, 1978 and 1979, >ou are required to prepare cash flow 
statement for the year ended December 31, J979 ; 
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7. The following are the summarised trial sheets balance of PQ 
Limited on June 30, 1977 and 1978 : 

Jime 30, 1977 June 30, 1978 


Equity share capital : 30,000 
shares of Rs. 10 each 
issued and fully paid Rs. 3,00,000 

Capital reserve — 

8% Debentures — 

Debenture discount — 

Freehold property at cost Rs. 1,22,000 
Freehold property at 
valuation ' 


1,000 

1,65,000 


Plant and machinery 
at cost 

Depreciation on plant and 
machinery 
Debtors 

Stock and work-in-progress 
Creditors 

Profit and loss account 
Net profit for the year 
Dhidcnd paid in respect 
of 1977 

Provisipn for doubtful debts 
Trade investment at cost 
Bank 


2,23,000 

1,07,600 

2,83,000 

1,04,600 

1,54,600 

1,24,000 

37,400 

1 ,62,500 


1,12,000 

30,000 


3,100 

47,000 


13.500 


3,00,000 

49,200 

50,000 


1,22,000 

49,200 

1,12.000 

76,500 

6,400 

77,800 


Rs. 5,73.600 5,73,600 8,43,100 8,43,100 




\ ou arc informed that :(/) The capital reserve on June 30 1978 

SrS surolu-^a? freehold propertv together 

In 1 070 on revaluation. («) Durinc the year ended June 

Rs 3 5™” “='/?-™® ’',H 'if " *V™Lio„ pltion of 

snnnn i ^ (”0 On Julv i. 1977, 

Ti,' debrntures were issued for cash at a discount of Rs 1000 

•'repare a staLwn 1 are required to 

!»• L. 64,300 diirini! ihs year eoT-d 30 "978°T^ ’'o 

[Source from operation Rs. 66,700 ; Total sources Rs. 1,40.700 ; 

Total uses Rs. 2,05,000] 


• 3. ‘^^nipany finds on January I, 1980 that it k r, 

information prepare a statement for ihe Jollowm 

the overdraR of Rs. 68,750, as at Decemb® 3L 197?‘ haTarilcn 
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Figures as per balance sheets as at December 31 : 



1978 

1979 



Fixed assets Rs 

7.50,000 

11.20,000 

Trade creditors Rs. 2.70.000 

3.50.000 

Stock and stores 


3.10.000 


Debtors 


3.35.000 

OfRs 10 each) 250.000 

3,00.000 

Rank balance 
Sank overdraft 


€5,750 

Bills receivable 87.500 

95,000 


The porfit for the year ended Decimber 31, 1979 before charging 
deprec a:ioa and taxation amounted to Rs. 2,40,000. The 5,000 shares 
were issued on January 1,1979 at a premium ofRs. 5 per share, Rs. 
1,37.500 was piid in March 1979 by way of income-nx. Dividend was 
pail as follows • 1978 (final) on the capital on December 31, 1969 at 10% 
lest tax at 25 per cent ; 1979 (interim) 5®., free of tax 

(C.A Final. 1970) 228 

[Source from operation Rs. 2»17,500 ; Total sources Rs. 2,92,500 ; 

Total uses Rs. 5,^1,250] 
9 The manasmg director of yoif ompany is at askance because 
of the fall It bitk b dance trf>piie of excellent profits made by (he business. 
Explain to him the po.ition by preparing a suiemcnt of cash flow. 

The balances from the books uerc as follows ; 

1st January 31st December 

1979 J979 


Liabilities : 

Rs 

Ordinary shire cppit.nl 

a.on.nno 

General reserve 

1, 00.000 

Profit and loss account balance 

50,000 

Profit for the year after 


provision for taxes and 


dixidends 

— 

Debentures 

1.00.000 

Provision for taxation 

40,000 

Proposed dividend 

30.000 

Creditors 

80.000 


7.00.000 


Rs 

4.00. 000 

1. 00. 000 

50.000 


1,00.000 

2,00.000 

80,000 

40.000 

1,30.000 

11 . 00.000 


Assets : 

Land and buildings 


3,00,000 

Plant (at cost) 

3.00,000 


Less depreciation 

1,00,000 

2.00.000 

— 

Investments 


30,000 

Stock 


40.000 

Debtors 


30,000 

Bank balance 


1,00,000 


7,00.000 


4.00,000 


2.20,000 

1.40.000 

1.20.000 

2.00.000 

20,000 

iT.OO.OOO 


You have also access to the following information : 
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(1) During the year machinery costing Rs. 18,000 which had been 
:prcclated by Rs. 11,000 was sold for Rs. 13,000 and the profit was 
•edited to current years profits. 

(2) Taxation paid during the year amounted to Rs. 35,000. 

Hint : Work out on the model of the altcraativcg solution given in iJlustra- 


ton 13. 


10 . 


[Cash from operations Rs. 60,000 ; 

statement Rs. 3,7o,uwi 


30-6-1989 


as at June 30, 1979 and June 30 

, 1980 ; 


Current liabilities : 

30-6-1979 


Sundry creditors 

Rs. 8,000 

5,320 

Bills payable 

1,500 

900 

Accrued expenses 

250 

160 

Provision for taxation 

19,000 

21.000 

provision for doubtful debts 

1,000 

1,200 

Shareholders equity : 

29,750 

1,00.000 

Paid-up capital 

1,00,000 

General reserve 

15,000 

18,0f,0 

Dividend equalization reserve 

6,400 

8,000 

Profit and loss appropriation 

17,000 

16.000 

1,38,400 

— 


28,580 


1,42.000 


Rs. 1,68,150 


1,70,580 



30-6-1979 

30 6-1980 

Current assets : 



''sh at bank 

Rs. 8,000 

9,000 

Trade debtors 

19,000 

20,000 

Pre-payments 

70 

300 

Bills receivable 

3,000 

2,000 

Stock-in-trade 

30,000 

28,000 


60,070 

59,300 

Fixed assets ; 



Buildings 

46,800 

45,000 

Plant and machinery 

38,280 

42,030 

Goodwill 

13,000 

13,000 

Investments 

10,000 

11,250 


1,08,080 

1.11,280 


Rs. 1,68,150 

Rs. 1,70,580 


The following additional information is received from the general 
ledger ; (a) The provision for doubtful debts charged to profit was Rs, 400. 
(5) IncomC'tex paid during the year Rs. 18,000. (c) Interim dividend of 
Rs. 5,000 was paid on April 9, 1980. (d) Additional plant totalling 

,Rs. 5,000 was purchased on May 1, 1980. (c) Investments (par value 

Rs. 5,000) were sold bn November 1, 1979 for Rs. 4,800 and on January 
‘ ' «'•»— »<■ ^ noflt iv,.rp niirehascd. YoU UIC 
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required to prepare a statement of cash flow. 29 9 

{Source from operaiion Rs. 34^50 ; Total sources Ps. 40,050 ; 

Toted uses Rs. 39,050) 

II. Given below arc the chances in account balances of Ahmed, a 
retailer in general merchandise, for the final year ended October 31, 1979 ; 


Cash 

Rs. 4S.O00 

Accumulated oepreciation 

Rs. lO.uiO 

Debtors 

(8,000) 

Accounts payable 

(5.000) 

Provision for doubtful debts 

(?00> 



SfocJc-jn-trade 

(15.000) 

Ahmed's capita! 

44.SCO 

Equipment 

25,000 




The parentheses denote a decrease in the debit or credit balances norrral to a 
given account 

Debtors of Rs. 1 ,000 were written ofT as uncollectible. Equipment 
costing Rs. 7,500 was sold for Rs. 3,000 resulting in a loss of Rs. 6‘Xi. 
Net income, including the loss on equipment, amounted to Rs. 64,800. 
You are required to prepare cash flow statement, 22 10 

{Source from opemlion Rs. 95,I00i Total sources Rs 1,05,100 7 
Total uses Rs 57,000) 

12. The operating data for Pramoda Limited for the current year 
include the following : 
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Scope 

This chapter is mainly written to familiarise the -students with the 
preparation of (1) working capital budgets and (2) Master budgets. The 
preparation of cash budget is already dealt wiih in the previous chapter. 
As a preliminary to the preparation of the budgets, some ideas about 
budgets ami budgetary control are also discussed. 

hfcaning of budget. A budget may be deiined as a quantitative 
expression of a business plan for a specified future period, usually a year. 
It is simply a financial forecast for a future period. According to the 
definition given by The Institute of Cost and .Management Accountants, 
England, a ougcl is “A financial and/or quantitative statement, prepared 
and approved prior to a defined period of time, of the policy to be pursued 
during that period for the purpose of attaining a given objective. It may 
Include income, expenditure and the employment of capital.” Generally, 
this exercise ends up in the preparation of a master budget— the overall 
plan which takes into account the management goals relating to the most 
important functions, viz., production, sales, distribution and finance. The 
master plan quantifies the targets for production, sales, net income and 
also finance. Usually the master plan comprises of the profit and loss 
account, balance sheets, a statement of changes in financial position and a 
casfi-fiow statement. There are, no doubt, several functional budgets to be 
prepared before the master budget can be drawn. Examples of functional 
budgets arc production budget, cash budget, sales budget, etc. 

Meaning of budgetary control. Every plan must be followed by actioc 
or ooeraiion. The management has to control the operation continuously 
in line -^vith the plans so that the planned results may be achieved. 
Thercfvire, this plan-action-control may be considered to be a triangle, and 
without any one aspect the triangle is incomplete. Budgetary control is, 
Uierefore, the control exercised bv the management in comparing the per- 
fonmance with the plans and initiating corrective action to secure planned 
results. So the whole cxe.'-cise of budgetary control involves the following 
steps : 

(1) Quantification of plans in relation to production, sales, distri- 
Dution and finance in terms of the goals and objectives set by the 
managemicnt ; 

(2) Comparison of actual performance with planned performance ; 

and 

(3) Institution of corrective and remedial action. According to the 
definition given by The Institute of Cost and Management Accountants, 
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England, budgetary control is “the establishment of departmental budgets 
relating the responsibilities of executives to the requirements of a policy, 
and the continuous comparison of actual with budgeted results, either to 
secure by individual action the objectives of that policy or to provide a 
firm basis for its revision." 

Uses of Budgetary System 

(1) It provides a single plan for guiding the diverse elements of the 
organisation. 

(2) It helps to plan the profit for the budget period, instead of 
allowing events to determine the profit. 

(3) A well constructed budget jj built up from the lowest Ic\el of 
the organisation. This naturally involves every one in the organisation 
and each one has his share of rcsponsibih'y for carrying out assigned 
activities. 

(4) Top management can control the operations with the help of 
budgets, so as to attain the best possible results According to Horngren*, 
“budgeting provides dofnite expectations th.;t are the best framcv\ork for 
judging subsequent performance." 

(5l Budgeting enables the management to foresee rsroblems and 
difTiciiliies, so 'that m.anacemcnt can plan suitable action to present or 
minimise such contingencies. To quote Horngren*. “ Budget in? is primarily 
attention directing, because it helps man-iaers to focus on o,>craiing and 
financial problems early enough for eiTetti.c planning or action " The 
process of budgeting aKo enables the managers to become better adminis* 
trators because* of the extreme emphasis on planning 

(6) Budget is also a device of co.rmun-caimg to all concerned the 
goals and targets of the organisation in terms of quantities of money. 

(7) Budgeting as a process also helps to motivate the managers to 
perform their duties for the achievement of the overall goals of the 
organisation. 

(5) Budgeted standards for mcasupng the performance of individuals 
arc better than historical si.indards hitherto used, as the former take into 
account current conditions and current plans 

(9) Budgeting provides foi a coordinated effort and ensures har- 
mony between the overall objectives of the organisation and the objectives 
of its parts. 

Tj'i>cs of budgets. One way loclas ify budgets is based on ti-me spaa. 
Budgets are prepared for long periods when deciding on the locafioa cS 
plant or adding a product Inc nr the nirohase of new raachtnm 
equipment. Such long-range budgets are called capital budgets 
which are prepared on an annual basis to develop an ovef.aIl ni“cr r— 
for the organisation are known as master budgets. A 
master budget is known as continuous budget. Under * 

ting, there is a continuous plan for a 12-month period aheei 
if a master budget is prepared for the calendar year - * 
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January 1980, January 1981 is included, so that there is again a budget for 
a I2-nionth period. 

The master budget can be sub-divided into four parts. They 
are : (1) An operating budget giving details of operations and the estimated 
income. To enable the preparatton’^of the operating budget the several 
functional departments such as sales and production prepare their own 
budgets known as functional budgets. A functional budget relates to _ any 
of the functions of an undertaking such as production, sales or distri- 
bution, (2) A cash budget=^ showing the anticipated receipts and payments 
for the t ear, (3) A working capital budget showing the estimated require- 
ments of working capital by estimating the current assets raid current 
liabilities on the average and (4) Ai-capital expenditure budget*' which deals 
vith proposed changes in fixed assets and how such changes will be 
financed. 

Budgets are also classified as basic budgets drawn for a longer period 
of time and current budgets which are established for use over a short 
period of time and are related to current conditions. 

Orgrjusotion for budgetary coniro!. There is usually a budget officer 
in charge of the preparation of budgets. He is assisted by a budget 
committee consisting of top managers of several functional departments. 
The budget committee prepares the guidelines and coordinates the various 
functional budgets to resolve any differences or inconsistencies. Usually 
the-accounts department provides the figures of past results for guidance 
and pla\ s a vital role in the operation of the budgetary control s} stem. 
To help the various persons concerned, the organisation will have a budget 
manual, a document which sets out the responsibilities of the persons 
engaged in the routine of and the forms and records required for budgetary 
control. 

The key factor. The exercise on budgeting starts with the considera- 
tion of ‘Key factor’ or ‘Principal budget factor’. Tlie principal budget 
factor is the factor, the extent of nhese iafiuence must first be assessed "in 
order to ensure that the functional budgets are reasonably capable of 
fulfilment. The principal budget factor may be saJe.s, skilled labour, 
imported ratv material, a particular machine and such other constraints. 

Working capital budget. \Vork;ng capital comprises of funds which 
arc employed in da\'-to-day carrying on of the business. A manufaclurinE 
organisation, for instance, requires funds to buv raw materials, to keep 
slocks and also permit credit .sales as it is very difficult to cei immediate 
cash for sales in many businesses. Pan of the funds arc also Iccked up 
in work-in-progress because at any point of time one cannot a\ oid coods 
being in the course of manufacture. Some cash must alwa’. s he n^aintained 
in order to be in a position to meet immediate obligations. Therefore, 
gro.ss working capital may l e taken as equal to cash balance, and the 
amounts locked up in the steel s of raw jvatcrielSf work in process and 
finished goods and sundry debtors However, part of the working 
capita! is financed by current h'abiiitie.s such as sundry creditors bills 
payable and creditors for e.xpenses. Therefore, the net working capital is 

* These arc also examples of functional budgets. 



Chapter 5/Bodgetary Cootrol 


equal to current assets less current liabilities. Part of tfus is financed from 
permanent funds and the balance is borrowed from banks or from public 
by way of deposits. 

Working capital is also called ‘circulating capital’ because of the flow 
of working capital. Cash is the starting point for this flow. Osh 
is spent to buy materials and nay for expenses. This results in the pro- 
duction of goods which, when sold will bring in cash. In the case of credit 
sales, sale of goods immcdiatel} results m book debts and book debts after 
collection get converted into cash. It is \cry essential to remember that 
all working capital must ultimately be converted'into cash. To the extent 
it is not so converted, It must be noted, that profit is not realised. For 
example df part of the book debts arc not realised, to that extent profit is 
not realised. It is easy for the students to understand that the amount 
not so realised is bad debts and reduces the profit made 

Rcqu'renienls of working caphat. Nfanv companies, which have been 
well conceived, have come to grief because of insufficient working capital. 
The products and markets may be good, but unless the organisation has 
sufficient working capital, it has to restrict its activities A successful 
organisation will always find its working capital steadily increasing, while 
decreasing working capital of an organisation indicates corporate sickness. 
Therefr-'* rv- provide for adequate working 
capital, ' : ' • • . • > pay due attcniion in exercising 

proper • , ’.ccordmg to SchalJ and Haley*, 

"Managing current assets requires more attention than managing plant 
and equipment expenditures .Mismanagement of current assets can bs 
costly. Too large an investment in current assets means tying up capital 
that can be more productively used elsewhere .On the other hand, too 
little investment can also be expensive. For example, insufficient inventory 
may mean that sales are lost since the goods that a customer wants to buy 
are not available. The result is that financial management spends a large 
percentage of their time managing current assets because these assets vary 
quickly and a lack of attention paid lo them may result in appreciably 
lower profits for them ” Otherwise the organisation has to restrict its 
activities and must come lo grief ultimately. The general misconception 
regarding the working c.apital is that it must be adequate to meet the 
current liabilities. If it is so then how the organisation wiil be in a 
position to carry on the day-to^Iay aaiviiies such as payment of wages, 
expenses and purchase of materials. That is why it is fell that current 
ratio or working capita! ratio should be 2 ; 1 which means that current 
assets should at least be twice the amount of current liabilities. The 
implication of this ratio is that half of the current assets arc fiianccd by 
current liabilities and the rest must come from permanent funds In other 
words, permanent funds must not only provide for fixed assets but must 
also ^ sufficient to provide for half of the current assets. During periods 
of expansion the organisation must provide for additional working wpital. 
Expansion of business without obtaining additional working capital can 
create severe complications for the business. Losses operating and non- 
operating, acquisition of fixed assets and payment of long-term liabilities, 
payment of excessive dividends will all result In the erosion of working 
capital. 

• IntrodBctioQ to FloancitI Msiutement— JcAat/ end T.M.H. edif 



FSA-236 Chapter S/FInancial Slafemcnt Analysis 

January 1980, January 1981 is included, so that there is again a budget for 
a I2-nionth period. 

The master budget can be sub-divided into four parts. They 
are : (1) An operating budget giving details of operations and the estimated 
income. To enable the preparation of the operating budget the several 
functional departments such as sales and production prepare their own 
budgets known as functional budgets. A functional budget relates to any 
of the functions of an undertaking such, as production, sales or distri- 
bution, (2) A cash budget^ showing the anticipated receipts and payments 
for the year, (3) A working capital budget showing , the estimated require- 
ments of working capital by estimating the current assets and current 
liabilities on the average and (4) Ai-capital expenditure budget'*^ which deals 
with proposed changes in fixed assets and how such changes will be 
financed. 

Budgets are also classified as basic budgets drawn for a longer period- 
of time and current budgets which are established for use over a short 
period of time and are related to current conditions. 

Organisot ion for bitdgeimy control. There is usually a budget ofiicer 
in charge of the preparation of budgets. He is assisted by a budget 
committee consisting of top managers of several functional departments. 
The budget committee prepares the guidelines and coordinates the \'arious 
functionaT budgets to resolve any differences or inconsistencies. Usually 
the-accounts department provides the figures of past results for guidance 
and plajs a vital role in the operation of the budgetary control s:- stem. 
To help the various persons concerned, the organisation will have a budget 
manual, a document which sets out the responsibilities of the persons 
engaged in the routine of and the forms and records required for budgetary 
control. 

j The key factor. The exercise on budgeting starts with the considera- 

■ lion of ‘Key factor’ or ‘Principal budget factor’. The principal budget 
factor is the factor, the e,\teni of whose iafluence must first be assessed in 
order to ensure that the functional budgets are reasonably capable of 
fulfilment. The principal budget factor jr.a}' be sales, skilled labour, 
imported raw material, a particular machine and such other constraints. 

Werking capital budget. \Vorking capital comprises of funds which 
are employed in day-to-day carrying on of the business. A manufacturing 
organisation, for instance, requires funds to buy raw materials, to keep 
stocks and also permit credit sales as it is verv difficult to gei immediate 
cash for sales in many businc.sses. Pan of the funds arc also locked up 
in work-in-progress because at any point of tirre one cannot avoid coods 
being in the course of manufacture. Some cash must alwat s be maintained 
in order to be in a position to meet immediate obligations. Tlierefore, 
gross working capital maj- he taken as equal to cash balance, and the 
amounts locked up in the stocl s of raw materials, work in process, and 
finished goods and sundry debtors However, part of the working 
capital is financed by current !iabilitie.s such as sundry creditors, bills 
pa} able and creditors for expenses. Therefore, the net working capita! is 

* These are also examples of functional budgets. 
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equal to current assets less current liabilities Part of this is financed from 
permanent funds and the balance is borrowed from banks or from public 
by way of deposits. 

Working capital is also called ‘circulating capital’ because of the flow 
of working capital. Cash is the starling point for this flow. Cash 
is spent to buy materials and pay for expenses. This results in the pro- 
duction of goods which, when sold will bring in cash. In the case of credit 
sales, sale of goods immediatelj results i.t book debts and book debts after 
collection get converted into cash It is \ery essential to remember that 
all working capita! must ultimately be converted 'into cash To the extent 
it is not so converted, it must be noted, that profit is not realised. For 
example df part of the book debts are not realised, to that extent profit is 
not realised. It is easy for the students to understand that the amount 
not so realised is bad debts and reduces the profit made. 


Reqwrements of working capital. Ntanv companies, which have been 
well conceived, have come to grief because of insufficient working capital. 
The products and markets may be pood, but unless the^ organisation has 
sufficient working capital, it has to restrict its activities A successful 
organisation will alwavs find Its working capital steadily increasing, while 
. • ' • corporate sickness 

; • . • • . adequate working 

• . . • ’ention in exercising 


. .... •. • • Schall and Haley*. 

“Managing current assets requires more attention than managing plant 
and equipment expenditures .Mismanagement of current assets can ba 

costly. Too large an investment m current assets means tying up capital 

that can be more productively used elsewhere. .On the whfr htind, too 
little investment can also be expensive. For example, insufficient inwntoty 
may mean that sales arc lost since the goods that a customer wants to buy 
arc net available. The result is that financial management spends a large 
percentage of their time managing current assets because these assets vary 
quickly and a lack of attention paid to them may result in apprcciab y 
lower profits for them.” Otherwise the organisation has to restnet us 
activities and must come to grief ultimately. The general misconcepu 
regarding the working capital is that it must be adequate 
current liabilities. If it is so then how the organisation win m m .1 
position to carry on the day-to-day activities such as 
expenses and purchase of materials. That is why felt that 


wApvujcs auu purenasc 01 maicnao. ".v 

ratio or working capital ratio should be 2 : I which 

assets should at least be twice the amount of current Iiabilu 


assets should at least be twice the amount of current i,v 

implication ofthis ratio is that half ofthe current assets fnan«a ^ 
current liabilities and the rest must come from permanent tunos 

r._j * I.. frtr fixcd aSSCtS OUl 

, . . ■ . During periCKj* 

, ' working Mpital. 

Lxpansion of business without obtaining non- 

create severe complications for the business. Losses ^ liabilities- 

operating, acquisition of fixed assets and payment of I ^ of workinf 

psymem of excessive dividends wiU all result m the erosion 
capital. ,.,11-;"^ 
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The rcquircir.cnts of working capital very much tiepcnci on the follow- 
ing factors : 

1. Cctiaral nistuvc and type oj kusiness. Businesses engaped in manu- 
facturing require relatively more working capital than those engaged in 
distri'iuiion trades. Businesses engaged in the manufacture ol capital 
goods rcqiii.rc relatively more working capital than businesses engaged in 
the manufacture o'' coj’biiincr goods because of a iongcr operating cycle, 
A transport organisation practically needs no working capital e.xccpt for 
the amount needed fo.' spares and accessories. Its daily collections far 
exceed the daily expenses. Similarly, agency houses and retail businesses 
require relatively less working capital. 

2. Period of operating cycle. The longer the operating cycle more 
is the requirement of working capit.al. The period of operating cycle may 
be taken as tlie time interval between the date the goods arc purchased 
and the dale when the goods arc sold. If the goods arc sold on credit 
one should also add the credit allowed to debtors. The most important 
component of the cycle is the time taken to manufacture which is fairly 
long in tlic ease of industries producing capital goods. 

3. Size oj the undertaking. Greater the size of the unt'ertaking, 
greater will be the rcqiiirc.ment of working capital. This is for the simple 
reason that greater atnount will be locked up in inventory and debtors. 

4. Terms of purchase and sale. Terms of purchase and sale deter- 
mine the quantum of debtors and creditors. A business which enjoys 
longer period of credit from its .suppliers needs relatively less working 
capital. Likcwice a husinc.ss which aliow's lesser period of credit to its 
customers needs relatively less w'orking capital. 

5 Turnover of inventories. A business which has rapid turnover 
of stocks w ill need lesser amount of working capital than one with slow 
moving stocks. Tor example, if one biisinc.ss has a stock turnover ratio of 
6, its average stocks will correspond to 2 months’ cost of .sales. If there is 
another business with a stock turnover ratio of 4, its average stocks will 
correspond to 3 months’ cost of .sales. Stock being one of the items of 
W’orking capital, naturally the first business with a stock turnover of 6 
needs relatively less amount of working capital. It is with a view to reduce 
stocks that many businesses offer what arc called off-season discounts. 
The best example is that of fans. The sale of fans is quite rapid during 
summer. During other seasons the inventory accumulates and in order to 
rotate the stocks, most of the fan-makers offer special discounts during 
off-season. 

6. Business condition. During periods of favourable business the 
demand for working capital is more and the current ratio may appear even 
unfavourable , wlicrcas during periods of recession, business activity is 
reduced leading to reduction in inventories and accounts receivable and the 
current ratio will give an impression of being favourable. 

Estimation of working capital reqidrements. Quite often a business is 
faced with the proWem of estimating the working capital requirements. 
The best way to do it is to ascertain the amount of each item of current 
assets and current liabilities and then find out the excess of current assets 
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over current liabilities. Here, again, it should be remembered that the 
objective of the management in preparing this budget is to ascertain the 
requirement of working capital finance so that ways and means of raising 
such finance cm be explored beforehand However, the requirement of 
working capital cannot be uniform and varies from lime to time. There- 
fore, the amount should be determined with reference to the point of time 
when the demand for working capital is heaviest, in other words, ihe 
amount should be determined m relation to the worst moment of business 
operations, considered from the angle of finance This is krown as the 
‘worst moment’ concept of working capital requirement The procedure 
for estimating each of the items and the information required for the 
purpose is discussed below after which a few illustrations arc given. 

Raw materiah. The amount is estimated on the basis of cost of raw 
materials, the period during which raw materials will remain instock 
before being issued to production and the monthly requirement depending 
on production. 

Work'in-process. Here again the time for which goods will be m 
the course of manufacture is the' most vital information. For this period 
one has to take into account the amount needed by way of materials, wages 
and .overheads having regard to the quantum of production. If wages 
and overheads accrue evenly during the time manufacture is m progress 
then, on average, the total cost of labour and overheads is outstanding only 
for half the t’me. 


Finished goods. Here again the vital information is the period 
during which finished goods will remain in warehouse. Suppose the >earjy 
output is 10,400 units, finished goods arc in stock on an average for six 
weeks and the cost of production is Rs 20 per unit, then the figure ol 
stocks Will be 

X 6 X Rs. 20=Rs. 24,000. 

Sundry debtors. The vital inforniation is the lag in payment of debtors 
and ihe credit sales per month. If the lag in payment rs 2 months and the 
credit sale per month is Rs. 10,000. then the amount of sundry debtors 

would be Rs. 20,000 For the purpose of calculating the working capital 

requirement some people estimate the bwk debts less the 

while others take it at full value. Naturally, the estimates made differ 
because of this factor. 

Cash ar,l hmk hatances. From past experienre escry bustass Vnosss 
Iht amount or cash Poat that it shouW carry to f,T 

mems. Normally, the amount is given in the problem and poses no mm 

culty to the student. 

~ • . • , — . • • . trt ciinplicrs of raw materials 

. ■ . / materials arc needed for 

. , . ' . 1 . . \ ■ one ironih’s credit and 

monthly purchase of raiv materials is Rs. 15, ow then the amount of trade 

creditors would be Rs J5,C00. 

Creditors for expenses. The lag in payment 
and the amount to be spent per unit of lime towards tees * 
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The requirements of working capital ver}' much ciepena on the follow- 
ing factors : 

1. Cenara] uattirc and type oj business. Businesses engaged in manu- 
'acturing require relatively more working capital than those engaged tn 
.iistri‘)ution traces, Businesses engaged in the manufacture ol capital 
looci^ reai.ire relatively more working capital than businesses engaged m 
he manufacture o'" consumer goods because of a longer operating cycle. 
\ transport organisation practically needs no working capital except for 
he amount needed fo.' spares and accessories. Its daily collections far 
exceed the daily expenses. Sitnilarly, agency houses and retail businesses 
■equire relativelv less working capital. 

2. Period of operating cycle. The longer the operating cycle more 
IS the requirement of working capital. The period of operating cycle may 
3e taken as the time interval between the date the goods are purchased 
md the date when the goods arc sold. If the goods are sold on credit 
3ne should also add the credit allowed to debtors. The most important 
:omponent of the cycle is the time taken to manufacture which is fairly 
long in the case of industries producing capital goods. 

3. Sise oJ the undertaking. Greater the size of the undertaking, 
zreater will be the reqiiirc.ment of working capital. This is for the simple 
reason that greater amount will be locked up in inventory and debtors. 

4. Terms of purchase and .'!ale. Terms of purchase and sale deter- 
mine the quantum of debtors and creditors. A business which enjoys 
longer period of credit from its suppliers needs relatively less working 
;apital. Likewice a business w'hich allows lesser period of credit to its 
lustomers needs relatively less working capital. 

5 Turnover of inventories. A business which has rapid turnover 
3f stocks will need lesser amount of working capital than one with slow 
moving stocks. For example, if one business has a stock turnover ratio of 
S, its average stocks will correspond to 2 months’ cost of sales. If there is 
another business with a stock turnover ratio of 4, its average stocks will 
aorrespond to 3 months’ cost of sales. Stock being one'of the items of 
working capital, naturally the first business with a stock turnover of 6 
needs relatively less amount of working capital. It is with a view to reduce 
:tccks that many businesses offer what are called off-season discounts. 
The best example is that of fans. The sale of fans is quite rapid during 
mmmer. During other seasons the inventory accumulates and in order to 
■otate the stocks, most of the fan-makers offer special discounts during 
)fr-season. 

6. Business condition. During periods of favourable business the 
Icmand for working capital is more and the current ratio may appear even 
infavourable , whereas during periods of recession, business activity is 
educed leading to reduction in inventories and accounts receivable and the 
urrent ratio will give an impression of being favourable. 

Estimation of working capital requirements. Quite often a business is 
aced with the problem of estimating the working capital requirements, 
"he best way to do it is to ^certain the amount of each item of current 
ssets and current liabilities and then find out the excess of current assets 
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over current liabUities. Here, again, it should be remembered that the 
objective of the management in preparing this budget is to ascertain the 
requirement of working capital finance so that ways and means of raising 
such finance can be explored beforehand. However, the requircmint of 
working capital cannot be uniform and varies from time to time, fherc- 
fore, the amount should be determined with reference to the point of time 
when the demand for working capital is heaviest. In other words, the 
amount should be determined in relation to the worst moment of business 
operations, considered from the angle of finance. This is known as the 
‘worst moment’ concept of working capital requirement. The procedure 
for estimating each of the items and the information required for the 
purpose is discussed below after which a few illustrations are given. 

Raw matenah. The amount is estimated on the basis of cost of raw 
materials, the period during which raw materials will remain instock 
before being issued to production and the monthly requirement depending 
on production. 

Work-in-process. Here again the time for which goods will be in 
the course of manufacture is the most vital information. For this period 
one has to take into account the amount needed by way of materials, wages 
and .overheads having regard to the quantum of production If wages 
and overheads accrue evenly during the lime manufacture is in progress 
then, on average, the total cost of labour and overheads is outstanding only 
for half the t‘mc. 

Finished goods. Here again the vital information is the period 
during which finished goods will remain in warehouse. Suppose the jearly 
output is 10,400 units, finished goods are m stock on an average for six 
weeks and the cost of production is Rs. 20 per unit, then the figure of 
stocks will be 

X 6 X Rs 20=Rs. 24,000. 

Sundry debtors. The vital information is the lag in payment of debtors 
and the credit sales per month. If the lag in payment is 2 months and the 
credit sale per month is Rs. 10,000, then the amount of sundry debtors 
would be Rs. 20,000 For the purpose of calculating the working capital 
requirement some people estimate the book debts less the profit element 
while others take it at full value. Naturally, the estimates made differ 
because of this factor. 

Cash and bank balances. From past experience every business knows 
the amount of cash float that it should carry to meet the day-to-day pay- 
ments. Normally, the amount is given in the problem and poses no diffi- 
culty to the student. 

Tra/lc creditors. The lag in payment to suppliers of raw materials 
and the rate of purchase (or consumption; of raw materials arc needed for 
this purpose. For example if suppliers allow one month’s credit and 
monthly purchase of raw materials is Rs. 15,000 then the amount of trade 
creditors would be Rs. 15,000. 

Creditors for expenses. Tbc lag in payment of wages and expenses 
and the amount to be spent per unit of time towards these items are needed 
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for estimating these amounts. If, for example, there is a lag of 2 weeks in 
the payment of wages and the weekly wages (having regard to production) 
are Rs. 2,000. then creditors for wages would be Rs. 4,000. Similarly, one 
can calculate the figure of creditors for expenses. 

Illustration I. X wishes to commence a new trading business and gives 
the following information : 

(1) The total estimated sales in a year will be Rs. 12,00,000. 

(2) His expenses are estimated at a fixed expense of Rs. 2,000 pei 
month plus a variable expense equal to 5% of his turnover. 

(3) He expects to fix a sale price for each product which will be 
25% in excess of his cost of purchase. 

(4) He expects to turnover his stock 4 times in the year. 

(5) The sales and purchases will be evenly spread throughout the 
year. All sales will be for cash but he expects one month’s credit foi 
purchrses. 

Calculate his average working capital requirements. 

(Adapted from C.A. Final May 1973’ 

ESTIMATtON OF AVERAGE WORKING CAPITAL 


Stocks 

Cash 


Less : Sundry creditors 
Net working capital 


2,47,000 

80,00C 


1,67,00C 


Tutorial Notes 

(1) Stock turnover Ratio=4 

c, , , Cost of sales 

Stock turnover =- 

Average stock 

Average stocks 


Stock turnover 
Cost of salcs= Sales— G. P. 

=Rs. 12,00,000-20% of Rs. 12,00,000 
=Rs. 9,60,000 


Average stock 

4 


==Rs. 2,40,000. 

(2) Sundry creditors 

Sundry creditors represent one month purchases 
i.e., l/12th of Rs. 9,60,000 80 00^ 

(3) Cash ^ ’ 

U is expecteddhat minimum cash balance will cover the evnenvs 
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Fixed expenses 2 000 

V ariable expenses 5 'qqq 

7,000 

Illustration 2. The Board of Directors of Nanak Engineering Company 
Private Ltd request you to prepare a siattmenj showing Sha Morkhg 
capital requirements forecast for a level of activity of 1,56,000 units of 
production. 

• The follov-’ing information is available for your calculation : 



Per mil 


Rs. 

Raw materiali 

90 

Direct labour 

40 

Overheads 

75 


205 

Profits 

60 

Selling price per unit 

IS 


(6) (/) Raw materials are in stock on average one' month. 

(If) Materials are in process, on average 2 weeks. 

(Ill) Finished goods are in stock, oa average ] mooth. 

(iv) Credit allowed by suppliers one month. 

(v) Time lag in payment from debtors two months 
(v/) Lag in payment of wages IJ weeks. 

(viz) Lag in payment of overheads is one month. 

20% of the output is sold against cash. Cash in hand and at bank 
is expected to be Rs. tO.OOO. It is to be assumed that production is carried 
on evenly through out the year, wages and overheads accrue similarly 
and a time period of 4 weeks is equivalent to a month. 

[C.A. (Final) November 1974] 

Solution. 


ESTIMATION OF WORKING CAPITAL 


Current Assets ; 


Rs. 

(1) Cash in hand and at bank 

(2) Stocks ; 

10,80,000 

60,000 

Raw rnaferiaJs 


Work-in-process 

8,85,000 


Finished goods 

24,60.000 

44.25.000 

(3) Sundry debtors 


50,88,000 

l5—lS0f\9^3f 


95,73.000^ 
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I^ss : Current Liabilities 
(4) Sundry creditors 
Wages payable 
Expenses payable 


10,80,000 

1,80,000 

9,00,000 


21,60,000 


Net •working capital required 


74,13,000 


TUTORIAL NOTES 

(1) Raw materials 

L56|00 ^ 4^ j2,000 will be in stock 

Value 12,000 xRs. 90 Rs. 10,80,000 

(2) Work-in-process' 

Raw materials 6,000 units @ Rs. 90‘00= 5,40,000 
Wages 6,000 units @ Rs. 20-00= 1 ,20,000 

Overheads 6,000 units© Rs, 37-50=2,25,000 


Total 8,85,000 

Materials are in process, on average 2 weeks, i.e., 6,000 units. It is 
given that wages and overheads accrue evenly on average, therefore only 
half the wages and overheads only are included in the work-in-process. 


(3) Finished goods Rs. 

One month stock, /.a., 12,000 units @ Rs, 205 24,60,000 

(4) Sundry debtors : 

Total units sold in 2 months 24,000 

Less Cash sales 20% 4,800 

Units sold on credit 19,200 

Value of 1 9,200 units at Rs. 265 50,88,000 

Sometimes profit is eliminated in this calculation in which case the 
requirement would be Rs. 205 for 19,200 units, i.e., Rs. 39,36,000. 

(51 Sundry creditors 12,000 units @ Rs. 90 each 10,80,000 

(6) Wages payable 4,500 units @ Rs. 40 each 1,80,000 

(7) Expenses payable 12,000 units @ Rs. 75 each 9,00,000 

Illustration 3. A proforma cost sheet of a company provides the following 
particulars : 

Amount per 

Eelemnt of Cost unit 

Rs. 

Raw material 80 

Direct labour 30 

Overheads 60 

Total cost 170 
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Profit 30 

Selling price 200 


The follov-tng further particulars are available ; 

Raw materials arc in stoclc on average one month. Materials are in 
process, on average, half a montf Finished goods arc in stock on average 
one month. 

-.1 . 11 .., --..i. Credit allowed to debtors 

' ■ ' ■ I; weeks, ijg in payment 

One-fourth of the output is sold against cash. Cash on hand and 
at bank h expected to be Rs, 25,000. 

You are required to prepare a staterrent showing the working capital 
needed to finance a level of activity of !,04,000 units of production 

You may assume that prodvetha is carried on evenly throughout 
the year, wages and overheads accrue similarly and a time period of 4 
weeks is equivalent to a month, (C.A. Final Noember 1971) 

Solution. 


ESTIMATION OF WORKING CAPITAL 


Current Assets Rs. 

Cash at Bank (as given) 25,0(X) 

Raw materials 6,40,000 

Work‘in*progress 5,00,000 

Finished goods 13,60,000 

Sundry debtors 24,00,000 


Total 49,25,000 


Less : Current liabilities 

Sundry creditors 6,40,000 

Creditors for expenses 

Wages 90,000 

Overheads 4,80,000 

12,10,000 

Net working capital required 37,15,000 


U'orkingx : 

(1) Raw materials 

1 04 000 

Weekly production and sale — «2, 000 units. Raw mate* 

rials stock on average one month. 

2,OOOx4xRs. BOperunit Rs. 6,40,000 

(2) Work-in-progress 

Materials (2 weeks) 2,000x2x80«3,20,000 
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Wages aod overheads 4,000x 45= 1,80,000 


5,00,000 


( 3 ) 

( 4 ) 


Finished goods 

8,000 units @ Rs, 170 per unit 
Sundry debtors 

Total sales units 16,000 

Less : Cash sales 4,000 


13,60.000 


12,000 

Credit sales 12,000 units @ Rs. 200 per unit 24,00,000 

Alternatively the requirement of sundry debtors may be estimated on 
cost basis in which case the figure works out to : 

]2,000xRs. 170=Rs. 20,40,000. 

(5) Sundry creditors 

8.000 units @ Rs. 80 per unit Rs, 6,40,000. 

(6) Wages 

3.000 units @ Rs. 30 per unit Rs. 90,000 

(7) Overheads 

8.000 units @ Rs. 60 per unit Rs. 4,80,000 

Alternatively the solution can be presented as follows : 

(1) Weekly costs 

Rs. 

Materials 2,000 units @ 80 . 1 ,60,000 

Labour 2,000 units @ 30 .60,000 

Overheads 2,000 units @ 60 1,20,000 


Total Cost 3,40,000 

Profit @ Rs. 30 on 2,000 units 60,000 


Sales 2,000 units @ Rs. 200 4,00,000 


V/ORKIKG CAPITAL REQUIREMENTS 


Weeks 

Material Labour 

Overhead 

Profit 

Raw materials in stock 

4 



, 

Work-in-Progress 

2 

1“^ 


, 

Finished goods 

4 

4 

4 


Debtors 

8 

8 

8 

8 


18 

13 

13 

8 

Less ; Creditors 

4 

n 

4 


Elapsed lime 

14 

Ilf 

9 

8 

Weekly cost 

1,60,000 

60,000 

1,20,000 

60,000 


Finance required 22,40,000+6,90,0004-10,80,0004-4,80,000 

Cash float hRs. 25,000 
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Total finance required Rs, 45 j 5,000 

Less : Cash sales 4,000 units @ Rs. 200 8^00,000 

Working capital required 37 , 1 5,000 

• Since wages and overheads accrue evenly, only half the period is taken into 
account. 


Another affcmative prcsentaiioo is shown on page FSA-2^S 
niastration 4. Prepare estimate of working capital as at the end of the 
year from the following details : 


Budgeted sales for the year 
Ratio of cash to credit sales 
Debtors velocity 
Creditors velocity 
Estimated gross profit 
Proprietary ratio to fixed assets 
Operating ratio 
Direct expense ratio 
Stock velocity 

Time lag for all expenses (other than wages) 
Liquidity ratio 

Net profit to proprietors* fund 


Rs. 10.00.000 
1 : 4 

I‘875 months 
1 month 
25®/e on sales 


0-75 

90% 

80% 


3S days 
2: 1 


12-5% 


Closing stock level will be 50% more than the opening stock. 


SolotSoo. 

(A) TUTOniAL NOTES 
(1) Sundry debtors 

Debtors velocity (in months) 

Sundry debtor s.,,., 

“ Credit sales ^ 

Sundry ^^'”xl^blorr vclg^ 


8,00.000 xl'875 
72 ' 


Rs. US, 000 


(2) Stock 
Stock w/ocity 

Average stock 


Cost of sales 
“Average stock 
Cost of sales 
Stock velocity 


Salcs-G.P. 

“stock velocity 

^ 10.00 , ,.50.000 

Avurage .,ocb-2E£S!2i««^l2!2iJ!2S 

* » 

If the opening stock is assumed to be x, then the cfosii 
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Average stock =' 


_;e+l*5x 
2 ' 


l'25;c=Rs. 1»50,000 


_ 1,50,000 


1-25 


=Rs. 1,20,000 


Closing slock -=Rs. 1,20,000+50% ofRs. 1,20,000 
=Rs. 1 80,000 

(3) Trade creditors 

Purcbases=Cost of goods sold+Closing slock— Opening stock 
=Rs. 7,5a,000+Rs. 1,80,000-Rs. 1,20,000 
=Rs. 8,10,000 

Creditors velocity (in months) 

_ Trade creditors ^ 


Credit purchases 
Trade creditors 

Credit purchases x Creditors velocity 


8.10,000x1 


12 


12 

=.Rs. 67,500 


(4) Creditors for expenses 

Other expenses ratioaOperating ratio— Direct expense ratio 
«90%-80%=10% 

viz., 10% of Rs. 10,00.000*Rs. 1,00,000. 

As these expenses are outstanding for 36'5 days the amount out* 
standing would be Rs. ^ ^ iOfiOO. 


(5) Cash 

Liquidity ratio 2 : 1 
Current liabilities 
Sundry creditors 
Creditors for expenses 


Rs. 

67,500 

10,000 


Liquid as$etss=77,500><2«Rs. 1,55,000. 

As liquid assets comprise cash and debtors cash will be equal to 
liquid assets minus sund^ debtors 

«Rs. 1,55,000-Rs. l,25,000«Rs. 30,000. 

(6) Proprietary funds 

Net profit to proprietors fund^ 12*5% 

Net profil=10% of sales 

s=l0%Qf Rs. 10,00,000 
=Rs. 1,00,000 

Proprietors fiiii<l-i®^xI0O=Ri. 8,00,000 
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(7) Working capitil from out of proprietary fund 
20% of Rs. 8.00,000=Rs. 1,60,000 
(B) working capital budget 
Gross working capital (current assets) 

Cash 
Debtors 
Stock 

Less : Current liabilities 

Trade creditors 67,500 

Expense creditors 10,000 


Net working capital 2,27,500 

Working capital to be procured : 

Net working capital as above 2,27,500 

Less : Financed by permanent funds 1,60,000 

Rs. 67,500 


The amount can be arranged from borrowed funds because even 
after the borrowing, current ratio would be in the range of 2 : I as shown 
below : 

Current assets=Rs. 3,05,000 

Current liabilities after borrowing 

=Rs. 77r500+67,500=Rs. 1,45,000 
Ratio =3,05,000 : 1,45,000 
=2T : 1 

PREPARATION OF MASTER BUDGET 

Master budget is the summary budget incorporating its component 
functional budgets. Thus, sales budget, production budget and cash bud- 
get are subsidiary to master budget. Master budget projects the complete 
range of activities of the business for the budgeted period. Master budget 
usually comprises budgeted profit and loss account showing the estimated, 
profit for the budget period, the budgeted balance sheet showing the 
financial position at the end of the budget period and the supporting 
schedules. Master budget, after it is prepared by the budget committee, 
has to be approved by the Board of Directors. Once it is approved it 
provides the basis for action. It is against the budgeted standards that 
performance of the organisation is subsequently measured. 

S/ej?s in the preparation of Master Budget. For the benefit of the 
students the major steps in developing a master budget are given below : 

1. The first step is the formulation of basic goals and long-range 
plans for the company. 

2. In these days of intense international competition for markets, 
usually sales is the principal budget factor. Therefore, the preparation of 


3,05,000 

77,500 


Rs. 30,000 

1.25.000 

1.50.000 
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he sales budget is the starting poiaU in the preparation of nuisler budget. 
3o the sales budget depend the production or purchases, inventory levels, 
:ash requirements and operating expenses as all of these depend on the 
txpected volume of sales. The preparation of sales budget involves the 
following points : 

(a) No. of units likely to be sold for each month, (b) the prices at 
which they can be sold and (c) the composition of cash and credit sales 
in the total sales. 

3, The next budget to be taken up is the purchase budget. The 
quantum of purchases can be determined with reference to cost of sales 
and the opening and closing inventories. Tt may be expressed in the 
following formula. 

Purchases=Cost of sales -f- Increase in stocks or 
=Cost of sale; -Decrease in stocks 

4. Estimating the operating expenses for budgeting there must be a 
thorough knowledge of the fixed and variable expenses. Variable expen- 
ses such as wages, sales commission and the like arc influenced by sales 


Where goods are manufactured, standard costs are very helpful in estimat- 
ing the production costs. 

S. The preparation of cash budget is the next important step, 
because cash flow forecasts influence the assets, liabilities and sometimes 
share capital If issue of shares is planned as a result of cash shortage. 
This budget is also helpful to determine the interest payments, if any. 

' • ' ' ’ * * *■ *iave enough informa- 

cd balance sheet at the 

end of the budget period. This involves the use of information generated 
from all the preceding steps. 

Illustration 5. From the data given below prepare a master budget for 
Jaya Govinda Limited for the next four months beginning January 1, 19S0. 

(1) There must be a minimum cash balance of Rs. 10,000 each 
month. 

(2) Actual and budgeted sales : 


Actuals 

(1979) 

Rs 

Budget 

(1980) 

Rs. 

October 

40,000 

January 

60.0C0 

November 

30,000 

February 

60,000 

December 

25,000 

March 

April 

May 

40,000 

40.000 

50.000 

Sales arc collected as follows : 




40% of sales in the month of sale. 

40% of sales in the next month. 

20% of sales in the month thcreafler. 

(3) At the end of any month, the company wishes to mainiain a 
basic inventory of Rs. 20.000 plus 80% of the cost of goods to be sofo in 
the following month. The cost of goods sold is 70% of sales. 50^. of 
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the purchases are paid for during the month and the balance during the 
following month. 


(4) Monthly operating expenses arc as follows : 

Wages 

Commission 

Rent 

Miscellaneous expenses 
Depreciation ■ 


Rs. 3,000 
10% of sales 
Rs. 200 
Rs. 2,000 
Rs. 400 


Wages and commission arc paid at a time lag of half a month. For 
this purpose sales may be taken as uniform throughout the month. Rent 
is paid at the beginning of the month and miscellaneous expenses as and 
when they are incurred. 


(5) The company desires to maintain a minimum cash balance of 
Rs. 10,000 at the end of each month. Money can be borrowed or repaid 
in multiples of Rs, 1,000 at an interest rate of 12% per annum. The policy 
of the management is to borrow minimum cash needed and to repay at the 
earliest opportunity. Interest is paid together with principal. While 
borrowings arc made at the beginning of the month, repayments arc made 
at the end of the month. 


(6) The financial position of the business on 3Ist December, 1980 
is as under. 


iiflW/i'oVs Rs. 

Share capital 50,000 

Reserve and surplus 28,700 

Current liabililics 
Trade creditors 18,5.50 

Wages 1,500 

Commission 1,250 21,300 


Rs, 1,00,000 


Assets 


Rs. 

Cash 


10.000 

Book debts 


21.000 

Inventory 


53,600 

Plant and equipment 
Balance 

18.000 

Less : Dep. reserve 

2,600 

15,400 


Rs. 

1,00,000 
es3 M cs « 


You arc required to prepare a master budget for the four months 
period ending with 30th April, 1980 together with the supporting schedules. 

Solution : 


ft) 


CASH BOOK 


Balance at start 

Casli receipts (Schedule 2) 

Total Rs. 

Payiiiciirx ; 

Trade creditors (Schedule 4) 

Wages and commission (Schedule 6) 
Rent 

Misc. c.xpcnscs 

Total 
Cash floa* 


January 

Rs. 

10,000 

40,000 

February 

Rs. 

10,000 

53,000 

March 

Rs. 

10,300 

52,000 

April 

Rs. 

18,580 

44,000 

50,000 

63,000 

es e=s c=3 

62,300 

«=«=3t= 

62,580 

csi es r= 

39,550 

7.250 

200 

2,000 

36.900 

9.000 

200 

2.000 

29,400 

8,000 

200 

2,000 

30.800 

.7,000 

200 

2,000 

49.000 

10.000 

47,600 

10,000 

39,600 

10,000 

40.000 

10.000 

59,000 

esfesca 

57,600 

49,600 

50,0b( 


CE>as*MR SESKavSK 


Total requirement 
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Surplus/Dcficicncy 

Borrowing/Repayment 

Interest paid 

(9.0fWj 

9.000 

5,400 

(5,000) 

(100) 

liTOO 

(4.000) 

(120) 

Balance after borrov-ins or 
repayment 

Rs. 10,000 

10,000 

18,580 



Sales (ScfiMuic Ij 2,00,000 

Cost of goods sold fScheduIc 3) t,40,000 

Gross margin oO 000 

Less : Operating expenses : 

Wages and commissions (Schedule 5) 32,000 

Rent 800 

Miscellaneous expenses 8,000 

Depreciation 1,600 

42.40f 

Operating income 17,600 

Less : Interest paid 220 


Net income Rs. 17,380 

(Jll) BUDGEFED BALANCE SHEET 

cs cn SOth April. mO 


Share capital 


50.000 

Fued assets : 



Reserves and surplus 



Plant and equipment 



Balance 

*28.700 


balance 

18,000 


Profits 

17.380 


Ltsi . Dcprcciaiipn 





46,080 

resers-e 

4,200 


Current liabilities : 





IVOO 

Trade creditors 

16. Root 


Oirrenl assets : 



Wages 

I.500tt 


Stocks 


4S.COU* 

Commiisiofl 

zooottf 


Boole debts 


32.O0O** 



20,300 

Cash 


22,5 S0«» 


Rs. 

1.16480 


Rs. 

I.I6.3?0 
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Rs 

•Basic stock 20,000 

86% of cost of goods sold 
of May (-7 X -8 X 50,000) 28,000 


Rs. 48,000 

S= ESS 

••Credit sales of April 24,000 

One-third of credit sales 
of March 8,000 


Rs. 32,000 

••• Figure as per cash budget. 


t50% of purchases for the . month of 
April 

tt50% of the wages for the month of 
April 

ttt50% of the commission for the month 
of April 


IV. SUPPORTING SCHEDULES 


Schedule (1) Sales Forecast 

November December January February March April 



Rs. Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Cash sales (40%) 

12,000 10,000 

24,000 

24,000 

16,000 

16,000 

Credit sales (60%) 

18,000 15,000 

36,000 

36,000 

24,000 

24,000 

Rs. 

30,000 25.000 

60,000 

60,000 

40.000 

40,000 





CSSSSESSS 

SSS = S=S 



January — April total Rs. 2,00,000.’ 

Schedule (2) Cash Collections 







January February 

March 

April 



Rs. 

Rs. 

Rs. 

Rs. 

Cash sales of current month 

24.000 

24,000 

16,000 

16,000 

Collection of credit sales of last month 

10,000 

24,000 

24,000 

16,000 

Collection of credit sales of the month 





preceding last month 


6,000 

5,000 

12,000 

12,000 


Rs. 

40,000 

53,000 

SSt M 

52,000 

cat MtBS 

44,000 

■SSCSMK 

Schedule (3) Purchases 






December 

January February 

March 

April 


Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Stock at close 

53,600 

53,600 

42,400 

42,400 

48,000 

Cos) of goods sold 

17,500* 

42,000 

42,000 

28,000 

28,000 


Tolal 71,100 

95,600 

84,400 

70,400 

76,00p 

Less : Stock at beginning 

34,000** 

53,600 

53,600 

42,400 

42,400 

Purchases 

37.100 

42,000 

30,800 

28,000 

33,600 


= = 

tssssss 

■cs'tss-sa 

s= = = 

nasara 

Purchases January— April total 

Rs. 

1,34,400 



Cost of sale January— April total 

1.40,000 




• "0% of December salcs«70/100x25,000=Rs. 17,500 


•* Basic inventory 

80% of cost of goods sold of December 
(•7 X -8x25.000) 


=Rs. 20.000 


14,000 


Rs, 34,000 

ssscsss 
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Schedule (4) Payments for Purchases 


5^ of 1 he purchases of previous month 
yj% of the current purchases 

January 

Rs. 

16.550 

21,000 

February 

Rs 

21.000 

15.400 

March 

Rs. 

15.400 

14.000 

April 

Rs, 

14,000 

16,600 

Rs. 

39,550 

36.400 

29,400 

30.800 

Schedule (5) Wages and Commission 




December 

Rs. 

Wages (fixed) 3.000 

Commission ( 10 ^ of sales) 2,500 

January 

Rs 

3.000 

fi.tOO 

February 

Rs. 

3.000 

6.0CO 

March 

Rs. 

3.000 

4.000 

April 

Rs. 

3.000 

4.000 

Rs. 5.500 

9.000 

9.000 

7,000 

7.000 


January—Apnl total Ri. 32^100. 

Schedule (6) Payments for Wage< and Commission 

January February bfareh April 

Ra Ra. Rs. R«. 

50% of last month’s expense 2.750 4.500 4,500 3,500 

505;of current month’s expenses 4.500 4.500 3,500 3^00 

Rs 7,250 O'OCO "iioOO ToW 

Objecthc Tjpc Questions 

I. State whether the foKowing statements are ‘true* or ‘false’ 

(n) A working capital budget Is a budget that lays down the planned 
requirements of wotUng capital. 

(h) A budget is a prediction of x\hai will happen as the result of a 
given set of circumstances. 

(c) Plant capacity is the principal budget factor, because the whole 
exercise of budgeting depends on this 

(d) Working capital is the amount borrowed from banks and public 
for the purpose of meeting expenses incidental to day-to-day operations. 

fe) ^Yorking capil.il is the amount which is required to meet current 
liabilities. 

(/) A business which has rapid turnover of stocks needs relatively 
large amount ofworking capital. 

(g) A budget IS a plan of the management for a future period ex- 
pressed in quantitative terms. 

(/i1 Capital budget is a plan for expenditure on plant and equipment 
or on new product lines for longer periods of 5 to 10 years. 

II. Fill In the blanks 

(o) Working capital is the excess of current assets oser 

(fc) A budget may be defined as a expression of a business 

plan for a spctflGcd future period usually a yca.c. 
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(c) Master budget is llie summary budget wliicli incorporates the 
component 

(<l) A master budget is the plan drawn up by the organisa- 

tion for the budget period. 

(c) A capital expenditure budget deals with proposed changes in 

and how such changes will be financed. 

if) A part of the working capital must be provided from 

(g) The longer the operating cycle is the requirement of 

working capital. 

(/;) A business which has rapid turnover of stocks will need... ... ... 
amount of working capital than one with slow moving stocks. 

Iir. Indicate the correct answer ; 

(«) Working capita! is the sum equal to 

(i) Current assets 
(r’O Current liabilities 

(Hi) Current assets less current Unbilitics. 

(h) A steady increase in w'oiking capital indicates 

(il Successful business 

(ii) Corporate sickness 
(Hi) None of the above. 

(c) Working capital ratio is 

(0 Current ratio 
(ii) Liquidity ratio 
(Hi) Stock turnover r.ntio. 

(d) If the currrent assets arc Rs. 75,000, current liabilities arc 
Rs. 25,000 then the working capital figure is 

(/) Rs. 75,000 

(ii) Rs. 25,000 

(Hi) Rs. 50,000. 

(c) A fion can reduce its working capital requirement 

(0 by .allowing longer period of credit to customens 
(//) by obtaining slrorfcr period of credit from suppliers 
(Hi) by allowing .shorter period of credit to customers and 
obtaining longer period of credit from suppliers. 

(/) The longer the operating cycle of a business 

(i) greater is the requirement of working capital 

(ii) smaller is the requirement of working capital 

(Hi) None of the above, 

fg) Master budget becomes an executive order after it is approved by 
(/) Budget officer (director) 

(ii) Budget committee 
(HI) Board of directors. 
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(h) Jf a business has rapid lumovcr of stocks it needs 
(0 more working capital 
(ji) less working capital 
(ill) none of the abov-c. 

Qncstions 

1 . What arc the benefiis of budgeting 7 

2. Why do jou ccnsider bi-dgclcd standards superior to historica' 
Stan dards as a basis for judging performance ? 

3. What is a master budget and why is it important ? 

4. What is a working capital budget ? 

5. Distinguish between a forecast and budget. 

6. Explain the importance of principal budget factor in budgeting. 

7. Explain the role of budget committee in the budget process. 

8. What are the steps involved in budgetary control ? 

9. ‘ Budgeting is an exercise in uncertainty and is ihcrcforc futile.' 
Comment. 

10. What factors influence the requirement of ‘working capital' 
finance. 

11. If jou arc asked to estimate the working capital requirements ol 
a project, how do j ou proceed with your job. 

Problems 

WORKING CAPITAL nUDCET 

1. From the following information prepare a statement showing the 
working capital requirements. 

Budgeted sales Rs. 5,20,000 

The cost of production and sale price of one unit is as under : 



Rs. 

Raw materials 

30 

Direct labour 

40 

Overheads 

20 

Total cost 

90 

Profit 

10 

Sale Price 

100 


Additional information : 

(1) Raw materials arc carried in stock for three weeks and finished 
goods f^or two weeks. 

(2) Factory processing will lake three weeks. 

(3) Suppliers will give 5 weeks’ «edit and customers will require eight 
credit. 
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(4) It may be assumed that production and overheads accrue evenly 

throughout the year. . , . 

(Adopted from M.Com. Ma^as university) 
(Rs. 1,10,000 ; If book debts are taken at cost pricdofugoods Rs. 1,0^, vw) 

2. You are asked to estimate the working capital requirements of a 
production unit on the basis of the information given below. 

Raw material costs R®- 

Tohmir Bs. 58-5 per unit 

Overbids Rs- 1 5,00,000 per ahnum 

Output and sales 10,000 units per month 

Selling price Rs. 150 per unit 

Buffer stocks to be carried 

Raw material : 2 weeks production 
Finished goods .* 3 weeks supply 

The debtors on average take 2'25 months credit. 

Raw material is received in uniform deliveries daily and suppliers 
have to be paid at the end of the month goods are received. 

Other trade creditors allow an average of H months credit. 

Calculate the working capital for the month of February and for this 
purpose you may assume that a month is a four week period^ 

3. From the following information taken from the budget of 
Kanchan Ganga Ltd, prepare a statement showing the average amount ot 
working capital required by the company. 

Annual sales are estimated at 36,000 units at Rs. 10 per unit. 
Production quantities coincide with sales and will be carried on evenly 
thoughout the year, and the production cost is 

Rs. 

Materials 5-00 

Labour 2-00 

Expenses 1’75 

Customers arc given 60 days’ credit, and 50 days’ credit is taken from 
suppliers. 

Forty days’ supply of raw materials and 15 da} s’ supply of fiinrshed 
goods are kept. 

The production cycle is 20 days and all material is issued at the 
commencement of each production cycle. 

A cash balance equivalent to one-third of the average other working 
capital requirements is kept for contingencies. 

Assume that year comprises 360 days. 

(Rs. 1.09,167) 

4. From the following information prepare a working capital 
requirement forecast and a forecast of profit and loss accouut as well as 
balance sheet. 


per unit 
per unit 
per unit 


Cfcagtg g Hafgrft r y Coefral 




IsscsdcE^tal 

5/i Dciectcrss (secured) 

I^rd 2 ssst$ Tslas ca 
1st Jz s a a rj 

Pnxfccswa darrjf tis ytar £s to bs €3.033 
iirr=j=:ts for faisbaj goods stx± fcc: cot rr>-?--*~^y -s 


Hx. 

1P34XO 

55,C0D 


Tts txpsisi raE« of cost to tsScg priais arc r 
Ras-nMtrriilsfrO^. I>rTct»af»-I0%(>r:rbsiis33*;(wi3:isL-td33r 
lO^'dror rs ai k n oa fired assets at os). Ra» naicisis ars ct?xto3 to 

rttoaio n sterts foraa arsracrertiiroiooois brfjfrsssor ro proioitjoo. 

Each cah of Froioctfeo b ctFrsr^i V> he bi ^recess for cck Escoi!:. 
Fnisbrd goods win stay n tie wortboae awahiot to costoEsrrx 

for ayproxrau::^ three coolhs (3 cooihs prodxtiraL 

Crrdi allowed by creditors is two raeatis frr-as the erd^hery cf 
rawiaatsruls. CrsdiJ gfvra to ccstosojrs is three csoaihs frt« ibr dato of 
diSFOtoh- Selllas prito B Rs. *? psz cait, Tb-re is 2 rsjalar prodaiaira aod 
safes evde. 

p.L Ce=i. Midrss April I^) 
(ir<r*Ee*? carrtaf fir<'ai n fr.'j . *y r Rs. tX'SJtO. Lta cn . 'g tr ersCedfe 
umfatds Rs. 7iJ)00. AVr e-trerr ettdeJ Rs. 35JS7.) 
5. S veraafeoi Cesafriat liraire d is pfeeefeg 2 new projggs- Vc3 
are rggairgd to pr^pate a «to?tiag espial bodgrt fres th« bTorsalka 
|htn below. 


(I) 

m 

(3) 


(•?) 


(5) 

( 6 ) 

P) 

m 

(9) 

( 10 ) 

sale. 

(II) 


Wettlj- ssles S.CCO caits zi Rs. 12 per coil. 

0«£: givto to ctatotosrt € sresis. 
Uchcesa; 


Direct laatsrlils 



Iss-ratories 
R2W mtrrials 
Haished gcods 


Ks. 

5 

2 

If.CCOperweet 

Rs. l^,CCO 
40,CCOoci3 


Laa ia pasTStrr. cf orttteads 4 wreis. 

Cr^I aEowed tj- sappifers 4 wrels. 

V. errs are jraii *: ih- ead cf eysry wreJ:. 

L'ai^ are ia process fer a period cf 2 weels. 

A cash cf Rs. 24,000 is coasidarsd desirabfe. 

pref : ts rtrained to the pared crriaisatioa ar the crareat cf 


A racath is a focr-week period. 

{ff'cr':fr^ Cc^::zl Rs. l'?,C'7^.CX 


Htii . Pre^* beTT=.ttr4 cvKxa; o'ssHcT s: ti* zxxr-szi ash 

is tj to ti>r Crs? i 

pr^; eSf^L i g*-. to tiesreoed oJsCst'irrs wCl b: vjtociat c»ii cal o'saJts 
tor dr:tr=uaiis rei woclia^ cajiuL 
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6. The P apid Growth Limited has been having a fast rate of groi?th 
of its sales in recent years. Control however has been poor resnlting in a 
financial strain. The finsncal position of company is as showm below ; 



3Ist Dec 

1971 

3lst Dec 
1972 


31st Dec 

1971 

31^ Dec 
1972 

Liabilities 
Equity capital 
Reserves 

Bank loan 
Creditors 

Rs. 

2,00,000 

1,00,000 

3.50.000 

1.50.000 

Rs. 

2,00,000 

1,10.000 

4,00,000 

1,90,000 

Assets Rs. 

Plant and Equipment 3,00,000 
Inventory 2,40,000 

Debtors 2,00,000 

Cash 60,000 

~Rs. 

2.70.000 

2.90.000 
3,00,000 

40.000 


8,00,000 

miBStraesi 

9,00.000 

csestssM 


8,00,000 

9.00.000 


The following additional data are available : 

Sales during the 2 years are : 1971 ; 12,00,000; and 1972 : 13,20,000. 

Purchases are 60% of sales. Inventory 3 months* requirements. Credit 
terms : supplies 1 J months purchases and customers 1 month sales. 

With the above data calculate the, working capital requirements and 
then comment on the working capital of the two years. 

(I.C.W.A. (Final) January 1973) 
( There is no difference between the budgeted and actual figures for 
both the years. This has become possible because of excessive 
borrowings from bank which is not desirable.) 

MASTER BUDGET 


7. A limited company is to be formed to take over a running 
business. It has been decided to raise Rs. 55 lakhs by issuing equity 
shares, and the b.ilancc of capital required in the first six months is to 
be financed by a financial institution against an issue of Rs. 5 lakhs, 8 
per cent debentures (interest payable annually) in its favour. 


Initial oullo}' consists of : Rs. 

Freehold premises 25 lakhs 

Plant and machinery 10 lakhs 

Stock 6 lakhs 

Vehicles and other items 5 jakhs 


(Payments, on above items arc to be made in the month of incoroo- 
ration.) 

Sales during the first six months ending on June 30, arc estimated 
as under ; 


January - ’.s. 14 lakhs 
Februarj' , . 15 lakhs 
March ’ 8 50 lakhs 

Lag in PE; ^ Debtors 

Creditors 


April Rs. 25 lakhs 
May Rs. 26'50 lakhs 

June Rs. 28 lakhs 

2 months 
1 month. 


: Rs. 50,000 (payable in Februarvl. 
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(6) General Expenses : Rs. 50,000 per mbntb, at the end of each 
month. 

(c) Monthly Wager and Salaries (Payable on the first day of the 
next month) : 

Rs. 80,000 for the first there months and 
Rs. 95,000 thereafter. 

(d) Gross profit rate is expected to be 20% on sales 

(e) The shares and debentures are to be issued on 1st January. 

(/) The stock level throughout is to be the same as the outlay. 

Prepare r. ’ r * ’*• ’ T" ’* : M,r-s 

Account for *» • . i .* • v • : ■■ t: 

as at that dal \ r 'li New I' "", 
{Projected net profit Ri. 22' 40 lakhs. Total of the balance sheet 
Rs. 1Q4'80 ltdehs. Estimated cash balance on 30ih June Rs. 3 80 lakhs.'] 
8. From the following particulars prepare a Budgeted Profit and 
Loss Account for the year ended 30.6.1982 and a balance sheet as on that 
date (cash budget is to be ignored) ; 

(0 PROFIT AND LOSS A/c 

for the year ended 30.6.1981 


To Materials consumed 

Rs. 

30.000 

By Sales 

Rs. 

1,00,000 

To Wages (5% variable) 

20,000 

(10,000 units) 


To Overheads (60% fixed) 
To Profit 

30.000 

20.000 



(to 

1,00,000 

BA1J^NCE SHEET 

1,00,000 

Share capital 

as on 30.6.1981 

46,500 Fixed assets (cost less 


Reserves and surplus 

23,000 

depreciation) 

50,000 

Bank overdraft 

2,230 

Stock (raw materials) 

7,500 

Sundry creditors 

5,000 

Debtors 

25,000 

Outstanding wages and 
expenses 

3,750 

82,500 


82,500 

(///) Information relating to the budget year ending on 30.6.1982: 


(a) Estimated increase in selling price would be 25%. Th« will 
have the effect of reduction in volume by 20%. ^Salcs fo^tne 


rsMsa 
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( 6 ) 

(c) 

(.d) 

(e) 


month of June 1982 will be Rs. 12,000 the remaining aalM being 
evenly spread over the other months of the budget period. 


Estimated increase in costs : Materials — 5% ; Wages (variable) 
—10% ; Fixed Overhead— 3%. 


Overheads for the year ended 30.6.1981 include , depreciation 
amounting to Rs. 5,000 under straight line method. 


Credit terms would be : 3 months for Debtors 2 months from 
creditors and 1 month for wages and expenses. 

Stock (raw materials) carrying policy ; Equivalent to 3 months’ 
consumption, LIFC method will be used for pricing out the 
issues. 


(/) Provision for tax may be made at 40%. 


Assume that there will not be any closing stock of work-in-progress 
and finished goods. (All working should be neatly shown). 

{M.Com., C.U. 1980) 


[Profit after providing. for taxation Rs. 16,806 ; Balance Sheet total 
Rs. 1,06.493 ; Bank balance {balancing figure) Rs. 19,993]. 


9. Vishwa Karma En^neering Ltd proposes to inCTease its output 
by reorganizing the factory layout, instelling some additional plant and 
increasing the labour force. The plan is intended to be put into operation 
during the four months to 3Ist December 1976, and has the following 
financial implications. 


{a) The forecast balance sheet as on 31st August 1976 is as follows : 


Issued share capital Rs. 7,00,000 

Reserves 1,00,000 

Profit and loss account 1,40,000 


9,40.000 

Trade creditors 85,0(W 

’• charges ; 

Rent Rs. 8,000 

Other 6,000 

14,000 


Plant and machinery at cost Rs. 6,00,000 


Less ; Oeprcciation 2,64,000 

”3,^6,000 

Raw material stocks l,lS,0u0 

Work-in-progress and 

finished stocks 1,25,000 

Debtors 3,00,000 

Cash 1,63,000 


Rs. 10,39,000 


Rs. 10,39,000 


Note. Trade creditors represent the purchases of raw materials during 
August 1976. Debtors represent sales in July and August 1976 at the rate 
of Rs. 1,50,000 per month. , 

. , additional plant, costing Rs. 2,00,000, will be delivered and 

paid for in September. 


(c) Raw materials to be consumed per month 

September Rs. 70,000 Octnher to December per month Rs. 1,00.000 

(d) Stocks of raw materials arc to be increased to Rs. 1,30,000 at 
the end of September and maintained at that level. 

(e) Monllily figures of other costs of production : 

September October to December 
per month 

Direct wages Rs. 16,000 Rs. 24,000 


Rs. 16,000 
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Ofle-quarler each of the above costs would be outstanding at the ead 
or the respecuvc month and would be paid in the following month. 

Rent of the factory at Rs. 4,000 pcrmonth is paid quarterly in arrears 
on 30th September and 31st December etc. 

Depreciation on plant and machinery is to be provided throughout 
at the rate of Rsl 7,000 per month. 

(/) Administration and selling expenses monthly : 

September October to December 
per month 

Safaries Rs. 20,000 Rs. 22.000 

Other office expenses 2^000 3,000 

Advertising and publicity will continue at Rs. 10,000 monthly, but 
will be increased to Rs. 30,000 in October and November. Each of the 
above expenses is to be considered as paid in the month in which they arise, 
(g) Forecast sales are : 

September and October Rs 1,50,000 per month 

November 1,60,000 

December 2,50.000 

(Ji) To meet the higher level of sales planned, work-in-progress and 
finished stocks are to be increased to Rs. 1,60,000 at the end of October 
and io Rs. 1,95,000 at the end of November. A fall to Rs 1,75,000 is 
expected at 31st December. 

(if) It is expected that existing credit terms will continue to be 
observed. 

U) Th* - ;-r - - • 

monthly such • • : ‘ ■ 

overdraft of • I 

is to be ignored). 

As Chief Accountant, you are required to prepare the following for 
discussion with your managing director : 

(A A forecast Trading and Profit and Loss Account for each of the 
four months September to December 1976, and a supporting forecast 
Balance Sheet as on 31st December 1976. 

on A cash forecast, month by month, for the four months to 3]st 
Decem^r 1976. showing when any advance on the parent company loan 
account will be required. 

' nr-. .-t-, tr^ t7n/Vi o- -fO non . »r-. » — ^ 
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Analysis of Changes in Income 


The pro0t and loss account of a sole trader’s or partnership 
business is normally divided into two sections for showing separately the 
amount of gross profit and net profit. Even in the case of a joint stocK 
company the figure; of gross profit and net profit are calculated separately 
for internal consumption. Whether or not the accountant calculates gross 
profit separately, the fact remains that the ultimate net profit is affected by 
the amount of gross profit. If gross profit in one year goes up, chances 
are net profit will also go up. Thus this chapter concentrates on the tech- 
nique adopted for analysing the changes in gross profit rather than net 
profit. 

CAUSES OF CHANGES 


The gross profit is the excess of sales over the cost of goods sold. It 
thus follows that change in the gross profit figure can be attributed to the 
following factors ; 

(а) Increase or decrease in sales, 

(б) Increase or decrease in cost of goods sold, or 
(c) Combination of the above two factors . 

Further, an increase or decrease in sales can be due to the following 
ictors : 

(a) Increase or decrease in sales price, 

' (b) Increase or decrease in quantity of goods sold (value of sale), or 

(c) Combination of the two. 

Similarly the change in cost of goods sold can also be due to : 

(o) Increase or decrease in the cost of goods sold, 

(b) Increase or decrease in the quantity of goods sold, or 

(c) Combination of the above two. 

Thus, it can be seen that the gross profit figure is affected by multiple 
factors. A simple line diagram is helpful in recapitulating the whole dis- 
cussion so far made : 


GROSS PROFIT 


Sates 

(Sales arc affected by) 
1 


(Is affected by) 



Cost of goods sold 
(Cost of goods sold Is affected by) 


Qoantlty 

Factor 


Price Qnamlty- Onanflfy • 
Factor Price Factor Factor 


Cost Qnanttty-Cost 
Factor Factor 
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The technique given in this chapter aims at calculating the changes 
due to quantity factor (in sales as well as in cost of goods soli), price 
factor, cost factor, quantity*price factor and quantity-cost factor. 

THE APPROACH TO THE PROBLEM 

Tlie analysis of change in the gross profit implicitly embraces com- 
parison with some other figure. It is possible to know the change only 
when the present performance is compared with some other performance. 
There are two ways of measuring the change : 

(а) By comparing the present performance with the performance of 
the preceding year ; or 

(б) By comparing the present performance with the standard per- 
formance. 

Comparison of present performance with a predetermined standard is 
belter than comparing with past performance. However, such a com- 
parison cannot be made without the sound knowledge of standard costing. 
Therefore, at this stage our study is limited to analyse the income changes 
with reference to a preceding period. This chapter thus limits the study 
to the measurement of change in so far as it relates to the preceding year. 

ANALYSIS OF CHANGE- IN SALES 

As said above, the change in sales is due to (I) price, (I/) quantity, 
and (///) combination of price and quantity factors. The procedure has 
been- explained by taking an illustration. 

Rlastratlon 1. Consider the following facts : 

1978 1979 Change 


Sales Rs. 6,00,000 Rs. 7,59,000 Rs. 1,59,000 

Units sold 3,000 3,450 450 

Unit s^e price 200 220 20 

Account for the change i- sales (Rs.) due to ; 

(а) quantity (volume), 

(б) price, and 

(c) quantity and price taken togedier. 

Solution : 

Change due to quantity {volume) . 

It is apparent that in 1979, 3,450 units have been sold as against 
3,000 units in 1978. Thus increase due to volume is : 

S=D1ITERENCE JN QUANTITY X BASE YEAR PRICE 

=450XRS. 200 
»Rs. 90,000. 


Change due to price : 

Since sale price has gone up from Rs. 200 to Rs. 220 per 
change due to price is Rs. 20 per unit. The impact of change in 
measured by multiplying the difference in price with the base year gu , j. 
The change is : 
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==DIFFERENCE IN PRICE XBASE YEAR QUANTITY 
=Rs. 20x3,000 
= Rs. 60,000. 

The change due to mix : 

The change due to volume 
The change due to price 


Rs. 

90,000 

60,000 


Total change accounted for 
Total change as per question 

Change due to mix (to be accounted for) 


1.50.000 

1.59.000 

Rs. 9,000 


The change due to mix can be proved by multiplying 
price with the diange in quantity ; 

Rs. 20x450 


the 

Rs. 


change in 
9,000 


Conclusion : 

1 . Change due to price =Difference in price XBASE year quantity 

2. Change due to quantity =Difrerence in quantity x BASE year price 

3. Change due to quantity = Difference in quantity x Difference in price 

and price 

ANALYSIS OF CHANGE IN COST 


The change in cost is again due to (;) price, (//) quantity, and 
Hi) price and quantity both. The formulae for measuring these changes 


ire similar to that discussed for measuring the change in sales. Thus : 

(0 

CHANGE IN COST DUE TO . 

__CHANGE IN COST 

BASE YEAR 


PRICE 

PRICE PER UNIT 

^QUANTITY 

(») 

CHANGE IN COST DUE TO 

CHANGE IN 

BASE YEAR 


QUANTITY (VOLUME) 

QUANTITY 

^ PRICE PER UNIT 

(Hi) 

CHANGE IN COST DUE TO 

_CHANGE IN 

CHANGE IN 


PRICE AND QUANTITY BOTH 

QUANTITY 

^ PRICE 

stration 2. Assume the following data : 



1978 

1979 

Change 


Cost of goods sold 
Units sold 
Cost per unit 


Rs. 4,50,000 
3,000 
150 


Rs. 5,43,375 
3,450 
157-50 


Rs. 93,375 
450 
7-50 


Account for the change in cost Rs. 93,375 due to (/) quantity 
Oi) price, and (Hi) quantity and price both. ’ 

Elution : 


Change due to price 

Change due to quantity 

^ange due to quantity and price 


Rs. 7-50x3,000 
I50x 450 
7-50 X 450 


Rs. 22,500 
67,500 
3,375 


TohI .change (as pet the question) 


Rs. 93,375 
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DIAGRAMMATIC APPROACH 

TTie analysis for change in gross profit crn also be carried out with 
the help of a diagram. Under this approach a rectangle is drassn. One 
side of this rectangle represents price and the other units. Thus the area 
of the rectangle represents the total price, fn order to ha\c the view of a 
change, first one rectangle representing the base year is dra'vn and then 
sewnd rectangle representing the current year is superimposed on it After 
this, with the help of areas of rec/tuigles (formed due to superimposition of 
the new rectangle over the old one), the impact of price, quantity and price- 
quantity factors can be found out. 


Illustration 3. 

1978 

im 

Change 

Sales 

Rs. e.Oi'.OOO 

7,59.000 

1,59,000 

Cost of goods sold 

4,50.000 

5,43,375 

93.375 

Gross profit 

Rs. 1.50,000 

2.15,635 

~65,625 

Cost of unit 

R$. " 150 

* 15 T 5 O 

~ 7 50 

Sale per unit 

Rs. 200 

220 00 

20 00 

Units sold 

3,000 

3,450 

450 

Account for change ip sale price and 
diagrammatic approach. 

cost price with 

the help of 


Solution : 


DlAGRAit for sales 


^ice FACTOR ^SO^OM TS 


■ EFFFCT or 
QUANTITY-PRICE 
FACTOP 


3JOOOUNIJS-- ■ 

■■ - 3.AiO ounS' — ' ■ ■ ' — » 

Graphic analysis of effect of quantity factor, price factor and 
quantity-price factor on sales. 

I . i’ f 1 ' i“ — of rccetangle ‘A’ 
■ • ■ • ... because the area 


Uflitss=Rs.. 60,000. 

• Change in sales due to change in quantity. The area of rectangle 

discloses the change in sales due to quantity factor bemuse the area of 

ictangle can be found out by multiplying two sides oat of which 
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=rDIFFERENCE IN PRICE XBASE YEAR QUANTITY 
=Rs. 20 x 3,000 
-Rs. 60,000. 

The change due to mix : ' - 

The change due to volume 
The change due to price 


Rs. 

90,000 

60,000 


Total change accounted for 
Total change as per question 


1.50.000 

1.59.000 


Change due to mix (to be accounted for) 


Rs. 9,000 


The change due to mix can be proved by 
price with the change in quantity : 

Rs. 20x450 


multiplying the change in 
Rs. 9,000 


Conclusion : 

1 . Change due to price ^Difference in price x BASE year quantity 

2. Change due to quantity ^Difference in quantity, X BASE year price 

3. Change due to quantity = Difference in quantity x Difference in price 

and price 

ANALYSIS OF CHANGE IN COST 


The change in cost is again due to (i) price, (//) quantity, and 
Hi) price and quantity both. The formulae for measuring these changes 
ire similar to that discussed for measuring the change in sales. Thus : 


CO 

CHANGE IN COST DUE TO . 

_CHANGE IN COST 

BASE YEAR 


PRICE 

PRICE PER UNIT 

^QUANTITY 

C>‘0 

CHANGE IN COST DUE TO 

_CHANGE IN 

BASE YEAR 


QUANTITY (VOLUME) 

QUANTITY 

^ PRICE PER UNIT 

(Hi) 

CHANGE IN COST DUE TO 

_ CHANGE IN 

CHANGE IN 
^ PRICE 


PRICE AND QUANTITY BOTH 

QUANTITY 


lustration 2. Assume the following data : 


J97« 1979 


Cost of goods sold 
Units sold 
Cost per unit 


Rs. 4,50,000 
3,000 
150 


Rs. 5,43375 
3,450 
157-50 


Change 


Rs. 93,375 
450 
7-50 


Account for the change in cost Rs. 93,375 due to (A quantity 
ii) price, and (Hi) quantity and price both. 

Elution : 


Change due to price 

'Change due to quantity 

%ange due to quantity and price 


Rs. 7-50x3,000 
I50 x 450 
7-50 X 450 


Rs. 22,500 
67,500 
3,375 


ToVl, change (as per the question) 


Rs. 93,375 
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DUGRAMMATIC APPROACH 

The analysis for change in gross profit crn al'X) be carried out uith 
the help of a diagram. Under this approach a rectangle is drawn. One 
side of this rectangle represents price and the other units. Thus the area 
of the rectangle represents the total price. In order to have the view of a 
change, first one rectangle representing the base year is drawn and then 
serond^ rectangle representing the current year is superimposed on it After 
this, with the help of areas of rectangles (formed due to superimposition of 
the new rectangle over the old one), the impact of price, quantity and price- 
quantity factors can be found out. 


Illustration 3. 

1978 

1979 

Change 

Sales 

Rs 6.0l»,000 

7,59,000 

1,59,000 

Cost of goods sold 

4,50,000 

5,43,375 

93,375 

Gross profit 

Rs, 1,50,000 

2.15,625 

65,625 

Cost of unit 

Rs. .150 

1 57-50 

"”750 

Sale per unit 

Rs. 200 

220 00 

20 PO 

Units sold 

3,000 

3,450 

450 

Account for change in sale price and cost 
diagrammatic approach. 

price With 

the help of 


SoIutloD : 


DIAGM^ FOn SALES 




i U ^ ^ — SfiOOUNUS- f-r.vv.*," rArm, 


A 

ii 


-3JXO UNITS 

—3.450 vnns- 



Fig. 5-1. Graphic analysis of effect of quantity factor, price factor and 
quaniity-price factor on sales. 

Change In sales due to change in price. The area of rccetangle M’ 
reveals the change in sales due to change in price factor because the area 
of this readnglc can be found out by multiplying the two sides out of which 
one represents 3.000 units (base year units) and the other Rs 20 (change in 
price factor) Thus the total change due to price factor Is Rs. 20 x 3,000 
umts-=Rs 60,000. 

Change in sales due to change In quantity. The area of rectangle *B' 
discloses the change in sales due to quantity factor because the area of this 
rectangle can be found out by multiplying two sides out of which one 
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represents Es, 200 (base year price) and the otter 450 nmU (change in 

qnantily factor), Thus the total change due to quantity factor is Rs. 200x 
units=Rs. 90,000. p 

Change in sales due to change in be 

rectangle ‘C' calculates this change because the area 20 

found out bv multiplying two sides out of which one represents • , 
(the change in price factor) and the other 450 units 20x450 

factor). Thus the total change due to quantity price factor IS Rs. 2 X 

units— Rs. 9,000, 

Now the change in sales may be accounted for as under ; 

(i) Change in sales due to price factor 
(//) Change in sales due to quantity fartor 
(in) Change in sales due to quantity-price factor 

Total change in sales (as per the question) Rs. 


DIAORAM FOR COST 


irrecT of 
PR ice factor 



y-eFFCCl' CF 
QUANTITY- PRICe 
FACTOR 

&50 UNITS 


_ FFPFCT OF 
QUANTITY factor 


450 UNITS 

Fig. 5-2— Graphic analysis of effect of quantity factor, cost factor and 
quantity-cost factor on cost. 


Change in cost due to change in cost factor. The area of rectangle 
•A' reveals the change in cost due to change in cost factor because the area 
of this rectangle can be calculated by multiplying 3,000 units (base year 
unit) with Rs. 7-50 (change in cost factor). Thus the change in cost due to 
ost factor is Rs. 7’50x 3,000 units =Rs. 22,500. 


Cnange in cost due to change in quantity factor. The area of 
rectangle ‘B' helps us in calculating the impact of change in quantity on 
the cost. The change due to this factor is the result of multiplication of 
Rs. 150 (base year cost) and 450 units (change in quantity factor). The 
total change, therefore, is 450 unitsxRs. 150=Rs.67,500. 

Change in cost due to change in quantity-cost factor. The area of 
the third small rectangle ‘C’ calculates the change due to quantity-cost 
factor. One side of this rectangle represents change in cost factor Rs. 7’50 
and another side represents change in quantity faetpr 450 units. The total 
change thus is 450 unitsx Rs. 7‘50 «= Rs. 3,375. 
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Now total change in cost may be accounted for as under : 


(/) 

Change due to cosfTactor 

Rs. 22,500 

(il) 

Change due to quantity factor 

67,500 


Change due to quantity-cost factor 

3,375 

Total change (as disclosed by the question) 

Rs. 93,375 


STATEMENT FOR ANALYSING CHANGE IN GROSS PROFIT 
For analysing the change in gross profit, a statement is prepared 
where the changes in cost of goods sold and sales due to quantity, price, 
quantity price, and quantity-cost factors arc summarised. For understanding 
the procedure, data given in the previous illustration is rctabulated as 
under : 

STATEMENT ACCOUNTING FOR CHANGE IN GROSS PROFIT 



Favourable 

Unfavourable 


chansc 

change 

Quantity factor in sale 

Quantity factor in cost 

Rs. 90,000 

67.500 

Price factor in sale 

Price factor in cost 

60,000 

22.500 

Quantity-price factor in sale 
Quantity-cost factor in cost 

9,000 

3,375 

Total 

1,59,000 

93.3W 

Net favourable change in gross profit 

65,625* 


Rs. 1,59,000 1,59,000 


*Iacrease in gross profit caa be verified from the quesiioa. 

USE OF PER CENTS IN ANALYSIS 
In the above case it has been seen that for calculating the effect of 
quantity, price and quantity-price facton on gross profit it was necessary 
to know : 

(a) sales, 

\b) cost of goods sold, 

(c) unit of goods sold, 
cost price per voit, aod 
(e) sale price per unit. 

r ■ 1 ! * ’ ' • ; * ‘ . I • . . 

quantity, sale price, or cost price is given. In case per cent change in any 
one factor is given, the per cents change in respect of the other two factors 
arc calculated, i e., if per cent change in quantity is given, per cents change 
in cost price and sale price are calculated or if per cent change in cost price 
|s gvien, per ceals changem quantity and sale price aca calculated, or per cent 
change in sale price is given, per cents change in cost price and quantify are 
calcuatcd. After having calculated the per cents change, in th- 
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two factors various causes for the change in gross profit are found out. 
The procedure has been explained below ; 

Illustration 4. {When per cent change in quantity factor is given) 


Assume the following data 

1978 

Sales Rs. 14,00,000 

Cost of goods sold 10,50,000 

The volume increase is 15%. 

You are required to calculate : 

{a) Per cent change in price 

(h) Per cent change in sale 

(c) Change in gross profit on various accounts. 


1979 

17,71,000 

12,67.875 


Solution : . 

As the change due to quantity factor is 15% rest of the change in co^ 
price as well as sale price is due to price factor. In order to calculate the 
per cent change in price factor, first of all, the impact of change due to 
quantity factor must be eliminated. 


Since as per the question the volume increase is 15% in 1979 it means 
that if there is a sale of 100 artiles in 1978, the sale of articles in 1979 is 
1 1 5. Wiih the help of this rate, first of all quantity factor will be eliminated 
from the sale price of 1979 and cost of goods sold in 1979 and then with 
the help of new figures the change in sale price and cost price will be 
calculated. This has been depicted as follows : 

(i) Elimination of quantity factor from sale price and calculation of 
per cent change in sale price : 


If the volume after increase is 115, it was 100 before increase. 
If the volume after increase is Rs. 17,71,000, it was 

-^X Rs. 17,71,000, i.c„ Rs. 15,40,000 before increase. 


Thus the sale in 1979 would have been in any case Rs. 1 5,40,000 even 
he change due to quantity factor were zero. But in 1978, actual sale 
IS Rs. 14,00,000. Thus now increase in the sale of 1979 over 1978 {i.e„ 
j\s. 1 ,40,000) is only due to price factor, Hence the per cent change in 
sale due to price factor is : 


INCREASE IN SALE PRICE DUE TO CHANGE IN PRICE 
SALE PRICE IN THE BASE YE.AR 

1,40,000 

“14,00,000^ 


X 100 


«10% increase in price over 1978 price. 

(i7) Elimination of quantity factor from cost price and calculation of 
per cent change in cost price *. 

Cost price in 1979 is affected by the quantity factor and price factor. 
First of ali, quantity factor will be eliminated. It is as under * 

100 

= GOODS SOLD IN 1979 
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-»-^X 12.67.875 
Rs. 11,02,500. 

The increase in cost price is as under : 

Cost price in 1 979 before quantity factor Rs. 11,02,500 

Cost price in 1978 before quantity hictor 10,50,000 


Increase in cost price in 1979 over 1978 


Rs. 52,500 


Per cent change in cost price, therefore, is : 

CHAKGE W COSr PRICE DUE TO CHAKCE IN PRICE 
“ COST PRICE IN THE BASE YEAR ^ 

52^00 

~ 10,50,000 ^ 

=5% increase in cost price in 1979 over 1978, 
STATEMENT ACCOUNTING FOR CHANGE IN SALES, COST OF 
GOODS 50LO AND GROSS PROFIT 

For the years ended December J/, 2978 and 2979 


Anfomts 

1979 

1978 


Cost of 
Saie ' goods sold 
Rs. 17,71.000 12,67,875 

14,00,000 10,50,000 


Cross profit 
5,03,125 
3,50,000 


Increase 


Rs. 3,71,000 2,17,875 1,53^25 


Increase (decrease) due to : 

Quantity factor —AvaouvAS by 
which increased volumewould 
have affected sales, price fac- 
tor remaining the same ; 

15% of Rs. 14,00,000 2.10.000 

Quantity /flc/or— Amounts by 
which increased volume 
would have affected cost, 
cost factor remaining the 
same : 

l5%ofRs 10,50.000 
Price /cc/or— Amounts by 

which change in unit price 
would have affected sales, 
quantity factor remaining the 
same : 

10%ofRs 14,00,000 1,40,000 

Co^t factor — Amounts by which 
change in cost price «ould 
have affected cost, quantity 
factor remaining the same ; 

5%ofRs 10.50.000 


2 , 10 , 000 * 


1,57.500 (1.57,500)* 


1,40.00^''*-, 


52 .'“ 
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Quantity-price Jiic/or— Amounts 
by which change in quantity- 
price factor would have 
affected sales : 

15% (quantity increase) 
X 10% (price increase) of 
Rs. 14,00,000 

Quantity-cost factor— Amounts 
by which change in quanrity 
cost factor w'ould have affec- 
ted cost : 

15% (quantity increase) X 5% 
(cost increase) of Rs. 
10,50,000 


21,000 21,000^ 


7,875 (7,875)* 


Total Rs. 3,71,000 2,17,875 1,53,125 

Toforial Notes l. Increase in sale price increases the gross profit. 2. Increases in 
cost price decreases the gross profit. The amounts reducing the gross profit have 
been shown in parenthesis. 

lUustration 5. {When change in price factor is given) 

Assume the following data : 

X Ltd 

CONDENSED COMPARATIVE STATEMENT OF SALES, COST 
OF SALES AND GROSS PROFIT 

Year ended December 31 


1978 1979 

Net sales Rs. 15,00,000 14,17,500 

Cost of goods sold 10,50,000 10,58,400 

Gross profit Rs. 4,50,000 3,59,100 

You team that during the year 1979 the selling price decreased by 
10% Account for the change due to quantity factor, cost factor, quantity-cots 
factor, and quantity price factor and also prepare a condensed statement 
accounting for the change in gross profit. 

Solution ; 

First of all, percentage change in the remaining factors, namely, the 
cost and volume factors will be calculated, and then a condensed statement 
accounting for the change in gross profit will be prepared. 

Step 1. Elimination of price factor from sales : 

The sales in 1979 before the decrease in sales price would have been ; 
100 

=-^^xRs. 14,17,500 
=;Rs. 15,75,000. 

There would have been sales of Rs. 15,75,000 in 1 979 had there been 
no change m price factor. 
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Step 2. Calcolation of qoantity fact<Mr io sales : 
Sale in 1979 
Sale in 1978 


R. 15,75,000 
15,00,000 


Increase in sale 


Rs. 75,000 


If the price had remained the same in 1979 the sales would have 
shown an increase of Rs. 75,000. 

Thus the per cent increase is : 

75.000 


:,x 100 


15,00,000 
=5% (increase in quantity factor) 

Step 3. Elimination of qnantity factor from the cost : 

Since the quantity of sale has incKascd by 5%, cost of goods sold is 
also affected to this extent. If there had been no change in quantity factor, 
the cost of goods sold in 1979 would have been : 

..ii°xR5. 10,58.400 
=Rs. 10,08,000. 

Step 4. Calcolation of cost factor la cost of goods sold : 

Cost of goods sold in 1 979 (if there had been no change 

in quantity) Rs. 10,08,000 

Cost of goods sold in 1978 (for the same quantity) 10,50,000 


Decrease in cost 


Rs. 42,000 


Thus, the per cent decrease is 
42,000 


X 100=4% 


10,50,000 

Now we have the information as under : 

(/) Decrease in prios factor 10% (given) 

(to Increase in quantity factor 5% (calculated). 

(in) Deaease in cost factor 4% (calculated) ,• r . 

With the help of this information a statement accounting for change 
in gross profit will ^ prepared. 

Xttd 

STATEMENT ACCOUNTING FOR. 

OF GOODS SOLD AND GROSS 
• For the yrars tnied December 31, WS end 1779 


1979 

1978 


Amounts 


Cost of 

Sales goods sold Cross profit 
R, 1417.500 10.58,400 3,59,100 
15,00,000 10,50,000 4,50,000 


R,. (82,500)* _ j.«0 (90,900) 
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Increase (decrease) due to : 


Quantity factor -Ajnounts by which increased 
volume would have affected sale, price factor 
remaining the same : 

5% of Rs. 15,00,000 

Quantity factor— Amounts by which increased 
volume would have affected cost, price factor 
remaining the same ; 

5% ofRs. 10,50,000 


75,000, 


Price factor— Amounts by which change in unit 
price would have affected sales, quantity 
factor remaining the same : 

1 0% of Rs. 1 5,00,000 (1 ,50,000) 


Cost factor— Amounts by which change in unit 
cost price would have affected sales, quantity 
factor remaining the same ; 

4% ofRs. 15,00,000 

Quantity-price factor— Amounts by which 
change in quantity-price factor would have 
affected sales : 


5% (quantity increase) x 10% (price decrease) 
ofRs. 15,00,000 • (7,500) 

Quantity-cost factor— Amounts by which 
change in quantity-cost factor would have 
affected cost ; 


75,D00 

52.500 (52,500) 
(1,50,000) 
(42,000) 42.000 

(7,500) 


5% (quantity increase) x 4% (cost decrease) 

OfRs 10,50,000 (2,100) 2,100 


Totals Rs. (82,500) 8,400 (90,900) 

Totoria! Notes -«=,= == == = == = = == = 

Decrease in the figure has been shown in parenthesis. As decrease in sales - 
will decrease gross profit also, the figure shown in parenthesis in sales column has 
been shown in parenthesis in gross profit column also. But decrease in cost price 
will increase the gross profit, therefore, the figure shown in parenthesis in cost of 
goods sold column lias not been shown in parenthesis in gross profit column. 
Similarly, the figure not shown in parenthesis in cost of goods sold column 
(because of increase in the cost) .has been shown in parenthesis in gross profit 
column (because increase in cost reduces the profit). 

Ahernathe Method : 


Tliere is an alternative method of analysing the variations in gross 
profit. Under this method the six factors which have been shown earlier 
arc grouped into three as shown below ; 

Price factor (sales) ) 

Quantity-price factor (sales) J uinge due to price. 

Quamilv factor (sales) 1 
Quantily factor (cost) f 
Cost factor 1 

Quantity-cost factor f ' efficiency. 
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This approach seems to be simpler than the earlier one and 
illustrated below. / 

(fl) Sales in 1979 had there been no Rs. Rs. 

decrease in price factor 

14,17,500xi^=Rs. 15.75,000. 

The decrease in G. P. due to drop m price ; 

1979 sales 14,17,500 

Less : Sales equivalent at 1978 price 15,75,000 

(^, 57, 500 

{b) Having eliminated the price factor, 
now comparison of sales is made 
at old prices. 

1979 sales in terms of 1978 prices 
Z^ss : 1978 sales 

Increase in sales due to increased quantity 


Gross profit at 30% thereon 
(c) Now a comparison will be made between 
the costs of 1978 and 1979 having regard 
to increased volume and assuming that 
there is no increase in costs 

1978 cost of goods sold Rs. 

1979 cost Rs, 10.50,000 +5% 

Less ; Actual cost 


Rs. (90,900 


15 , 75 ^ 

15,00,000 


75.000 

22, so- 


lo, 50, 000 


11,02,500 

10,58,400 

44,101 


Verification : 

(1) Decrease due to price=Tbe sum of changes , due to pm 

'■ ^ factor and quantity price factor. 

(Rs. 1,57,500=(RJ. 1,50,000+Rs. 7.500) 

(2) Increase due to yolurae-The sum of changes due to qnanU. 

factors (sales and cosa 

(Ra. 22,500)-Rs. 75,000+(Rs. 52,500) 

(3) f-reaseduetoefficieney=-fte__s™ orjhrmg«Jue_^to eo 

Rs. 44,l00«Rs. 42,000+Rs. 2,100. 
Hlastratrafion 6. (When change in cost /actor li 


Assume the following data : 

1978 

J979 

Net sales 

RsTji^O 

3,85,000 

5,43,375 

3,74,220 

Cost of goods sold 

Gross profit 

Rs. 1,40.000 

1.69.155 
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You learn that during 1979 cost increased by 8%. You are required 
to calculate : • • 

(a) per cent change in volume factor, and . 
tb) per cent change in price factor. 

You are also required to prepare a condensed statement accounting 
for change in gross profit due to quantity factor, price factor, cost factor, 
quantity-price factor, and quantity-cost factor. 

Solution ; 

Since in this illustration per cent of cost change is given, the starting 
point is the cost factor. From the cost of 1979 as per the per cent change, 
the cost factor will be deleted, then quantity change will be calculated. 
With the quantity change, quantity factor in sales of 1979 will be deleted 
and then price factor will be calculated. This has been shown below : 

Step 1 Elimination of cost factor from the 1979 cost of goods sold : 

As cost price has shown an increase of 8%, the price in 1979 must 
be 108, if the price in 1978 were 100. With this information in hand, the 
cost of goods sold in 1979, if there had been no increase in cost factor, can 
be calculated as under : 


■"I'g'gXRs. 3,74,220 
=Rs. 3,46,500. 

Step 2. Calculation of quantity factor ; 

In Step 1 it was seen that if there had been no increase in cost price, 
the cost of goods sold in 1 979 would have been Rs. 3-, 46, 500. This cost 
of goods sold, if compared with that in 1978 will reveal the change due to 
quantity factor. 

Cost of goods sold in 1978 R§. 3,85,000 

Cost of goods sold in 1979 3,46,500 


Reduction in cost of goods sold 


Rs. 38,500 


Hence, 


QUANTITY FACTOR* 


REDUCTION IN COST 


XlOO 


COST IN BASE YEAR' 

38,500 

“ 3 , 85 , 000 ^^®® 

«: 10% (decrease in quantity factor) 

Step 3. Elimination of quantity factor from selling price : 

TOs salein 1979 is aOer the 
rduction in the quantity by 10%. If there had been no reduction, the 
ale in 1979 would have been : i«.uut,wuu, iuk 

5ALB IN 1979 AFTER THE 100 

ELIMINATION OF QUANTITY” *90 ^ 
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=^XRs. 5,43,375 ' 

=Rs. 5,03,750. . , - . 

Step 4. Calculation of price factor : 

In Step 3 above it \vas seen that sales in 1979, if there had been no 
reduction in quantity, would have been Rs. 5,03,750. Thus any ditrereocc 
in the sale figures of 1978 and 1979 is now only due to price factor. 

Sales in 1979 6,03,750 

Sales in 1978 ' 5,25,000 

-Increase in sales due to price Rs. 78,750 



(a) Increase in cost factor 8% (piven). 

(5) Decrease in quantity factor 10% (calculated). 

(c) Increase in price factor 15% (calculated). 

With the help of above ittfonnatioii a statement accounting fbr 
change in gross profit will be prepared. 

STATEMENT ACCOUNTING FOR CHANGE IN SALES. COST OF 
GOODS SOLD AND GROSS PROFIT 


Fcr the yean ertdrd December 31, 197S <afd J979 


Salef Coit cf toode told Crou Profit 
Rs. 9,43,375 3.74;t20 1,69.155 

iOiJXO 3.40,000 


lacrcftse (decrease) due to : 

Oucmtity foetor—AxaamXi by which 
decreased volume would have 
affected sales, price factor remain- 
ing the same : 
l0%ofRs.5.i5.000 


Quantity /oc/flr— Amounts by which 
dcCTcascd volume would have affec- 


deCrCaSCO VOIUIIIC "uum i*a»v auvv- 

ted cost of sale, price factor re- 
maining the same: 
lOji of R». 3,85,000 
Price /flrfer— Amounts by which 
^tnge io unit price would have 
affected sales, quantity factor re- 
mainiDS the same : 

i5%orRs. 5;y.ooo 


FSA-276 

Co3t factor Amounts by which 
change in cost factor would have 
affected cost of sale, quantity factor' 
remaining the same ; 
g%ofRs. 3.85,000 

Quarto-price /acfor— Amounts by 

whidh change in quantity price 
factor would have affected sale : 

10% (quantity decrease) x 15% 
(price increase I of Rs. 5,25,000 

Qiontttto^h /actor— Amounts by 
whicn'uhange in quantity cost fac- 
tor would have aflTected cost of 
sale: 

t0%fqaant1ty decrease) x8% (cost 
■increase) of Rs. 3,85,000 

Total 


Chapter 6 / Fioaocial Statemenf Analysis 


30,800 (30,800) 


(7,875) 


Rs. 18,375 


(3,080) 

(10,780) 


(7.875) 


3,080 


29,155 


Tutorial Notes i, Pigures increasing sale will increase gross profit also. These 
figures have not been put in parenthesis in both the sales and gross profit columns. 

2. Figures Teducing sales -will reduce gross profit. These figures have been 
put in parenthesis in both the sales and gross profit columns. 

3. Figures reducing cost will increase gross profit. These figures have been 
■put in parenthesis in cost of goods sold column but without parenthesis in gross 
profit column. 

4 . Figures increasing cost will reduce gross profit. These figures have been 

put in parenthesis in cost of goods sold column but shown in parenthesis in gross 
profit column. ,, 

Hititmie. Method'. 

< 0 ) Sales ia 1979 had there been no Rs. Rs. 

increase In the price factor. 

100 

5,43,375 Xj^=Rs. 4,72,500 

The increase in.G.P, due to increase in price 
• 1979 sales 

Less ; Sales equivalent at 1978 price . 


5,43,375 

4,72,500 


(6) Having eliminated the pnee factor now 
comparison ;of sales is made at old price 
1979 sales in terms of 1978 price 
Less : 1978 sales 

Decrease in sales due to decreased quantity 

Gross profit at 26|% thereon 
(c) Now a comparison will be made be- 
tween the costs of 1978 and 1979 having 
‘ regard to increased -volume and . assum- 
ing that there is no increase in costs. 
1978 cost of goods sold 
7979 cost Rs. 3,85,000 (—) 10% 

Less : Actual 'COst 

Total 


70,875 


4,72,500 

5,25,000 

52.500 


(14,000) 


3,85,000 

3,46,500 

3,74,220 


(27,720) 


Rs. 29,155 
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In the illustrslfons given abow the variation in cost factor is given 
in a summary fashion. But in soire cases the more details are given about 
the variation in cost b which case the analysis of changes in income vwil 
be more detailed than hitherto dealt with. 

Ulostration 7. The sumrharised results of operations of J Ltd are given 
below : 


For the year ended 
3Ist December 
1974 197S 

(Rs. m lakhs) 

Sales 120 129'6 

Material cost of sales 80 91*1 

Variable overheads 20 24 0 

Fixed expenses 15 J8'5 

During 1975 average prices increased over the previous year by ; 
20% in the case of sales 
15% in the case of materials 
10% in overheads 

Prepare a profit variation statement. (C.A. fiPiaal) Nor. I976I 
Solotion 


'{!) Sales in 1975 had there been no 
increase in the price factor 


Rs. 


129 6x100 


rRs 108 lakhs 


The increase in G.P. due to increase in price 
1975 sales Rs. 129*6 

Zess : Sales equivalent at 1974 prices 108*0 

(2) • 1975 sales in tenns of 1974 prices 108 lakhs 
Less: 1974 sales 120 lakhs 

12 lakhs 


G.P. at 1/6 thereon 
(3) 1974 material cost of sales 
1975 cost 80 lakhs less 10% 
Actual material cost of sales of 
1975 


80 lakhs 
72 lakhs 


91*1 lakhs 


Rs. 
(In hkhs) 


(20 




(4) Varlabicoverheads (1974) 
Variable overheads of (I97S* 
=r20 lakhs less 10% ' 

Actual overheads of 1975 


20 lakhs 


18 lakhs 
24 lakhs 


( 60 ) 
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(5) Fixed overheads of 1974 
Fixed overheads of 1975 
should also be 

Actual fixed overheads of 1975 


15’0 lakhs 

I5‘0 lakhs 
18*5 lakhs 


Profit of 1974 5*0 lakhs 

Loss of 1975 (4*0) lakhs 

Change in income 9*0 lakhs 


The change in costs can be further analysed as under : 
(1) Material costs 

Material costs at 1974 prices 


91-1 xlOO 
115 


- 79*2 


Material costs permitted at 1974 prices 72*0 


Usage variance 


Price variance (Total variance— usage 
variance)=(Rs. 19*1— Rs. 7-2) 

Price variance can also be calculated as given below ; 
Material costs at 1974 prices Rs. 79-2 lakhs 
Material costs at 1975 prices Rs. 91*1 lakhs 


Price variance Rs. 11*9 lakhs 


(2) Variable overbeads 

Permissible amount for 1975 Rs, 1 8‘00 lakhs 
Variable overheads of 1975 

at 1974 prices Rs. 21*82 lakhs 


Expenditure variance 3*82 lakhs 


Variable overheads at 1974 prices 21*82 lakhs 
Variable overheads at 1975 prices 24*00 lakhs 

Price variance 2*18 lakhs 


(3) Fixed overheads 

Fixed overheads of 1975 at 1974 
18*5x100 

prices — 16*82 lakhs 

Permissible amount 15*00 lakhs 


(3*5) 


Rs. 

7*2 

11*9 
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Expenditure variance 1 *82 lakhs 

Amount spent in 1975 1 8-50 lakhs 

Amount spent at 1974 prices 16-82 lakhs 


Pnce variance 


1-68 lakhs 
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In all the examples given above variation in income is analysed 
historical basis. It is also possible to estimate the income of the future 
the basis of changes in costs, selling prices and quantities anticipated. 
Illustrations. The revenue account of Goodwill Company Ltd has b 
summarised as sho\\n below : 


Sales 

Direct materials 
Direct wages 
Variable overheads 
Fixed overheads 


Rs‘. Rs 

60,00, 

18,00,000 

12,00,0CO 

4,80.C00 

17,20,000 


Profit 


8 , 00 , 


The licensed capacity of the company is Rs 80,00,000 but the 
factor IS sales demand. U is proposed by the management that in or 
to utilise the existing capacity, the selling price of the product should 
reduced by 5%. 

You are required to prepare a forecast statement showing the cf 
of the proposed reduction in selling price after taking into account 
following changes in costs : 

Sales forecast Rs 76,00,000 (at reduced prices). 

Direct wage rates and variable overheads are expected to increase 

Direct material prices arc expected to increase by 2“^. 

Fixed overheads will increase by Rs. 80,000. 

(C A (Final) May 19 

Solution. 

Goodwill Company Limited 


Statement showing the effect of changes m prices and costs 


income. 

Sales 

Direct material 
Direct wages 
Variable overheads 
Fix^ overheads 


Het profit estimated 


24.48.000 

16. 50. 000 
6.72.000 

18.00,000 


76.00. 000 

66.00. 0CO 

10 . 00 . 0 ^'^ 
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'iitorial Notes 

) Saks at present level 

Adft Sales to work to lieensed capacity 
(work owl t/3rd increase of yitc- 
sent volume) 

Rs. 

60,00,000 (3/4 capacity) 

2O,CO,C0O (1/4 capacity) 

Lrss 5% drop in prices 

80,00,000 (Full licensed 
4,00,000 capacity) 

Saks forecast 

76WQ0 do 

) Material costs 

Previous year 

Rise due to increase in volume (1/3) 

Rs. 

18,00,000 

6,00,000 

Add Z% due to price increase 

24.00.000 

48.000 


24,48,000 

’ Wages 

Previous year 

Rise due to increase in volume (1/3) 

Rs. 

12,00,000 

4,00,000 

Add 5% due to increase in rales 

16,00,000 

80,000 


16,80,000 

Variable overheads 

Previous year 

Rise due to increase in volume (1/3) 

Rs 

4.80.000 

1.60.000 

Add 5% incteasc in rates 

6,40,000 

32,000 


6,72,000 

Fixed overheads 

, (Rs. 17,20,000-l-Rs. 80.000) 

18,00,000 
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Jwtivc type questions : 

I. State whether the following statements arc ‘true’ or ‘false’ : 

(a) Gross profit is the difference between sales and purchases. 

(ft) In analysing changes in income comparison of present perfor- 
nec Willi a predetermined standard is better than comparing with past 
lormancc. 

(e) Analysis of changes in income is possible only when the per- 
itage change in quantity sold, sale price and cost price of the goods arc 

CD. 

(d) Change in income due to cost factor and quantity-cost factor 
1 also be suited as changes in income due to efficiency. 
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(e) The change in income attributaoie p material costs can be 
urther analysed into price variance and expenditure variance, 

. (/) The changes in income attributable to labour costs can be 

urther analysed into rate variance and efficiency variance, 
n. Fill in the blanks ; 

(a) The change in gross profit can be attributed to increase or de- 
mease in sale and to or to a combination of both. 

(b) Tn analysing the changes in income it is convenient to group the 

:hanges under price volume and factors. 

fc) The change in income due to quantity factors (both sales and 
»st) can be grouped as changes due to 

(d) _ The variation in income due to variable overheads can be 

analysed into price variance and 

(e) The change in the sales due to quanliy is measured by the 
brmula 

Change in quantity x ? 

(/) The change in the cost due to price and quantity factors xs 
measured by the formnla 

DifTerene in quantity x 7 

ig) Volume variance is the on the change in sales aftea 

adjusting for price factor. 

ni. Indicate the correct answer : 

(o) The increase in the sales of the current year may be due to 

(i) increase in sales prices 
({/) increase in sales quanti^ 

(ifi) Combination of the two. 

(b) Increase in the G.P. of the cairrent year may be due to 

(j) increase in turnover 

(I'O reduction in cost of goods sold 
(i'/O Cofflbmatian of the two. 

(c) 'During period I material costs were Ks 4.800. These increased 
to Rs. 7,500 during period 11. There was an increase m the material 
prices by 20% and quantity sold by 12*5%. The increase m material 
costs due to price was 

(0 Rs. 2,700 
(i7) Rs. 1,250 
{Hi) Rs.850. 

(d) On the basis of the facts given in (c) the increase in mstsral 
cost due to adverse usage ^ ariance is 

(i) Rs. 2,700 
(«) Rs. 1,250 
(ill) Rs.850. 
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2. Condensed comparative statement of Narain Bros ; 

1978 1979 

Sales Rs. 2,18,750 Rs. 2,40.000 

Cost of goods sold 1,43,500 1,60,000 


Gross profit 


Rs. 75,250 Rs. 80,000 


Units sold 35,000 40.000 

Account for the changes in sales, cost of goods sold, and gross profit. 

3. Condensed statement relating to gross profit of Blue Bottom 
Traders : 


Rs. 1,20.000 Rs. 1,25,000 


Sales Rs. 4,00.000 Rs. 4,50.000 

Cost of goods sold 2,80,000 3,25,000 

Gross profit Rs. 1,20,000 Rs. 1,25,000 

Unils inventory : 

fn the beginning 60,000 70,000 

Purchases 2,10,000 2,6‘'.n00 

In the end 70,000 80.000 

Account for the changes in sales, cost of goods sold, and gross profit. 

4. Assume the following data : 

1978 1979 

Sales Rs. 7,50.000 Rs. 8,91,^00 

Cost of goods sold 4,50,000 5,15,160 

Gross profit Rs. 3,00,000 Rs. 3,75,840 

Ifsellmg price increased by 10% In 1979, what '\cre the per ceols of 
change in : (o) Volume, and (6) Costs ? 

5. Assume the following data . 

1978 1979 

Sales Rs. 5,00,000 Rs. 4,72,500 


Cost of goods sold 


Cross profit Rs 1,50.000 Rs. 1.19.700 

If cost decreased by 4%, what were the per cents of change in : 

(n) volume, and (6) selling price ? 

{Selling price decrease 10% ; Volume incrccsi 


6. Assume the following data : 
Net sales 

Cost of goods sold 
Gross profit 


1978 

R,. 12,5^000 
8,75,000 

Rs, 
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If volume increased by 5%. -w hat were the per cents of chance in : 
(a) cost price, and (6) sale prire ? 

(Cost price decreased by 4% : Sale price decreased by 10%) 

7. Assume the follo%ving data : 

1978 1979 

Net sales Rs. 6,25,000 Rs. 5;90,625 

Cost of goods sold 4,37,500 4,41,000 


Gross profit Rs. 1,87,500 Rs. 1,49,625 


If sale price decreased by 10%, what were the per cents of change in : 
(o) volume, and (b) cost price ? 

(Volume increased by 5% ; Cost price decreased by 4%) 

8. The data from Top Trees Ltd are as under : 

1978 1979 

Sales Rs. 1,50,000 Rs. 1,55,250 

Cost of goods sold 1,10,000 1,06,920 


Gross profit 


Rs. 40,000 Rs. 48,330 


If cost price increased by 8%, what were the per cents of change in: 
(a) volume, and (b) selling price ? 

Also account for per cents of change in sales, cost and volume. 

(Volume decreased by 10% ; Selling price increased by 15%^) 


9. Assume the following data : 
Sales 

Cost of goods sold 


1978 

Rs. 2,25,000 
1,65,000 


1979 

Rs. 2,32,875 
1,60,380 


Gross profit 


Rs. 60,000 Rs. 72,495 


If volume dfCTeased by 10%, what were the per cents of change in : 
(a) cost price and (b) selling price ? 

(Selling price increased by 15% ; Cost price increased by 8%} 

10. The comparative figures for two periods are given below ; 


Sales 
Costs : 

Materials 

Labour 

•yariable overheads 
Fixed overheads 


Net income 


Period I 
Rs. Rs. 

8,00,000 

4.80.000 

1 . 20.000 

24.000 

86.000 

7,10,000 


Rs. 90,000 


Period U 


Rs. 

Rs. 


9,90,000 

7.50.000 

1.50.000 
30,000 

1,00,000 

10,30,000 


(40,00d> 
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During period 11 material prices rose by 20%, labour rates by 12-5% 
and expenses both variable and fixed by 5%. As a consequence selling 
prices vere increased by 10% and there was also increased sale as a result 
of sales campaign. 


Analyse the variation in income ; 

Variation due to Sale price 

Rs. 

90,000 

due to Sale volume 

22,OCO 

due to Material usage 

(85,000) 

due to Material price 

fl,25,000) 

due to Labour effideocy 

1,667 

due to Labour rate 

(16,667) 

due to Variable overhead expenditure 

(1,570) 

due to Variable overhead prices 

(1,430) 

due to Fixed overhead expenditure 

(9,238) 

due to Fixed overhead prices 

(4,762) 

Total 

Rs. 1,30,000 

11. The foltawing are the trading results of Mandakini Limited for 

the year ending 30lh June, 1980 : 

' 

Sales (1,00,000 unitsi 

Rs. Rs. 

4,00,000 

Costs ; 

Material 

50,000 

Wages : Direct 

82,000 

Indirect, fixed 

19,000 

Production expenses : 

Variable 

25,000 

Fixed 

30,000 

Administration expenses : 

. Fixed- ^ 

24,000 

Selling expenses : 

Variable 

20,000 

Fixed 

22,000 

Distribution expenses : 


Variable 

18,000 

Fixed 

10,000 

3,00,000 

Profit 

Rs. i,ro.ooo 

Forecasts for the year ending 30lh June, 1981 are given below : 

- (1) A sales price reduction to Rs. 2 per unit will increase sales 

volume by 50%. 


(2) Material prices will remain iwchanged except that because of 
increa^ qnaotities purchased, a 5% quantity discount will be obtained. 
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(3) Direct \\‘age rates will increase by 10%, 

(4) Variable selling costs will increase proportionately with sales 
value. 

(5) Inflation will increase variable production and distribution 
expenses by 10%. 

(6) All fixed costs will increase by 20%. 

(7) There will be no stocks or work-in-progress at the beginning 
or end of the year. 

Using the above information you are required to : 

(c) Prepare a statement showing the profit forecast for the year 
ending 30th June, 1981. 

(b) Prepare an alternative profit statement for the year ending 30th 
June, 1981 based on a sales price increase of 10% on 1979-80 price and a 
sales volume of 1,00,000 units. (Adopted from I.C.M.A., London) 

1(a) Jis. 24,000 : (b) Its. 2,04,5001 


12. The profits for 1977 and 1978 together with certain 

relevant 

information are given below : 


1977 

1978 


Rs. 

Rs. 

Materials consumed 

2,00,000 

2,80,000 

Wages 

1,60,000 

2,40,000 

Overheads— fixed 

60,000 

64,000 

Overheads — variable 

48,000 

68,000 

Net Profit 

20,000 

41,000 

In 1978, wage rate was increased 

by 20%, materials prices 

by 10% 

and sales price by 10%. 

Analyse the causes of increase in 

profit in 1978 



(C.A. Final November 1979) 

[Increase due to selling price Rs. 63,000) 

Increase on account of sales volume Rs. 23,280 
Increase due to saving in materials used Rs. 3,654 
Increase due to saving in wage cost Rs. 6,550 ’ 

Decrease due to increase in material prices (Rs. 25,454) 

Decrease due to increase in wage rate (Rs. 40,000)* 

Decrease due to increase in overheads (Rs. 6.040) 

Decrease due to increase in variable overheads (Rs. 4,0C0)] 

SUGGESTED READING 

1. William Pickles 

2. Cost Accoimtmg—Casbia & Polimeni 
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Variance Accounting 


One of the important functJons of managcmeni is control. Through 
control management ensures that events take place according to the plan 
of action. Naturally, without control planning becomes a futile effort. 



(tO Setting up of standards for control. 

(&) Measuring actual performance. 

(c) Analysing the variances by comparing the actuals with standards. 

It is this last step which enables the management to institute correc- 
tive action and ensures effective control by analysing the variance in terms 
of: 

(d) Where the variance has taken place, i.e., management must know 

the responsibility centres/departments in* which variances have 
occurred. ' 

(&) What factora contributed to the variance 7 Was the variance due 
to efficiency factor or price factor ? 

(c) Who is responsible for the variance 7 This is easy to determine 
once the factor re$i>onsible tor the variance is identified. 

(d) How far the variance has affected the planned profit 7 

ManagesBcttt by Exception. Variance accounting is essentially an 
‘attention-directing’ t^hnique. Managers are busy people and are also 
hi^y paid. If their services are to be fruitfully utilisra, they must concern 
themselves only with those aspects of company’s operations which are off 
the standard. This enables them to analyse the problems and take 
corrective action either through changes in the business plan or through 
effective supervision. By keeping the management informed about the 
erratic and out-of-line behaviour of busmess, accountants fadlilate 
control of the business through what is popularly known as ‘managraent 
by except'on’. Management by exception saves the managers a lot of tune 
since they ne^ not pay their attention to activities or aspects of opera- 
tions which go on smoothly according to plan. 
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CoatrollAble and Uncontrollable Variances. Control can be 
effective only when action is taken by the appropriate authority 
against those responsible for the activity. Therefore this technique of 
variance accounting must be designed having regard to the responsibilities 
and authority of the individual managers, '{nformation must be furbished 
to the individual manager with respect to factors for which he is res- 
ponsible and there is no use of furnishing information for which he has no 
concern. For example, an adverse variance in material cost may be partly 
due to high wastage of material and partly due to bad purchase. The 
foremen and the. production manager are the persons to whom informa- 
tion should be given regarding the former. "nierejs no use of reporting 
to these people the amount of variance arising due to material price. It is 
only the purchase manager who is concerned with the adverse material 
price variance. When variances are related tb the responsibilities of the 
concerned managers, they are termed as controllable. Variances which 
are beyond the control of management, i.e., those arising due to extra- 
neous causes, are termed as uncontrollable. Examples of uncontrollable 
variances arc increase in wage rate, increases in costs of inputs due to 
general rise in prices, etc. 

In general variances relating to material, labour and variable over- 
heads can be classified as price and efficiency variances. Price variances 
arise due to payment of higher or lower price for the inputs than the 
standard price set for them. Efficiency variances arise because of the 
variation in the use of real quantities of resources such as labour hours 
and quantities of materials from the standard quantities set for accom- 
plishing the task. In many cases price variances may be beyond the control 
of the management and are examples of uncontrollable variances. It is 
only with respect to 'efficiency variances’ that the management can exercise 
relatively more control and therefore these variances should receive 
greater attention. The scope for cost reduction lies only in instituting 
corrective action with respect to variances which arc amenable to control, 

FAVOURABLE AND UNFAVOURABLE VARUNGES 

When actual cost is less than the standard cost it is said to be a 
favorable variance. A favourable variance is normally an index of 
efficiency. When, on the other hand, actual cost is more than the 
standard cost, the variance is said to be unfavourable and is normally an 
index of inefficiency. 

A favourable variance is also called a "credit” variance and un- 
favourable variance a "debit” variance. These alternative names of 
variances have been derived frorn the financial accounting where Variance 
Account is treated as a nominal account and keeping with the rule of 
nominal account. Variance Account is debited when variance is unfavour- 
able (debit all losses) and is credited when variance is favourable (credit 
all gains). - 

While using these variances sufficient care and precautions should 
be taken because a favourable wriance need not always be really 
favourable. It may be the result of many other variances which are un- 
favourable. As, for example, a favourable material usage variance may. 
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of course, be advantageous to the company, but when related to un- 
favourable labour efficiency variance, it may be disclosed that material 
has been conserved by the more careful operation and slower output 
rate. Similarly, taken by itself, a favourable labour rate variance seems 
to-be advantageous to the company but when intelligently connected 
with the unfavourable labour efficiency variance, it may be disclosed that 
it was due to employment of lower grade workers at cheaper rates 
which has lowered the efficiency but made labour rate variance favourable. 

These variances must not be read in isolation. They should be 
related with other variances and the net effect of all the variances must 
be reported to the management for efficient planning and correct con- 
clusions. 

The setting np of Cost Standards. Before we proceed to discuss 
the structure of variances, it should be slated at the outset that the utility 
of variance accounting very much depends on the establishment of proper 
cost standards. The determination of cost standards depends on the 
correct ascertainment of economic data such as material quantities, 
material prices, labour hours, wage rates, yield losses, selling quantities, 
selling prices, etc. If this data are not properly determined, the standards 
which are crucial for the purpose of control are vitiated. Therefore, 

- management’s primary duty in relation to control is to see that the 
standards with reference to which variances are calculated are reasonable 
and accurate. There is also need to continuously revise them in the light 
of changed circumstances from time to time. 

Stractore of Variances. The essence of all control lies in achiev- 
ing the profit that the managers have set out to ach'eve. Onw the 
management decides to have profit control, it ensures a comprehensive 
analysis of all operations relating to production, finance, purchase and 
marketing, t*- '.r p«o« <« tK.. p*'!-* 

ofallcontrols . ■ ■ . 

period in adv: • 

(!) Fixed budget designed to remain unebanged irrespective of level 
of activity actually attained, and (2) Flexible budget designed to change 
in accordance with the level of activity actually attained. Variance 
analysis for the purpose of control can be effected only with reference to 
.flexible budget. This is because these budgets are automatically gear^ 
to changes in volume and provide a dynamic basis for comparison. Any 
dampanson of actvsat costs with the figures \n a fixed or static budget wiU 
be deceptive unless the actual level of activity corresponds with the 
budgeted level. With the help of flexible budget and standard costs, the 
planned profit for a particular level of activity can be ascertained. TTie 
difference between the planned profit and actual profit is the operating 
profit variance. 

Operating profit variance arises broadly due to two t^>es of 
variances : (1) Sales variances which may be due to the actual sala prices, 
sales volumes and sales mlx^ being different from the corresponding 
budgeted figures. (2) Cost variances which arise due to actual costs being 
different from planned costs. Cost variances may be classified afceording 
to the elements of cost and may be stated as follows : 

72(45- 130/1983) 
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(«) Material variances, 

(b) Labour variances, and 

(c) Overhead cost variances. 

These variances can further be classified into various variances as 
follows ; 

Main Variance Further detailed classification 

1. Material (a) Material Cost variance 

(b) Prices variance 
(4 Usage variance 
{d) Mix variance 

(c) Yield variance 

(a) Labour cost variance 
(6) Rate of pay variance 

(c) Time variance or efficiency variance 

(d) Idle time variance 
(c) Labour mix variance 

(/) Calendar variance 

(fl) Variable overhead variance 

(b) Fixed overhead variance 

(c) Fixed and variable overhead variance • 

A detailed discussion of these variances follows later in this 
chapter. 

The following chart will give a complete break-up of the variances 
which account for the variance in the operating profit of the organisation 
(see page FSA-291). 

' , MATERIAL VARIANCES 

1. Material cost variance. This variance is the basic of all material 
variances and represents the difference between actual cost and standard 
cost of material. Actual cost of material can be obtained by multiplying 
actual quantity with actual price and standard cost can be obtained by 
multiplying standard quantity with standard price. It may be computed 
by using the formula 

Material cost variance=(Actual quantity x Actual price) 

—(Standard quantity X Standard price) 

The variance is favourable when the actual cost is less than standard cost 
and unfavourable when standard cost is less than actual cost. 

Material cost variance can be splii jnto price and usage variances. 

(/) Material price variance. Price variance occurs due to the actual 
price paid being more or less than the standard price. This is calculated 
by multiplying the actual usage with the difference between standard and 
actual prices. It may be expressed as follows : 

Material price variancc=(Actual price-standard price) X Actual 

usage 


2. Labour 


3. Overhead 



CHART SHOWINGJTHE ANALYSIS OF VARIANCES 
PROFIT VARIANCE=(BIJDGETED PROFIT-ACTUAL PROFIT) 
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This variance is considered favourable when the actual price is less than 
the planned price and unfavourable when the planned price is less than 
the actual price. Material price variance may occur due to the following 
factors : 

(a) change in price of material 

(b) change in transportation costs of materials 

(c) purchasing a different quality at a different price 

(i/) quantity purchased being different from the planned lot size 
thus availing a different quantity discount than the one planned 
for. 

Material price variance is usually the responsibility of the buyer of 
the organisation. But normally price variance is not controllable as it 
occurs due to factors beyond the control of the organisation. So it has 
limited significance and indicates only the correctness or otherwise of the 
forecasting of material prices. In exceptional cases' it may reflect the 
inefficiency of the buying department in not thoroughly searching for the 
various sources, not availing the quantity and cash discounts and not 
securing economical deliveries. In such cases corrective action may be 
taken to change the suppliers and to secure economical transport. In 
some cases price variances may occur because of rush orders procured by 
the sales department or the delays due to bad planning by the production 
departm eat. In such cases, obviously, the buyer is not to be blamed for 
adverse price variance. 

(I'O Material usage variance. Usage variance occurs due to the 
actual quantity of material used for the production differing from the 
standard quantity. The standard quantity must always be calculated for 
the actual output given. The variance is computed by multiplying the 
difference in usage with the standard price and may be expressed as 

Material usage variance=(Actual usage— Standard usage) x Standard 

price 

The variance is favourable when the actual usage is less than standard and 
unfavourable when the standard usage is less than actual. Unfavourable 
usage variance may result due to the following factors ; 

(a) purchase of inferior materials 

{b) poor inspection of materials purchased 

(c) inefficient use of materials by labour 

(d) defective tools and machines 

(c) improper engineering specifications 

{/) theft and poor storage. 

Generally, the responsibility for adverse usage variance rests with the 
production department, but in some cases it may be due to inferior 
materials purchased by the buyer or rush orders secured by the sales 
department. In any case, this variance in contrast to price variance is 
considered to be controllable. 

Illustration 1. For producing a particular chemical the standard 
quantity of raw i^terial required is 100 litres and the standard price per 
litre IS Rs. 2 50. Compute the material variances when the actuals are ; 


(a) 120 litres at Rs. 3’00 per litre 
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Solntion. 

(а) (0 Material Cost Variance. 

(Actual QuanlityxActual Price) 

—(Standard Quantity x Standard Price) 

«-(120xRs. 3-00)-(!00xRs. 2*50) 

=Rs 360-Rs. 250=Rs. 110 (Adverse). 

(»7) Material Price Variance. 

(Actiml Price— Standard Pricc)xActual Usage 
=>(Rs. 3-00-Rs. 2*50)x|20=aRs. 60 Adverse. 

(i70 Material Usage Variance. 

(Actual Usage— Standard Usage) X Standard Price 
(120-100)x2-50=Rs. 50 Adverse. 

Check 

Material Cost Variance— Material Pnce Variance+Material Usage 

Variance 

Rs 1 10 (Advcrse)=Rs, 60 (Adverse)+Rs. 50 (Adverse) 

(б) (i) Material Cost Variance. 

(Actual Quantity X Actual Price)— (Standard Quantity 
, X Standard Price) 

Actual QuantiiyxAciual Price is given as Rs. 260. 

.T, Rs.260-(100xRs.2'50) 

«Rs, 260-Rs. 250“Rs. 10 (Adverse) 

(li) Material Price Variance. 

In a problem of this type where the actual price per unit is not given 
but total actual cost is given, price variance may be obtained by the 
application of the following formula 

Price Variance*(Slandard Priccx Actual Quantity)— Actual Cost 
A Price Variance>s»(90X2*50)— Rs. 260=Rs. 35 (A) 

(//;) Material Usage Variance. 

(Actual Usage— Standard Usage)xStandard Price 
«(90-I00)xRs.2'50 
=Rs.25 (F) 

Check 

Material Cost Variance®' Material Price .Material Usage 
Variance Variance 

Rs. 10 (A) =Rs. 35 (A) + Rs. 2a (F) 

Analysis of Mateirial Usage Variance 

In the case of industries where the input comprises of a combination 
of different materials, usage variance can be further analysed into mix 
variance and yield variance. Mix variance arises due to change in the 
• •« J--J — v.»i.i t'lriance arises 

' . '(d for a given 

j . ... , ' ■ • achievement 

of a given output with lesser or more quaniuy luau i!ie suandard input 
envisaged. Usage vnriir.ce is the result of both factors. and therefore is 
equal to the sum of mix and yield variances. 
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In a given case where the standard input and the actual input are 
one and the same and there is only a change in the proportion of mix, the 
entire usage variance is only due to change in mix. There is no. j^eld 
variance in this case (Refer to Illustration 2). In another case there 
may be difference between the standard input and the actual output, 
with no details regarding output. In such a case the usage variance is 
partly due to mix and partly due to change in the input. In the absence 
of information regarding output it is not possible to calculate the yield 
variance and therelbrc a variance known as re\ised usage variance or sub- 
usage or rest of usage variance is calculated. The variance is analogous 
to yield variance. This variance explains the change due to change in the 
input quantity (Refer to Illustration 3). In cases where details are 
given regarding input as well as output quantities, the usage variance 
can be analysed into mix and yield %’ariances (Refer to Illustration 5). 

Material Mix Variance 

Mix variance as stated earlier arises because of the difference between 
actual mix and standard mix. In the actual mi.x there may be a higher 
proportion of more expensive or less expensive materials than in the 
standard. This happens due to the scarcity of a particular material. When 
material A is not available, more of material B may be used and vfee versa. 
According to the Institute of Cost and Management Accountants mix 
variance is “that portion of the direct materials usage variance which is 
due to the difference between the standard and actual composition of a 
mixture”. The formula for calculating mix variance is given below : 

Mix Variance— Standard cost of standard mix— Standard cost of 
actual mix. 


J.C., Standard Price (Revised Standard quantity— Actual quantity) 

Revised standard quantity is calculated by applying the standard 
proportion to the actual input. For example if a standard mix comprises of 
60 units of A and *40 units of B and the actual quantity of A and B used 
are 100 units of A and 100 units of J5, then the revised quantities are 
calculated as given below ; 


Standard proportion of A and B is 60 : 40 i.c., 3 
Actual input ==200 units 

A Revised standard qauntity of A 


200x3 

5 


— 120 units 


2 


Likewise, revised standard quantity of R 

200 x 2 „„ . 

=■ — 5 =80 units 


In other words, the standard mix has to be calculated with reference 
to the actual quantity used as input and, therefore, the resulting quantities 
arc called revised standard quantities. 

Case I. Usage variance comprising of mix rariance only. 

niastration 2. From the data given below compute material mix 
\-anancc. 
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Standard Actual 

Material A 40 units @ Rs. iO per unit 50 units @ Rs. 12 per unit 
Material B 60 units @ Rs. 5 per unit . 50 units @ Rs. 4 per unit 

100 100 
5alation. Standard Cost of standard mix 


Material A 40 units @ Rs. 10 per unit 
Material B 60 units @ Rs. 5 per unit 

Rs 400 
300 


Total 700 

Standard Cost of actual mix 

Material 4 50 uruts @ Rs 10 per unit 
Material B 50 units @ Rs 5 per urut 

Rs 500 
250 


Total 750 


Mix varianceasStandard Cost of standard mix— Standard Cost of 
actual mix 

«Rs. 700-Rs. 750=R$. 50 (d) 

In the above example there is no difTercncc between the usage 
variance and mix variance. The usage variance is also Rs 50 (A) as can 
shown below : 

Usage variance«"(AciuaI usage— Standard usage) x Standard price 
MaieriaU=(50-40)xRs lO=Rs. 100 (A) 

Material 5=(50-60)xRs. 5=Rs 50 (f) 

Total Rs. 50 (A) 

Case n. Usage variance comprising of Mix and Revised usage 
variance. 

Jllnstratioa 3. From the data given below compute the usage 
variance and show that U is the sum of mix variance and revised usage 
(or subusage) variance. 

Standard Actual 

Material ..4 40 units @ Rs. 10 per unit 60 units @ Rs. 12 per unit 

Material 5 60 units @ Rs. 5 per unit 60 units @ Rs. 4 per unit 

100 120 


Solotion. 

Usage variance=(Actual usage— Standard usage) x Standard price 
Material^ (60-40) xRs. JO « Rs. 200 (A) 

Material 5 (60— 60) xRs. 5 = Rs. — 


Toul Rs. 200 (d) 
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In a problem of this type to find out the mix variance, the standard 
quantities must be revised in conformity with actual input. Such quantities 
arc known as revised standard quantities. Revised standard quantity is 
calculated by the following formula 

. . Standard quantity Total weight of 

Revised standard quantity = Total' NveigiiTof' ^ actual mix 

Standard mix 


Rs. 480 
360 


Total 840 


Standard Cost of actual mix 

Material A 60 units @ Rs. 10 per unit Rs. 600 

Material B 60 units @ Rs. 5 per unit 300 


Total 900 


Material X 120«»48 units. 

Material i?= 120=72 units. 

Standard Cost of revised mix 

Material A 48 units @ Rs. 10 per unit 
Material B 72 units @ Rs. 5 per unit 


Mix Variance 

=Standard Cost of revised mix— Standard Cost of actual mix 
= Rs. 840-Rs. 900=Rs. 60 (A) 

Mix variance can be calculated by the alternative formula 
Mix variance=/ Revised standard Actual s ^ ... 

quantity "quantity Standard price. 

Revised usage or sub-usage variance. This variance arises due 
to change in the revised standard quantities from the original standard 
quantities envisaged. This is in a way the usage variance proper. The 
formula for calculating the variance 

Revised usage _Standard Price X/ Standard— Revised Standard \ 
variance \ quantities quantity ) 

Material /t=Rs. 10 (40-48)= 80 A 

Material B=Rs. 5 (60-72)= 60 A 


Total 140 (/I) 


Cheek : 

Material usage _ Material mix , Revised 

. viiriancc usage variance 
Rs. 200 {A) = Rs. 60 (A) + Rs. 140 (A) 

C«*e in. Usage variance comprising mix and yield variances. 
Illustration 5 given after yield variance will illustrate the ease. 
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Yield Variance 

Yield variance arises due to the difference between standard yield 
and actual yield. Stated alternatively, yield \ariancc arises due to the actual 
loss in the process being more or less than standard loss. Standard yield 
is the output of the process after allowing for standard loss. Likewise, 
actual yield is the output of the process after allowing for actual loss. 
Yield variance is valued at standard cost per unit of output. It may be 
expressed by the following formula 

Material yield Actual _ Standard yield \ Standard cost per 
variance ^ yield fbr actual input unit of output. 

XUnstration 4. From the data given below compute yield 
variance. 

Standard Actual 

Price Per litre of input Rs. 9 Input 500 litres 

Standard yield 90% Output 440 litres. 

Solatioa. As the standard yield is 90% of input, per every unit of 

output the input should be litres. 

,T. Standard Cost per unit of oulput=-^xRs. 9«»Rs. 10 

Standard yield for the actui I input —90% of 500 litres 
—450 litres 

Actual yield —440 litres. 

^ Materialyield^•ariaoce— (440— 450)xRs. 10— Rs. 100 (i4) 

Illastratioti 5. Standard Chemical Co. Ltd. produces a certain 
chemical, the standard material cost being 

40 per cent material X at Rs. 45 per kg. 

60 per cent material Y at Rs. 120 per kg. 

A standard loss of 10 per cent is expected in production. 

During a period the actuals were as given below : 

84 kg. Material X at Rs. 46 per kg. 

116 kg. Material Y at Rs. 1 18 per kg. 
and produced 182 kg. of the chemical. Compute the material variances. 

{Adapted C.A. {Final) November 1977] 


Solution. 

WORKINGS 


Materhi 

Statiiird Cott 1 

Actual Cost 

( Siandard Cost ef 
Actual Mix 

Qty. 1 Price (^ost 

Qty. 

Price 

Cost 

\q‘} 

Price 

Cost 

X 

IS 

45 

3,600 

84 

46 

3,864 

1 84 4J ,1® 

Y 

m 

120 

14,400 

116 

118 

13,688 

116 1 120 

Total 

200 


18,000 

200 


17.552 

' 200 

Lots 



— 

18 



18 '• 

Net 

180 


18,000 

182 


17,552 I 

182' 
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Standard material cost per unit of output = 


Rs. 18,000 
180 


=Rs. 100 


Standard material cost of actual 
quantity produced 


= 182 kg.xRs. 100 
=Rs. 18,200. 


Material Variances 

(/) Material Cost Variance. This is the difference between the 
standard material cost of the actual quantity and its actual cost. 

Rs. 18,200-Rs. l7,552=Rs. 648 (F) 

Since the actual cost is less than the standard cost the variance is 
favourable. 


Material Rate Variance 


This is calculated as the difference between the standard and actual 
prices for the actual quantities of materials used. Expressed by the 
formula 


i . I Standard 

Actual Quantity x 


Actual \ 
Price J 


Material A': 84 kg. (Rs. 45-Rs. 46) =Rs. 84 ‘(/I) 
Material Y: 116 ks. (Rs. J20-Rs. US) =Rs. 232 (F) 


Total =Rs. 148 (F) 


For material X the variance is adverse since the actual price is more 
than the standard price. The variance for Y is favourable because the 
actual price is less than the standard price. 

Material Usage Variance 

This is calculated by multiplying the difference in actual and 
standard quantities with standard price. Expressed by the formula : 

c, j j n • . ^ Actual _ Standard \ 

Standard Pnee X - Quantity ) 

Here the standard quantities needed for actual output must be 
calculated as shown below ; 

Material Ar=^X 182 = ^ kg. 

Material r= x 182=-^ kg. 

Now using the formula. 


Material A' : Rs. 45^’ 84- 

728. \ 
9 ) 

= Rs. 140 (A) 

Material Y : Rs. 120^116- 


=Rs. 640 (F) 


Total 

-Rs. 500 (F) 
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For material X the actual quantity is more than the standard and, 
tiiercfore, the variance is adverse. For material F the standard quantity 
is more than the actual quantity and hence the variance is favourable. 

Check I. 

Matenal Cost _ Material Price , Material usage 
variance variance variance 

Rs. 648 (r)=Rs. 148 (F) +Rs. 500 (F) 

Material Mix Variance 

This is the difference between the standard cost of the standard mix 
and standard cost of actual mix. 

Rs. 18.000-Rs. 17,700=Rs. 300 (F) 

Since the standard cost of actual mix IS less than the standard cost 
of standard mix the variance is favourable 
Material Yield Variance 

This is the standard cost of the difference in actual yield anditb^ 
standard yield. If the actual yield is more than the standard the variance 
is favourable and vice versa. Expressed by formula 

x[Actualy,cld-StanJ3rdy,eld ] 

= Rs. 100 X |I82-180]=RS. 200(F) 

Check U. 

Material usage ^ Matenal Mix , Material yield 

Variance Variance Variance 

Rs. 500 (F) = Rs. 300 (F) + Rs. 200 (F) 

Check in. 

Material Cost ^ Material , Material , Material 
Variance ^ Price Mix Yield 

Variance Variance Variance 

Rs. 648 (F) = Rs. 148 (F) + Rs 300 (F) + Rs. 200 (F) 

Illustration 6 From the following data for May 1981 fofa 
factory, calculate (a) Material cost variance, (6) Material price variance, 
(c) Material usage variance, (d) Matenal mix variance, (e> Material 
yield variance. 

Name of Material Standard Actual 



Kg. 

Rate 

Kg 

Rate 

X 

8,000 

ro5 

7,500 

1*20 

y 

3,000 

215 

3,300 

2 31J 

z 

2,000 

3-30 

2,400 

3-50 


[l.C.]VA. (inter) Dec. 1981] 

Solution. 

1. Material Co«t Variance 
Formula : 

Material Cost Variance«=Standard Cost— Actual Cost 
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Materia! 

Kg. 

Standard 

Rate 

Total 

Kg. 

Actual 

Rate 

Total 

X 

8,000 

1-05 

Rs. 

8,400 

7,500 

1*20 

Rs. 

9,000 

Y 

3,000 

2-15 

6,450 

3,300 

2'30 

7,590 

Z 

2,000 

3-30 

6,600 

2,400 

3-50 

8,400 


13,000 


21,450 

13,200 


24,990 


Material Cost Variance=21, 450— 24,990—3, 540 (A) 

Material Price Variance 

Material price variance^ Actual Quantity (Standard Price 

—Actual Price) 



Rs. 


7,500 (1-05-1*20) 

= 1,125 

(A) 

3,300 {2-15-2-30) 

= 495 

(A) 

2,400 (3-30-3-50) 

= 480 

(A) 

Total 

2,100 

(A) 


Material Usage Variance 
Material usage variance^ 

Standard Price (Standard quantity— Actual quantity) 

Rs. 

X = ros (8,000-7,500) 525 (F) 

r = 2-35 (3,000-3,300) 645 (A) 

Z = 3-30 (2,000-2,400) 1,320 (>4) 

Total 1,440 (A) 


Material Mix Variance 
Material mix variance = 

Standard price (Rev'sed Standard Quantity— Actual Quantity) 
Revised Standard quantity^ 

Total of Actual mix ,, , , . „ . 

TotarofiS^dard mix' ^ Standard quantity of each material. 

Revised Standard quantity 

X 8,000=8,123 

13 200 

3,000=3,046 

13. '’00 

2=lT^>^2,000=2,03i 
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Rs. 

^=1-05 (8.123-7,500)= 654 15 (F) 

y=2*l5 (3.046-3,300)= 546*10 (A) 

Z=3*30 (2,031-2.400)= 1,217*70 (A) 

ToUl 1,109*65 (.<) 

Revised Usage Variance 

Whenever output details are not given it is not possible to calculate 
yield variance. Therefore, to reflect the yield variance :he revis^ 
usage variance is calculated as given below : 

Formula : 

Standard price (Standard quantity— Revised Standard quantity) 

Rs. 

^=1*05 (8,000-8,123)= 129*15 (><) 

r=2-f5 ('3,000-3,046)= 98*90 (A) 

Z=3*30 (2,000-2,031)= 102-30 (A) 

Total 330*35 (A) 

Check I 

Material Cost variance 

=Material pnee variance-f Material usage variance 
3,540 (^)=Rs. 2,100 (.4)+Rs. J.440 (A) 

Cheek U 

Material usage variance 

=MatetiaI Mix variance+Matcrial Revised usage variance 
1,440 (^)=Rs. 1,109*65 (.4)+Rs. 330*35 {A) 
lUastration 7. The standard material cost per 100 kg. of 
Chemical D in made up of — 

Chemical 30 kg @ Rs. 4/- per kg. 

Chemical £—40 kg. @ Rs 5/- per kg. 

Chemical C— 80 kg. @ Rs. 6/- per kg. 
fn a 6arch, 500 kg. of Chemical D nas produced from a mix of— 
Chemical A— 140kg. atacost ofRs. 588 
Chemical £—220 kg. at a cost of Rs 1.056, and 
Chemical C— 440 kg. at a cost of Rs. 2,860 
Compute the material usage, price and mix variances. 

[Adapted ACS Final, Dee. 1979] 

Sototion. 

WORKINGS 

Statement shosviog standard material cost and actual material cost 
for producing 500 kg. of chemical D 
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Standard 


Actual 



Qty. 

Price 

Value 

Qty. 

Price 

Value 



per kg. 



per kg. 



k'g. 

Rs. 

Rs. 

kg. 

Rs. 

Rs. 

Chemical A 

150 

4 

600 

140 

4'20 

5SS 

Chemical B 

200 

5 

1,000 

220 

4-80 

1,056 

Chemical C 

400 

6 

2,400 

440 

6-50 

2,860 


750 


4,000 

800 


4,504 

Loss 

250 


— 

300 



Output 

500 


4,000 

500 


4,504 


Computation of Variances 

(a) Material Cost Variance : 

Actual Cost— Standard Cost 
Rs. 4,504- Rs. 4,000=::Rs. 504 (A). 

(b) Material Price Variance : 

Actual Quantity (Actual Price— Standard Price) 

= 140 (Rs. 4-20-Rs. 4-00)+220 (Rs. 4-SO-Rs. 5-00)+440 

(Rs. 6*50- Rs. 6-00) 

=Rs. 204 (A) 

(c) Material Usage Variance : 

Standard Price (Actual Quantity— Standard Quantity) 

= Rs. 4 (140-150)+Rs. 5 (220-200)+Rs. 6 (440-400) 
=Rs. 300 (/<) 

Check : 

Material Cost Variance = Material Price Variance 

+ Material Usage Variance 

:V A Rs. 504 {A)=Rs. 204 (,4)+Rs. 300 (/I). 

Material usage variance can be divided into (0 Material mix 
suriance and (») Material yield variance. 

0") Material Mix Variance ; 

For this, we have to calculate revised standard proportions of actual 
input, which may be done with the help of the following formula ; 

Standard quantity „ . 

T^taT standard input 
Hence : ' 


Chemical A = 
Chemical iS= 


150 
750 
200 
' 750 
400 
750 


X 800=160 kg. 

X 800=-^ kg. 
X800=-^^ kg. 


Chemical C- 
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Material Mix Variance i& : 

^standard Cost of revised Std. Mix)-(Std. Cost of actual mix) 
I60xRs.4+-^XRs 5+if2.xRs.6) 

-(MOxRs. 4+220 xRs.5+440xRs. 6) 

=Rs. 33*33 (A) 

(ii) Material Yield Variance : 

=Standard cost per unit (Standard loss on actual mix 

— j\ctual loss on actual mix) 

„rs,^x(^x800-300) 

= Rs. 266*67 

Check: 

Material Usage Variance=Matcrial Mix Variance 

+ Material Yield Variance 
Rs. 300 (W)=Rs. 33*33 (/4)+Rs 266*67 (A) 

Note. Material yield variance can be further calculated in the 
following two ways : 

(fl) Revised Usage Variance Method . 

The formula for using the method is. 

Standard price (Standard mix— Revised mix) 


Chemical A : 

Rs. 4 (150-160)= 

Rs. 40 (A) 

Chemical B : 

Rs. 5 

( 200- -^0) 

= Rs. 66*65 (A) 

Chemical C ; 

Rs. 6| 

[ 440 'fOj 

1 =Rs. 160*02 (/!) 



Total 

Rs. 266*67 {A) 


(6) Material Yield Variance based on production basis : 

The formula for using the method is. 

Standard cost per unit (Actual production 

—Revised standard production) 

_ j . . Total Standard Value 

Standard cost per unit=- .j. . . rr* 

Total Standard Quantity 

* Revised standard production 

=533*33 kg. 

By applying the formula 

Rs. 8 (500-333-33)=Rs. ?66*67 (A) 
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The above workings clearly indicate that the revised wage variance 
and yield variance are one and the same. 

LABOUR VARIANCES 

‘Labour Variances’ or ‘wages variances’ as they are sometimes called 
analyse the'variances of actual labour cost from standard labour cost due 
to such factors as rate of pay, labour efficiency, labour mix, idle time, 
etc. Labour variances are similar to material variances in many respects 
and all that the student is required is to substitute the word ‘time’ in the 
place of ‘quantity’. 

Direct Labour Cost Variance 

Direct labour cost variance is the variance arising due to the actual 
direct wages differing from the standard direct wages specified for the 
activity achieved. The formula is 

Direct Labour Cost Variance = Standard direct labour cost 

— Actual direct labour cost 


Alternatively, 

Direct Labour Cost _ (Standard direct 
variance labour hours x 

Standard labour 
rate) 

In cases where the actual output differs from the standard output, 
standard direct labour cost must be calculated for the actual quantity 
produced, by multiplying the standard direct labour cost i>er unit with 
the number of units actually produced. 


(Actual direct 
labour hours 
X Actual labour 
rate per hour) 


Analysis of Direct Labour Cost Variance 

An in the case of material, direct labour cost variance arises 
primarily due to two factors. They are (I) actual rates of pay differing 
from the standard and (2) the labour taking more or less time than the 
standard. The variance arising due to first fhetor is known as the ‘rate of 
pay variance’. The variance arising due to' the second factor is due to 
changes in the efficiency of labour and is, therefore, termed as ‘Labour 
Efficiency Variance.’ 


Rate of Pay Variance 

This is also called wages rate variance and is the difference between 
the standard rate of wages and actual rate paid. In order to calculate 
the magnitude of the wage rate variance, the difference between the two 
rates is multiplied by the actual time for which wages are paid. This 
wage rate 'rariance is said to be favourable when the actual wage rate is 
less than the standard rate and adverse when the actual rate is more than 
the standard rate. This variance is simitar to the material price variance. 
The formula is : 


Rate of Pay Variance )x Actual Tinte. 

This formula should be applied separately for each type of workers 
getting wages at different rates. 
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This variance discloses the eflfecl of employing more skilled 
(vorkers than originally planned on the labour cost. Likewise» management 
an also know the impact of overtime payments on labour cost. This 
variance arises due to the following causes. 


1. Revision of wage rate due to fresh wage agreement with 
Workers Unions. 

2. Employing workers of a diOereot grade from the one envisaged 
in the standard. 

3. Payment of overtime allowance more or less than that envisaged. 
Labour Efficiency Variance 

This variance is similar to ‘Material usage’ wriance. This 'variance 
arises when labour takes more or less time than the standard envisaged 
fora given output. This arises due to changes in the actual efficiency 
from the standard determined. Hence the variance is called Labour 
Efficiency Variance. It is defined as “that portion of the direct wages 
variance which is due to the differeoce between the standard labour hours 
specified for the activity achieved and the actual labour hours expended”. 


The formula is : 

Direct Labour Efficiency Variance** 

(Actual direct hours worked — Standard hours for actual output) 
X Standard wage rate 

This variance arises due to the following factors : 

1 . Use of sub-standard employees doe to : 


(a) inefficient training 
(i>) incorrect instructions 
(c) workers* dissatisfaction. 

2. Failure to obtain satisfactory results from employees due to their 
(o) unsatisfactory working conditions such as eiccssis-e heating, 
poor lighting, lack of sanitation, etc-, 

(i>) bad planning resulting in the delayed supply of tools, 
materials and instructions, 

(c) use of defective and poorly maintained machinery, and 

(d) inefficient supervision. 

Illnstration 8. The iorormatioa as per standard cost card is pstn 
below ; 


Labour rate 

Hours set per unit for production 
The actual production data is given below : 
Units produced 
Labour rate 
Hours worked 


25 Paisc Per hour 
2*5 


2S Paise per hour 
5S0 


, Calculate the labour ““ 
efficiency variance. 


variacce, labour rate v^anacce and labour 
(A/. Cbm., Madras Mej JSSI) 
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Solution. 

Units produced 210 

Standard labour hours 

required for 210 units — 2I0y2'5 hours 

= 525 hours 


(/) Labour Cost Variance 

(Actual Hours Actual Rate) -(Standard hours for actual productic 

-< Standard Rat( 

=(580 A 28 P)-(525x25 P) 

= Rs. 31-15 (A) 

ill) Labour rale variance 

Actual time (Actual rate— Standard rate) 

=580 (28 P -25 P)= Rs. 17-40 (A) 

(Hi) Labour Ejpciency Variance 

(Actual hours for actual output — Standard hours for actual ouput) 

Standard labour rate per hou 
-f580- 525) ■ 25 P=Rs. 13-75 (A) 

Cheek. 


Labour Cost variance — Labour rate , Labour eiiicicncy 

variance’^ variance 
Rs. H-|5 (A)=Rs. 17-40 (A) t Rs. 13 75 (A) 

Analysis of Labour EfEciency Variance 

Labour cflicicncy variance mainly arises due to two factors : 

{a) change in the labour mix due to shortage of a particular gradt 
and or grades of labour. ■ 


in chanfc in the elTiciency of labour from the standard envisaged. 

a. ■Mis'vnrianci" f'f "J,)' ‘‘“e .to the first factor is term, 

facto, ,s ter Ja'rReII’sed1S„:; CarcforlS vta'n°c?? 
Labour Mix Variance 


JifTerenfft™ The”SaVi‘h?eH "n"".'”' «tttdes oflabo 

uiiieruu irom me standard fixed in advance. It is calcnl-upd -(i t 

s lancl.nrd rate of pay smcc the effect of variance in the rates of naf i 

alren.ly, been considered in labour rate variance. ^ * ° ” 

The formula is : 


Labour Mix Variance 

It can also be cxprc.ssed as : 
Mix Variance = Standard 

Yield Variance 


Standard cost of standard mix 
-Standard cost of actual mix 

Rate (Standard mix of actual laboui 
“ Actual mix of actual labour) 


Yield variance arises due to the faeinrc a 
cfTiciency, the labour is able to produce mor?©? Ics^s 
output envisaged. The formula is stand 
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Labour y.cld^Standard labour/ standard produclion Actual \ 

variance cost per unit I for actual mix -production ) 
lllnstration 9. Tie standard labour complement and the actual 
labour complement engaged in a week for a job ate as under : 



Skilled 

workers 

Semi -ski lied 
workers 

Unskilled 

workers 

(A) Standard number of Workers 
in the gang 

32 

12 

6 

(B) Standard wage rate per hour 

Rs. 3 

Rs. 2 

Re. I 

(C) Actual number of workers 
employed in the gang during 
the week 

28 

18 

4 

(D) Actual wage rate per hour 

Rs 4 

Rs 3 

Rs. 2 


During the 40-bour working week the gang produced 1,800 
standard labour hours of work. 


Calculate : (i) Labour cost \arianee, (/») Labour rate variance, 
(iti) Labour efficiency variance, (ir) Labour mix var-ance and (v) Labour 
yield ^•a^iance. {Adapted from C A {Inter) No\ember J980\ 

SolatioB. 

WORKINGS 







j Standard eott of 

Cetttory of 








Worker! 

Bou'! 

Rate 

Total 

Hours Kate 

1 

Total 

Hour! 

*Jfare 

Total 

Skilled , 

workeri 

1120 

* 

1 4490 

1 

1260 j 3 

1 

3840 . 

ii:o 


3360 

workers j 

720 

3 

2160 

460 1 2 


960 

1 720 

1 2 

1440 

workeri i 

160 






160 

I 

160 

Total 


6960 

^ i 


5040 

1 


49riO 


Labonr Cost Varianee 

Standard labour cost of the actual output— Actual labour cost of 
the output. 

Standard labour cost per standard hour of output 

Standard labour cost of the actual output 
= l,800'vRs. 2-52 
«Rs. 4,536 
Actual cost of the actual output 
s=Ri. 6,960 
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Total Labotir Cost Variance 

=Rs. 4,536-Rs. 6,960 
=Rs. 2,m(A) 

Labom" Rate Variance 

Actual Hours X (Actual Rate— Standard Rate) 

Skilled workers 1,120 (Rs.4— Rs, 3)= Rs. 1,120 (A) 

Semi-skilled workers 720 (Rs. 3— Rs. 2)= Rs. 720 (A) 

Unskilled workers 160 (Rsi. 2— Rs. I)— Rs. 160 (A) 

Total = Rs. 2,000 (A) 


Labour EflSLcicacy Variance 

For calculating labour efficiency variance, one should find out the 
revised standard time for actual output. For 2,000 hours of standard 
production standard labour mix is given. Since the actual output is 
1,800 standard hours the revised standard mix will be 

1 

Skilled workers -y^“X 1,800=1,152 hours 

Semi-skilled workers hours 

240 

Unskilled workers 1,800= 216 hours 


Total 1,800 hours 


Now Labour efficiency variance may be calculated by applying the 
formula : 

Standard Actual Time _ Standard Time *1 

Rate Lfor actual output for actual outputj 

Skilled Rs. 3 (1,152- l,120)=Rs. 96 (F) 

Semi-skilled Rs. 2 ( 432- 720)=Rs. 576 (A) 

Unskilled Rs. 1 ( 216— ]60)=Rs. 56 (F) 


Total =Rs. 424 (A) 


Check I 

Labour Cost _ Labour Rate . Labour efficiency 
variance variance variance 

Rs. 2,424 (A) = 2,000 {A) + Rs. 424 (A) 

Now the Labour efficiency variance can be split into Labour Mix 
variance and Revised Labour efficiency variance (or rest of labour 
efficiency variance). 
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Mix Va>4aQce 

As there is no difference in the standard hours and actual hours mix 
vanance can he calculated as the difference between standard cost of 
standard mix and standard cost of actual mix. 

Standard Cost of standard mix =Rs. 5,040 
Standard Cost of actual mix — Rs. 4,960 

/. Mix Variance =Rs. 5,040-Rs. 4,960=Rs. 80 (/5 
The variance is favourable as the standard cost of actual mix is less 
than the standard cost of the standard mix. 

Revised Labour Effieicacy Variaace 

This is the efficiency variance ansios for reasons other than change 
in the mix. This is calculated by the application of the following formula : 
Revised Efficiency ^ Standard /Standard ^ Revised Standard t 
Variance Rate ^ Time Tmc ) 

Skilled workers Rs. 3 (1,280-1, 152)*384 (A) 
Semi-skilled workers Rs. 2 ( 480— 432)»= 96 (A) 
Unskilled workers Re. 1 ( 240- 2I6)« 24 (A) 


Total •=504 (A) 


Checlc R 

Labour Efficiency ^ Labour Mix . Revised Labour 
Variance Variance **" Effiaency Variance 

Rs.424 (A) « Rs, 80(F) -b Rs. 504 (.4) 

Revised labour Efficiency variance can also be viewed as Labour 
yield variance and can be calculated by the application of the following 
formula : 

Labour yield Standard / Standard ^ Actual \ 

Variance = Cost Per x ! Production for Production J 
unit \ actual m.’x / 

«Rs. 2-52 (2.000-1,800) 

=Rs, 504(.4) 

Check in 

Labour Cost ^ Labour rate , L^ljourmix , Labour yield 
variance variance variance variance 

Rs. 2,424 (.4) « Rs. 2,000 (/<) + Rs. 80 (F) -f- Rs 504 (/<) 

Idle Time Variance 

Analysing efficiency variaace one must also have regard to the loss 
<,rr "t !'-• Such variance arising due to idle 

1 I. I T i. represents the payments for Idle 

Idle Time Variancc=ldle TimexStandard Rate 

Idle time variance must be repotted to management as its control is 
necessary. If possible idle time variance may further be subdirided as 
idle time due to lack of material, power failure, breakdown, strike r 
<n nn renrMentinc the various causes lesDonsiblc for idle time.- 
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When idle time variance is calculated, efficiency variance will 
exclude idle hours and the total wages variance will be the sum of the 
rate variance, efficiency variance and idle time variance. 

Illustration 10. In a factory, the normal number of workers 
employed in a department is 50, the normal number of hours paid for in 
a week arc 40, and the standard rate of pay per hour is Re. 0‘80. The 
standard output of the department per hour, taking into account normal 
idle time, is 20 units. 

In a particular week, it was ascertained that 1,000 units were 
produced despite 20% of time paid for was lost owing to breakdown of 
machinery and that the actual rate of pay was Re. 0'90 per hour. You are 
required : 

(/) to calculate the wages variance, and 

(ii) to show its division into : wages rate variance, abnormal idle 
time variance and labour efficiency variance. 

[C.A. (Final) November 1977] 

Solution. 

Wages variance 

Standard labour cost— Actual labour cost 

Standard labour cost per unit= ^ .<=Rs. 2. 

Standard labour cost for actual, production 

= 1,000 xRs. 2- Rs. 2,000 

Actual Labour Cost =50x40xRs. 0T0=Rs. 1,800 

Wages Variance r=Rs. 2,000-Rs. l,S00=Rs. 200 (F) 

Wage Rate Variance 

Actual Labour / Standard Labour _ Actual Labour \ 
Hours V Rate Rate ) 

50x40 (Rs. 0-80-Rs. 0-90)=Rs. 200 (A) 

Labour EfiGlciency Variance ‘ 

Standard Labour Rate x (Actual Hours— Standard Hours) 

Rs. 0-80 (1,600-2,500) 

=Rs. 720(F) 

Standard hours for actual outputs— x 1,000= 2,500. 

Actual hours taken arc nct.of Abnormal Idle Time. 

AbnormaRldlc Time Variance* 

Idle hours X Standard Rate per hour 
=40xRs. 0-80=320 (A) 


* It must 
adverse. 


b: obvious to the student that Idle Time variance is alway* 
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Wages _ Wage Rate , Labour EfBciency , Idle Time 
variance variance variance ■*" variance 

Rs. 200 (F) = 200 (A) + 720 (F) + , 320 (A) 

OVERHEAD VARIANCES 

Overhead Variance arises due to the difference between actual over- 
heads and standard overheads absorbed. In other words, it is a simple 
case of over or under-absorption of overheads. 

Overhead variance analysis can be done in two ways. They are ; (1) 
in terms of hours of production ; and (2) in terms of units produced. When 
production comprises diverse products, it has to be expressed in terms 
of stan^rd hours and in such cases analysis must be done by measuring 
production in terms of hours. Where the production comprises of 

1 . 1 ., — V ^s. units. Before 

. r . • i ■ • • r • ential to under- 

Fixed Overhead Absorption Rate (FOAR) 

Budgeted fixed overhea ds 

^ Budgeted hours of production 

Variable Overheads Absorption Rate (VOAR) 

Budgeted variable overheads 
~ Budgeted hours of production 

Standard hours productioo«sActuaI production expressed in terms 
of standard hours. 

mastration 11. From the data given below express the production 
for the month in terms of standard hours of production (SHP) 


Product 

No. of units 

Standard hours 


produced 

per unit 

Table 

20 

10 

Chair 

30 

5 

Shelf 

40 

3 


Solution. 


Product 

No. of units 
produced 

Standard 
hours per unit 

Standard hours 
of production 
(SHP) 

Table 

20 

10 

200 

Chair 

30 

6 

150 

Shelf 

40 

3 

120 


Actual production in term of standard hours 470 


If in the above example 500 hours w'ere spent on production, 
they are knovsn as the clock hours. 

Fixed overheads absorbed « 
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Standard hours of pro ductionX Fixed overheads absorption rate 
(SHPXFOAR) 

Variable overheads absorbed = 

Standard hours of production x Variable overheads absorption rate 
(SHPxVOAR) 

Total overheads absorbed= 

Fixed overheads absorbed+Variable overheads absorbed. 

Overhead Variance 

This is the difference between the standard cost of overhead absorbed 
in the output achieved an^ the actual overhead cost. The formula is 

Overhead Variance=Actual overhead— SHP (FOAR4-VOAR) 

This can be further analysed into fixed ‘and variable overhead 
variances. . , 

Fixed overhead variance is the difference, between actual fixed over- 
heads and absorbed fixed overheads. The formula is : 


Fixed overhead variance^ Actual fixed overheads— (SHP xFOAR) 
Likewise, variable overhead variance can be calculated by the 
formula : 


Vcriabie overhead variance==Actual variable overhead 
-(SHPXVOAR) . 

Analysis of Variable Overheads Variance 

Variable overheads variance is analysed into Expenditure variance 
and Efficiency variance. . Expenditure variance arises due to the difference 
between actual and allowed variable ■ overheads. Allowed variable over- 
heads are calculated by multiplying the actual clock hours with the 
variable overhead absorption rate. The formula for Expenditure 
variance is : 

Variable Overhead Expenditure Variance 


—Actual Variable overheads— (Clock hours xVOAR) 

EfiSciency variance arises due to standard hours of production being 
actual clock hours. This variance is calculated as 
tne difference between allowed variable overheads and absorbed variable 
overheads. The formula is • 

VariableOverhcadEfficiencyVariance=Clock hours 
—(SHPxVOAR) 


Illustration 12. From the data given below analyse variabl 

overhead variances for the month of June 1982. 


Budgeted hours of production 
Budgeted variable overheads 
Actual variable overheads 
Actual clock hours 
Standard hours of production 


= 1,000 
==Rs. 5,000 
=Rs. 5,500 
== 900 

= 950 
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VOAR«= — =Rs. 5 per hour. 

Variable overhead variance 

=Actual variable overheads— (SHPxVOAR) 

*:=Rs. 5,5(}0-(950x5)=Rs. 750 (A) 

Variable overhead expenditure variance 

== Actual variable overheads— (Clock hoursxVOAR) 

=Rs. 5,500- (900 x 5)=*Rs. 1,000 (A) 

Variable overhead efficiency variance 
»=(Clock hours-SHPxVOAR) 

(900-950)xRs.5=250(/-) 

Check ; 

Variable overhead _ Variable overhead , Variable overhead 
variance expenditure vanance efficiency variance 

Rs. 750 (.4)=Rs. I.000(vO+Rs. 250 (f) 

Analysis of Fixed Overhead Variances 

Fixed overhead variance arises due to under or over*absorption of 
fixed overheads and is the difference between actual fixed overhead 
incurred and the absorbed fixed overheads. This variance can be analysed 
into fixed overhead expenditure variance and fixed overhead volume 
variance. The first variance arises due (o spending more or fess Chan the 
budgeted overheads and the second one is the result of actual volume of 
production differing from planned volume. 

Fixed Overhead Expenditure Variance 

' This variance represents the difference between the actual fixed 
overheads and the budgeted fixed overheads. The formula is 
Fixed overhead expenditure variance 

^Actual fixed overheads— Budgeted fixed overheads 
Volnme Variance 

As already indicated volume s-ariance arises when actual production 
is more or less than the budgeted production. The v’anance is favourable 
when the actual production is more than budgeted production and vice 
versa. For calculating this variance under the hour method of calculation 
actual production must be converted into standard hours of production. 

The formula for this variance is : 

Volume vanance=-(SHP— Budgeted hours)x FOAR 
Illustration 13. From the data given below, calculate 

1. Fixed overhead vanance. 

2. Fixed overhead expenditure vanance. , .. 

S. Fixed overhead volume variance. ''' 
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Budgeted fixed overheads 
Budgeted hours of production 
Actual fixed overheads 
Actual clock hours 
Standard hours of production 

Solution. 

FOAR==Rs. 30 per hour. 

Fixed Overhead Variance 

Actual fixed overhead— (SHPxFOAR) 

=Rs. 33,000- (950 XRs. 30) 

.=Rs. 33,000-Rs. 28,500= Rs. 4,500 (A) 

Fixed Overhead Expenditure Variance 
AFO-BFO 

=Rs. 33,000-Rs. 30,000= Rs. 3,000 (A) 

Fi.\cd Overhead Volume Variance= 

(SHP— Budgeted hours) xFOAR 
(950- 1,000) xRs. 30 
= 1,500 (/I) 

Check 


= Rs. 30,000 
= 1,000 
=Rs. 33,000 
= 900 

= 950 


Fixed 

overhead 

variance 


Fixed overhead 
expenditure + 
variance 


Fixed overhead 
volume variance 


Rs. 4,500 (/l)=Rs. 3,000 (^)+l,500 (A). 


Analysis of Volume Variance 

Volume variance is sum of efficiency variance and capacity variance. 
That is to say, volume variance can be analysed info efficiency variance 
) «nd capacity variance. The first variance arises due to labour being 
more or less efficient than planned. The second variance arises due to 
working more or less hours worked thanrihe planned hours. 

Volume Efficiency Variance 

Efficiency variance is favourable if workers arc more efficient than 
the standard envisaged. In the reverse case the variance is adverse. As 
in the case of labour efficiency variance, volume efficiency variance is 
basd on the difference between the standard hours of production and the 
actual hours worked. 

The formula is : 

Volume efficiency variancc=(Clock hours -SHP) x FOAR 
Capacity Variance 

Capacity variance arises as already indicated when the actual 
capacity differs from planned or budgeted capacity. 

The formula is: 

CapacilY Variance^fClock hours— Bugeted hours) X FOAR 
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ninstration 14 

Taking the data of Illustration 13, compute (a) Volume eflicicncy 
and (b) capacity variances. 

Sointion 


Volume efficiency variance=(C!ock hours— SHP)xFOAR 
»= (900-950) xRs. 30 
= 1500 (F) 


Capacity variance=(Qock hours— Budgeted hours)xFOAR 
(9QO-1000)xRs. 30 
Rs. 3.000 (X) 


Check 


Volume variance=EfRciency variance+Capacity sariance. 
1500 (.4)= 1500 (F)+3000(^). 


Analysis of Capacity Variance 

Capacity variance can be further analysed into calendar variance and 
capacity usage variance. The first variance arises due to the effect of 
calendar and the second one arises due to over or under-utilisation of 
plant capacity. 

Calendar Variance 

Calendar variance arises because of the unevenness in number of 
working days for different months. In a particular month with more 
public holidays the capacity is affected due to calendar variance. These 
variations are calculated with reference to a standard month. Standard 
month is an average concept and it is arrived at by dividing the number of 
working days in a year by twelve. Stnee over a year the days lost and 
gained must cancel out the calendar variance will be nit. 

Calendar variance : 

( Working days Working days \ Total number 

in actual — in a standard |x of working xFOAR 

month month j hours per day 


Capacity Usage Variance 

After considering the calendar variance the residuary of the capacity 
variance is termed as capacity usage variance. Howe\er, in many books 
it is referred to as capacity variance. So under such procedure capacity and 
calendar variance are calculated instead of calculating capacity variance 
and then analysing it into calendar and capacity usage variances. 

Capacity usage variancc®»(ActuaI hours worked— Hours planned 
for actual month) x FOAR. 

The analysis of capacity variance into calendar and capacity usage 
variance is worked out in Illustration 16. 

Causes of Otrerhead Variances 

Expenditure Variance. This arises due to price changes for services 
like gas, electricity and materials like oil, grease, lubricants, etc. Expendi- 
ture variance can also arise due to over or underutilisation of service 
which forms part of overheads. 
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Efficiency Variance. As already indicated, this arises in conjunction 
with labour efficiency variance. 

Capacity Variance. This arises due to calendar variance, strikes 
and lockouts, non-availability of labour, power cuts, machine breakdowns 
and;iack of demand for the product. 

niustratiou 15. In department ‘OM’ the following data are 
submitted for the week ended Feb. 20. 


Standard output for 40 hours week 
Standard fixed overheads 
Actual output 
Actual hours worked 
Actual fixed overheads 
Compute the fixed overhead variances. 


14.000 units 
Rs. 1,400 

12.000 units 
32 

Rs. 1,500 


Solution 

Workings : Fixed Overhead Absorption Rate 
. Rs. 1,400 
~ 14,000 ° ^ ^ 

Fixed overhead absorbed 

= 12,000x0-1 Re.=Rs. 1,200 
Units to be produced for the clock hours at standard rate 
14,000 x 32 


40 


=11,200 units. 


Fixed Overhead Variance 

Fixed Overhead Cost variance=Overhead absorbed— Actual 

overheads 

==Rs. 1,200-Rs. l,500=Rs. 300 {A) 
==Budgelcd overheads— Actual 

overheads 

=Rs. 1.400-Rs. l,500=Rs. 100 (^) 
==> (Actual units— Budgeted units) 

XFOAR 

=(1 2,000- Rs. 14,000) X Re. O'l^Rs. 200 (A) 


Expenditure variance 


Volume variance 


Check : 

Overhead Cost _ Expenditure 
variance variance 

Rs. 300(.4) = Rs. 100 (A) 

Volume efficiency _/ Actual 
variance unit* “ 


Volume capacity 
variance 

Volume 
variance 
Rs. 200 (A) 


, Volume 
variance 
+ Rs. 200(^) 

Budgeted units \ „ 

for actual time ) ^ FO A.R 
(12, 000-11, 200)xRs. 0-l=Re. 80 (F) 
Budgeted units Budgeted 
Units 


for actual time 


) 


XFOAR 


=(11,200- 14,000) X Re. 0-l=Rs. 280 (A) 
= Volume capacity , Volume efficiency 

■D X variance 

~ Rs. 280 (.4) + Rs. 80 (F\ 



Cliapter 7/Varl«Hce Accoutlng 


F8A-317 


lUastrAtion 16. Vinak Ltd. has 
information for th6 month of August 1979. 


furnished you the following 


Budget Actual 


Output (units) 
Hours 

Fixed overhead 
Variable overhead 
Working days 


30,000 32,500 

30,000 33,000 

Rs. 45,000 Rs. 50,000 

Rs. 60,000 Rs. 68,000 

25 26 


Compute the Overhead Variances. 


Solntion 


Variable Overhead Variance 


Variable overhead absorption 
(VOAR) 


Variable overheads absorbted 


Actual variable overheads. 

Total Nariable overhead variance 


Budgeted variable overheads 
Budgeted standard hours 
of production 
Rs. 60,000 ^ .. 

730,000 “R'- 2 per hour 

=Standard hours of actual 
production X VOAR 
=32,500xRs. 2«Rs.65,000 
=Rs.68,000 

=Variable overheads absorbed 
. — Actual variable overheads 


=Rs. 65,000-Rs. 68,000-Rs. 3,000 (A) 


Variable Overhead Ezpenditcre Variance 


This is the difference between Allowed variable overheads and Actual 
variable overheads. 


Allowed variable overheads R5.60,000 , 

30,000 ^ 33,000^ 66,000 


.•.Expenditure variance =R3. 66,000— Rs. 68,000=Rs. 2,000 (A) 
Variable Overhead Ef&ciency Variance 

This IS' the' difference between Allowed variable overheads and 
absorbed \ariable overheads. 

( 32 , 500 - 33 , 000 )xRs, 2 «I, 000 {i 4 ) 


Check : 

Total variable overhead ^ Vanable O.H. , Variable O.H 
variance “ Expenditure EfEciency 

vanance variance 

Rs. 3,000 (4) «= Rs. 2.000 (/4) + Rs; 1,000 

Fixed Overhead Variance 


Total Fixed overhead variance=*Actual Fixed C • 
-(SHPXFOAR) 
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F°AR-^«-=Rs..-5perhour. 

« Fixed overhead variance=Rs. 50,000— (Rs. 1'5 X 32,500) 

==Rs. 1,250 U) 

Overhead Expenditure Variance ' 

=Actual fixed overheads— Budgeted fixed overheads 
=Rs. 50,000-Rs. 45,000=Rs. 5,000 (A) 

Overhead Volume Variance 

=(SH.P— Budgeted hours) xFOAR 
=(32,500-30,000) xRs. I'SO^Rs. 3,750 (F) 

Check : 

Total fixed overhead _ Fixed overhead , Fixed Overhead 
variance expenditure volume variance 

variance 

Rs. 1,250 (A) = Rs. 5,000 (A) + Rs. 3,750 (F) 

Volume Efficiency Variance 

(Hours worked— SHP)xFOAR 
(33,000-32,500) xRs. l-50=.Rs. 750 (A) 

Volume Capacity Variance 

(Hours worked— Budgeted hours) xFOAR 
(33,000-30,000 . ' Rs. l-50=Rs. 4,500 (F) 

Check : 

Fixed Overhead ^ Fixed overhead , Fixed Overhead 
volume variance efficiency variance"^ capacity VEiriance 
Rs. 3, 750 (F) = Rs. 750 (A) + . Rs. 4,500 (F) 

Calender Variance 

( 


/Working days in_ Standard \ 

( actual month month U worSng hours 




per day 


Total No. of working hours per day 

Budgeted hours for an average month 
Budgeted number of days 
30,000 

= — 25 — "U200 hours per day 
Calender Variance 

-(26-25) X 1,200 XRs. I’SO^Rs. 1,800 (F) 
Capacity Usage Variance 

r Actual hours _ Hours planned 1 __ , _ 
worked for actual month 

Hours planned for actual month=^5~5_ x 26=31,800 hours. 
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Capacity Usage Variaoce 

(33,000-31,800) XRs. 1-50=2.700 (/•) 

Checlt t 

Overhead capacity _ Overhead , Overhead 
variance Calendar capacity usage. 

variance variance 

Rs. 4,500 (F) = Rs. 1.800 (F) + Rs. 2,700 (F) 

VARIANCES FOR FIXED AND VARIABLE EXPENSES TAKEN 
AT A TIME 

If the efTcct of total overhead expenses, vanable and fixed, is to be 
examined by the management, normally three variances are calculated. 

Volume Variance 

This the difference between the absorbed overhead expenses at a 
certain Ie\cl of production and budgeted expenses at the same level of 
production 

Absorbed overhead expenses are determined with the help of bud- 
geted producfioQ and budgeted overheads, both fixed and variable. For 
example, if a budgeted production for a period is 2,000 units and fixed 
overhead is Rs. 2,000 and variable overhead is Rs 0 50 per unit, the 
total overheads at 2,000 units will be Rs. 2,000+ Rs 1,000, 

Rs. 3,000, and rate of absorption of fixed oserheads will be : 

I 50 per uni, 

If In the period production 1$ achieved at 1,800 units, the Volume 
Variance may be calculated as under— 

At 1,800 units budgeted overhead is 

=Rs 2.000+Rs 90n = Rs 2,900 
At 1,800 units absorbed overhead is 

= R$ 1.800 ■ Rs I 50 --^Rs 2.7tX> 

Volume Variance (ndrew) Rs 200 

Spending Variance or Expenditure Variance or Budget Variance 

Spending sariancc IS the difference between ih.- budgeted overhead 
at a certain lc\ cl of production and the amnu it actually spent. If at 
the production Rs 2,S00 overhead expenses arc incurred, the Spending 
Variance is- 

Spendinc Va'-iance—Budgeted Overhead -Actual Overhead 
= R8. 2.900-R5. 2.800--RS. 100 (F) 

Since, the actual amount is less than authorised as per budgeted, it 
Is favourable. 
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Net Variance 

It is the algebraic sum of the above two variances. In the above 
example — 

Net Variance == Volume Variancc+Spending Variance 
-Rs. 200 (A)+Rs. 100 (F)=Rs. 100 (A) 

These variance can be plotted on the graph shown below. 

5000 
<}000 
ifloo 
Sifzooo 

s 

S 1000 

a 

^ 5000 fooo ISOO 2000 2S00 3000 

UNITS 

Graph Showing Overhead Variances. 



SALES VARIANCES 

Total s.alcs arc influenced by two faclors, naiucly, the quantity sold 
and the price at wliich tlic product is sold. Any analysis of sales variances 
must take into account both the factors. There are again two approaches 
to the calculation of variances. 1 he first apyroach is known as the turn- 
over method and tries to analyse the diflercncc between planned sales and 
actual sales. The calculation of these v.ariances is siiuil.ar to the calcula- 
tion of material varianees except for difl'ercnccs in nomenclature. How- 
cver, this approach is of no me to management as it docs not explain 
Uic profit variation. It is with a view to explain the contribution of sales 
factors to the variations in operating profit from planned profit, 

«PProach or ‘profit method' of 
'’‘^^’'^nces has been developed. The turnover method 
purpose' purpose has been explained, purely for ac.adcmic 

Turnover Method 


Budgeted sales 
Actual sales 
Standard sales 


Budgeted quantity X Standard sale price 
Actual quantity X Actual sale price 
Actual Quantity X Standard sale price. 
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Revised Standard 
Quantity 


Total Quantity 
of actual mix 
” Total Quantity 
of budgeted mix 


X Budgeted quantity 


Revised Standard 
Sales 


Revised Standard 
Quantity 


X Standard Sale Price 


Value variance. This is the difference between budgeted and actual 
sales and reptesents the total variance in relation to sales. It is calcuUted 
by the following formula : 


Budgeted quantity X Standard sale price— Actual quantity X Actual 

sale price. 


Actual sales differ from budgeted sales due to changes in prices and 
volume. Therefore value variance is further analysed into Price and 
Volume variances. 


Price variance : This is analogous to material price variance and is 
computed by the formula : 

Actual Quantity / Standard Pricey 


Price variances 


sold 


—Actual Price / 


^Standard sales— Actual sales 


Volume variance : This Is similar to material usage variance and Is 
calculated by the formula 

Volume Standard / Budgeted qnantityv 
Variaoce“salc price^ V —Actual quantity / 


Allcmatively, it is equal to Budgeted sales- Standard sales. Volume 
variance can arise due to two facton : namely, actual mix being different 
from the standard mix and variations of quantities sold from the budgeted 
figures. The >’ariance attributable to the first factor is called mix variance 
and the vsriauce arising due to variations in quantities is called quantity 
variance. 


Afix yoriance : This arises only when more than one product w 
, j - J Mix 

. 1 ■ ■ • ■ . ■ , • ■ ■ . in the 

• ■ ■ s ■ ■ ■ mof eoecut Oe 

• d ortC=*=^- 

^ 

fumes, mix variance must be based taking into account the tnix 

(0 When Products are Homogeneous : In this case r;-* “ 

calculated by the formula 


Mil. Varisn«=®“"'‘‘x(' 

Price V —Actual quaen'r 
Alternatively, Revised standard sales—? * ' ' 

mix variance. Revised standard quantity is 
74(45-130/1983) , 
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Revised standard Standard quantity - Total quantitj- 
quantity ” Total quantity of ^ of actual mix 
standard mix 

If actual quantity is more than the revised standard quantity, the 
variance is favourable and rice versa. 

(if) When products are heterogeneous : In i case the procedure 
followed is different. The budgeted sales of each product is calculated as 
a ratio of the Total budgeted sales. Then revised standard sales is calcu- 
? d for each product by applying the formula 

Revised standard^ Budgeted ^ Standard 
sales ratio of sales sales 

Mix variance is the difference between the revised standard sales and 
standard sales. Expressed as a formula 

Mix Variance= Revised Standard Sales— Standard Sales 

If the standard sales are more than revised standard sales the vari- 
ance is favourable and vice versa. Under this method mix variance arises 
only for individual products. Where all the products are taken together 
mix variance will be nil. This is because the revised standard sales and 
standard sales for alt the products is the same. Revised standard sales is 
only an allocation of standard sales in the budgeted ratio. So under this 
method the entire volume variance is accounted for by quantity variance. 

Quantity Variance : It is represented by the difference between 
budgeted sales and revised standard sales. If the revised standard sales 
is more than the budgeted sales the variance is favourable and vice versa. 
Thelvariance is expressed by the formula 

Quantity_ Budgeted_ Revised standard 
Variance sales sales 

Margin Method 

Here again the understanding of certain terms will facilitate the 
computation of the variances. 

(/) Margin=Sale price— Standard cost. 

Budgeted mar^n is calculated by subtracting standard cost from 
the budgeted sale price. Likewise, actual margin is calculated by sub- 
tracting the standard cost from actual sale price. Remember it is the 
standaro cost and not the actual cost that should be subtracted to as- 
certain actual margin. The actual cost is relevant only in the context of 
cost \anances and not for ascertainina the sales variances 

07) Budgeted^ Budgeted Budeeted 

Profit Quantity ^ Margin 

{Hi) Actual ^ Actual Actual 
Profit Quantity ^ Margin 

07) Standard _ Actual Budgeted 

Profit Quantity ^ Margin 

^'oJveVarwnce : It is the difference between budgeted profit and 
actual profit. Expressed by formula prom auu 
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Value _ Budgeted _ Actual 
Variance Profit Profit 

Price Variance : There is no dilTerence between price ^’a^ia^ce calcu- 
lated under the turnover method and under this method. Expressed by 
the formula 


Price _ Actual 
Variance” Quantity 
Alltematively Price _ Standard 


/ Budgeted 
1 


Actual 

Margin 


Volume Variance® 


Margin 

_ _ Actual ■ 

Variance Profit Profit 

Volume Variance : It is the difference between budgeted profit and 
standard profit. The variance is favourable if the standard profit is more 
than the budgeted profit and vice versa. It can also be calculated by the 
formula 

Budgeted / Budgeted _ Actual \ 

Margin Quantity ~ Quantity ) 

If the actual quantity is more than the budgeted quantity the 
variance is favourable and vice versa. 

As pointed out earlier volume variance can be analysed into mix and 
quantity wiances. Volume variance is thus the sum of mix and quantity 
variances. 

Mix Variance t It is the difference between the revised standard 
profit and the standard profit. If the standard profit is more than the 
revised standard profit the variance- is favourable and vice versa. Mix 
variance can also be calculated by the formula 

Mix Budgeted / Revised Standard ^ Actual \ 
Variance Margin \ Quantity Quantity ) 

Where the products are heterogeneous the mix variance is calculated 
by taking the difference between revised standard profit and standard 
profit. Revised standard profit is calculated by multiplying the revised 
standard sales* with standard rate of profit. 

Standard Standard profit per unit 

rate of profit ~ Standard price per unit 
Qi • — r.-..' — .]».'»•*— profit and 
revised ■’ The vari- 
ance is : , ■ budgeted 

profit and vice versa. In the case ofhoraogeneous products it can also be 
calculated by the formula 

Quantity _ Budgeted / Budgeted _ Revised Standard \ 
Variance “ Margin quantity Quantity / 

' ■» is more than the budgeted quantity 

sa. 

■ ■ a given below calculate sales vari- 

ances both by the turnover method and the margin method. 

Budgeted Sales . . , . « 

A 50.000 units at Rs. 10 (Standard margin 4) 

B 30,000 units at Rs. 5 (Standard margin Rs. 2) 

C 20,000 units at Rs. 3 (Standard margin Re. 1) 

•Sec Mix Varitnce— when prodoct* are hetetogfoeous-Tfge 3^. 
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Actual Sales 

A 40,000 units at Rs. 4,50,000 
B 50,000 units at Rs. 2,40,000 
C 30,000 units at Rs. 1,05,000 

Solation ; 

I. Turnover Method. 

(i) Value Variance=Budgeted Sales— Actual Sales. 

^A 50,000 xRs. 10-Rs. 4,50,000=Rs. 50,000 (A) 
=B 30,O0OxRs. 5-Rs. 2,40,000=Rs. 90,000 (F) 
=C 20,000 X Rs. 3-Rs. l,05,000=Rs. 45,000 (F) 


Total Rs. 85,000 (F) 


O'i) Price Variance= Actual Quantity Sold X (Standard Price 

—Actual Price) 

=A 40,000xRs. 10-Rs. 4,50,000=Rs, 50,000 (F) 
=5 50,000 xRs. 5-Rs. 2,40,000=Rs. 10,000 (A) 
=C30,000xRs. 3-Rs. l,05,000=Rs 15,000 (F) 


Total =Rs. 55,000 (F) 


(//i) Volume Variance=Standard Price x (Budgeted quantity 

—Actual quantity) 

=Budgeted Sales— Standard Sales. 

=A Rs. 10 (50,000-40,000)=Rs. 1,00,000 (A) 
Rs. 5 (30,000- 50.000) =Rs. 1,00,000 (F) 
=CRs. 3 (20,000-30,000)=Rs. 30,000 (F) 


Total =Rs. 30,000 (F) 


Check I : 

Value Variance=Price Variance+ Volume Variance. 

Rs. 85,000 (F)=Rs. 55,000 (F)-f Rs. 30,000 (F). 

(fy) Mix Variance* =Standard Price x (Revised Standard quantity 

—Actual quantity) 

Revised Standard quantities are calculated below : 


1,20,000 


1,00,000 


X 50,000 


=60,000 units 


■„ arc two ways of cakulatiDE mix variance In thU 

assumption that the products are homo- 
'* variance on the assumption that the 

prodocu are heterogeneous both under the turnover method and the margin method. 
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1 70 Oflft 

J^^ qq ^ ^ X 30,000 ==36,000 units 

C=i^^x20.000 =24,000 units 

^ Total = 1,20,000 uiiits 


=A Rs. 10(60.000-40,000)=Rs. 2,00,000 M). 
=R Rs. 5(36,000-50,000)=Rs. 70.000(f) 
=CR5. 3 (24.000-30,000)=Rs. 18,000 (f) 


-Rs. 1,12,000 (X) 


(v) Quantity variance*=Standard Priccx(Budgetcd quantity 

—Revised Standard quantity) 

<=X Rs. 10 (50,000-60,000)=Rs 1,00,000 (f) 
Rs. 5 (30.000-36,C00)=Rs. 30.000(f) 

=C Rs. 3 (20,000-24.000)=R5. 12,000 (f) 

Total =Rs. 1,42,000 (f) 


Cheek 11 

Volume Variaoce**Mia Varianee+Quantity Variaoee. 

Rs. 30,000 (f)=R8. 1,12,000 (,4)+Rs. 1,42,000 (f). 

II. Margin Method ; 

(0 Value Variance or Total? p„j,_Artual Profit. 

Sales Margin Vanancei ... * 

«=(ActuaI sales— Standard cost of Sales) 
—Budgeted Profit 
(Rs. 4,50.000-Rs. 2,40,000) 

-Rs. 2,00,000=Rs. 10,000 (f) 
=B (Rs. 2,40,000-Rs. 1.50.000) 

-Rs 60.000=*Rs. 30.000(f) 
=C (Rs. 1.05.000-Rs. 60.000) 

— Rs 20.000=Rs 25,000 (f) 


Total “Rs. 65,000 (f) 


(i7) Sales Margin Quantity Sold x (Budgeted Margin 

''“"=‘'■''5 -Actual Margin) 

-A 40,000 (Rs. 4-Rs. 5-25)-Rs. W 
=B 50,000 (Rs. 2-Rs. l S0)=Rs. lO.WM) 
=C' 30,000 (Rs. 1— Rs. 1*50)— Rs. 15.000 (f) 


Total 


■Rs. 55 
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Alternatively, 

Actual Sales -(Actual Units sold x Standard Selling price) 

=A Rs. 4.50,000-(40,000xRs. 10)=Rs. 50,000 (^) 
Rs. 2,40,000-(50,OOOxRs. 5)=Rs. 10,000 (^) 
=CRs. l,05,000-(30,000xRs. 3)=Rs. 15,000 (F) 


Total =Rs. 55,000 (F) 


(n'O Sales Margin ? „ \ , 

Volume Variance I =B^dgeted Margin X (Budgeted quantity 

—Actual quantity). 

=A Rs. 4 (50,000 -40,000)=Rs. 40,000 (.4) 
Rs. 2 (30,000-50,000)=Rs. 40,000 (F) 
=C Re. 1 (20, 000 -30,000) =Rs. 10,000 (F) 


Total "oRs. 10,000 (F) 


Check I : 

Value Variance= Price Variance-1- Volume Variance. 

Rs. 65,000 (F)=Rs. 55,000 (F)-1-Rs. 10,000 (F) 

(iv) Mix Variance=Budgeted Margin 

X (Revised standard quantity — Actual quantity) 

=A Rs. 4 (60,000-40,000)=Rs. 80,000 (A) 
==F Rs. 2 (36,000-50,000)=Rs. 28,000 (F) 
=C Re. 1 (24,000-30,000)=Rs. 6,000 (F) 


Total =Rs. 46,000 (A) 


(v) Quantity Variance=Budgeted Margin X (Budged quantity 

—Revised standard quantity) 


=A 


Rs. 4 (50,000- 60,000) =Rs. 40,000 (F) 
Rs. 2 pO, 000-36, 000)=Rs. 12,000 (F) 
Re. 1 (20,000-24, 000)=Rs. 4,00'3I F) 


Total =Rs. 56,000 (F) 

Check II : 

Volume Variance=Mix Variance-f-Quantity Variance. 

Rs. 10,000 (F)=Rs. 46,000 (.4)+Rs. 56,000 (F) 

Check m; 

Value Variance =Pricc Variance-f Mix Variance 

+Quautity Variance. 

Rs. 65,000 (F)=Rs. 55,000 (F)-PRs. 46,000 (^)H-Rs. 56,000 (F) 
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Comprehensive Illustration 

So far there has been a discussion of cost variances and sales 
variances separately. Howem, what management is interested in is in the 

;• r /- r ;• r\- ’ Igetcd 

;■ I I ; . ■ • • ■ ■ . ■ , - ■ inces. 


Illustration 18. A company producing a single product antici;vited 
certain amount of profit on an expected production and sale of 80,000 
units, but found on actual worVing that the profits turned out 'to be much 
below expectation. From the following particulars, you are required to 
draw up a reconciliation betweenthc company’s actual and budgeted profits 
explaining the variations due to various causes. You are also required to 
determine, in particular, the material price variance, wage rate variance 
and sales price and volume variance. 


Units 

Net selling price per unit 
Material per unit 
Rate of Material per kg 
Labour hours per unit 
Rate per labour hour 
Variable overheads per 
labour hour 
Fixed overhead per unit 


Anticipated 

Actual 

80,000 

70,000 

Rs. 40 

Rs. 42 

Kg. 4 

Kg. 4 

Rs. 4 

Rs. 4-50 

Hours 5 

Hours 4’50 

Re. 1 

Rs. T20 

Rs 1*60 

Rs. 2-00 

Rs. 2-00 

Rs. 2-40 


[LC.W.A. {Inter) June 1981] 


Solution. 


STATEMENT SHOWING THE RECONCILIATION BETWEEN 
BUDGETED AND ACTUAL PROFITS 


Standard sales 

Rs. 

80,000 units at a budgeted 

price of Rs. 40 per unit 32,00,000 

Less : Standard cost of sales 

80,000 units @ Rs. 31 per unit 24,80,000 


Budgeted Profit 
Add : Favourable variances 


Rs. 

Sales Price Variance 1,40,000 

Labour Efficiency Variance 35,000 

Variable Overhead Efficiency 

Variance 55,000 


7,20,000 


2,3.1/'*^ 
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Less : Unfavourable Variances 


Sales Volume Variance 

Rs. 

90,000 

Material Rate Variance 

1,40.000 

Labour Rate Variance 

63.000 

Variable Overhead 

Expenditure Variance 

1,26,000 

Fixed Overhead Expenditure 
Variance 

8,000 

Fixed Overhead Volume 

Variance 

20,000 


Actual Profit 


, 4,47,000 
.5,04,000 


Tutorial Note 

(1) Statement of Actual Profit : 

Actual ‘ lies, 70,000 units @ Rs. 42 per unit 
Less ; Manul during cost : 


29,40,000 


70,000 X 4 X Rs. 4-50=12,60,000 
V . 70,000 X 4-5 xRs, 1-20= 3,78,000 

Variable Overheads 70,000 x 4-5 xRs. 2 - 00 = 6,30,000 
Ft; cd Overheads 70,000 X Rs. 2-40= 1,68,000 


24,36,000 


Actual Profit 


5,04,000 


( 2 , Standard cost-per unit 

Material 4.4 Rs. 

Labour 5 % j r^ ^ 

Variable overheads 5 > r60 Rs. = 8 

Fixed overheads _ 2 


31 


(3) Variances 

(O' Material Rate Variance 

-^O'OOOfRs. 4 ~Rs. 4-50)= Rs. 1,40,000 (4 
in) Labour Rate Variance 

fml Tnho cm- 1-Rs. l-20)=Rs. 63.000 (^) 

Wi) Labour Efficiency Variance 

f.s V • u. ^ ^ ^^•50>000-3,15,000 )=Rs. 35,000 (F) 

Or) Variable Overheads Expenditure Variance 

M V -M l-60)=Rs. 1,26,000 (/f) 

K ) 3 anable Overheads Efficiency Variance 

u 15,000- 3.50.000)=Rs. 56.000 (F) 

(lO Fixed Overheads Expenditure Variance 

70.000 X 2-40-RS. 80.000 x 2 Rc =Pc 


fi nnn f a\ 
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Cv/i) Fixed Overhead Volume Variance 

Rs.2xr80,ODO-70,CO«=Rs. 20,000 (X) 

(v//7) Sales Price Variance 

70.000 (Rs. 40— Rs. 42)=Rs. 1,40,000 (F) 
(ix) Sales Volume Variance 

Rs. 9 (7,000-80, 000)=Rs.’ 90,000 (^) 
PROBLEMS ASSIGNMENT MATERIAL 
Material Variaoces 

1. Given that the cost standards for materials consumption arc 40 
kg. at Rs. lO per kg., compute the variances when actuals are : 

Co) 8 kg. at Rs. 10 per kg. 

(i) 10 kg, at Rs. 12 per kg. 

(c) 48 kg, at Rs, 12 per kg, 

(d) 36 kg. for a total cost of Rs. 360. 

{C.A, Inier 1974) 

^ tA-r O- ©A / n..., . 

W 1 ' * * . variance Rs. 80 

U) 

2. From the data given below compute material variances. 

Standard 


Material for 80 kg gnisbed product, lOO kg (to be used) 
Price per kg. Rs 0‘80 

Actual 


Production 
Material used 
Actual cost 


1,65,000 kg. 
2,00,000 kg. 
Rs. 1,70,000 


[Ans. Material cost variance Rs. 5,000 (A) ; Material Price variance 
Rs. 10,000 (A) i Material usage variance Rs. 5000 (F)) 

3. From the following particulars you are required to compute 
material mix variance. 

Standard Mix Actual Mix 

X 60 tons at Rs. 3 50 tons at R$. 3 

Y 40 tons at Rs. 6 35 tons at Rs. < 

-[Ans. Rs. 3(/4)] 

4. From the following you arc required to calculate— 

(o) Material Price variance, (*) Material usage variance and (c) 
Material cost variance. 


Quantity of Material Purchased 3,000 units 

Value of Material Purchased R*. 9,000 

Standard Quantity of matenats 
required per tonne of finished product 25 units 
.’sMndard rate of material R*. 2 per unit 
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Opening stock of material Tnu 

Closing stock of material 500 units 

Finished production during the period 800 tonnes 

(J.C.W.A. Inter) 


[Ans. Material Cost Variance Rs. 3,500 (A) 

Material Price Variance Rs. 2,500 (A) 

Material Usage Variance Rs. 1,000 (A)] 

5. From the data given below you are required to compute material 
variances. 

Standard Mix Actual Mix 

Material A 40% at Rs. 200 per tonne 180 tonnes at Rs. 190 
Material JB 60% at Rs. 300 per tonne 220 tonnes at Rs. 340 

During the month actual production was measured at 342 toimes. 
Standard loss of production expected is 10 per cent. 

[Ans. Material Cost Variance— 10,200 (A) 

' Material Price Variance= 7,000 (A) 

Material Usage Variance^ 3,200 (A) 

Material Mix Variance^ 2,000 (F) 

Material Yield Variance^ 5,200 (A)l 

6. From the data given below compute material variances. 

Standard Mix 


Material A 600 kg Price Rs. 0*90' per kg 
Material S 400 „ Price Rs. 0*65 „ „ 

Material C 500 „ Price Rs. 0'40 „ ,, 

Each standard mix results in a production of 80,000 tiles. During 
a period 8 mixes were processed and actual materials consumed were : 


Material A 5,000 kg @ Rs. 0'85 per kg 

Material B 2,900 kg @ Rs. 0’60 per kg 

Material C 4,400 kg @ Rs. 0'45 per kg. 

[C.A. (Final) Nov. 1976] 
[Ans. Material cost variance Rs. 220 (A) 

Material usage variance Rs. 395 (A) 

Material Price variance Rs. 175 (F) 

Material mix variance Rs. 55 (F) 

Material yield variance Rs. 450 (A)] 


7. From the following data for May 1981 of a factory, calculate 
(a) _maten^ cost variance (b) material price variance (c) material usage 
variance (d) material mixture variance a nd (e) material yield variance. 

Nan:e of _ Standard Actual 


Material 


X 

Y 

Z 


Kg 

Rate 

Kg 

Rate 


Rs. 


Rs. 

8,000 

105 

7,500 

- 1*20 

3,000 

2 15 

3,300 

2*30 

2,000 

3’30 

2,400 

3*50 
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Also write a short note on 
variances. 

fAns. Material cost variance 
Material price variance 
Material usage variance 
Material mi^ variance 
Material yield variance 


the ■ relationship among these different 
• {/.C. {Inter) December /PS/J 
Rs. 3,540 (A)i 

Rs. 2,100 (A); 

Rs. 1,440 (A); 

Rs. 1,109-65 (A ) ; 

Rs. 330-35 {A)l 


Matenal yield variance in this case is the same as material sub-usage 
or revised usage variance. In calculating the revised standard quantities 
fractional values have been rounded off to the nearest number. 


X^alionr Variances 


8. From the following data given below, calculate each of the three 
wages variances for the two departments. 

Dept. A Dept. B 


Actual gross wages (direct) Rs. 2,000 
Standard hours produced 8,000 

Standard rate per hour 30 paise 

Actual hours worked 8,200 

[Ads ; Dept. A {Rs.) 


Rs. 1,800 
6,000 
35 paise 
5,800 

\hC.\V.A. Inter) 
Dept. B {Rs.) 


Cost variance 
Rate variance 
Efficiency variance 


400 (Ft 
460 (F) 
«0(A) 


300 {D 
230 (F) 
70(F?r 


9. The details regarding the composition and the weekly wage 
rates of labour force engaged on job scheduled to be completed in 30 
weeks are as foMows : 


1 

Category of 
i^orAfr* 

1 

Standard 

AetuaX 

ffo 0/ 1 

\ lebcurtri 1 

1 1 

Weekly *oge 
' rate per labourer 

Vo. of 

f labourer! ) 
1 Rt 1 

kly var« 
f rate t r tourer 
i?j. 


1 ni 1 

60 

! 70 

70 



40 

30 

50 



30 

SO 

20 


The work was actually completed in 32 weeks. Calculate the various 
labour variances. {B. Com. Delhi) 


(An» Rs. 

Labour Cost Variance 13,000 (A) 

Labour Rate Variance 6,400 (A) 

Labour Efficiency Variance 6,600 (A) 

Labour Mia Variance 9,600 (F) 

Revised Labour Efficiency Variance 1 6,200 [A) 
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10. Find the variances where the cost standards are 100 hours and 
40 paise per hour and the actuals are : 

(a) 110 hours at 35 paise per hour. 

{b) 95 hours for a cost of Rs. 36*74. 

[Ans *■ 

Wages Variance 
Labour Efficiency Variance 
Wages Rate Variance 

11. Compute the labour variances 

tion ; 

Budgeted labour force for manufacturing product X 

10 men @ 60 paise per hour for 50 hours 
1 5 women @ 40 paise per hour for 40 hours. 

Actual labour force employed for product X 
1 5 men @ 65 paise per hour for 40 hours 
20 women @ 45 paise per hour for 25 hours. 


(fl) 

Rs, 1*50 (F) 
Rs. 4-00 (A) 
Rs. 5*50 (F) 


(b) 

Rs. 3*26 CF) 
Rs. 2 (F) 

Rs. 1*26 (F)3 


from the following informa- 


[Ans : 


Labour Cost Variance Rs, 75 (A) 

Labour Rate Variance Rs. 55 (A) 

Labour Efficiency Variance Rs. 20 (.4)] 


12, A contract job is scheduled to be completed in 30 weeks with a 
’abour complement of 100 skilled operatives, 40 semi-skilled operatives 
and 60 unskilled operatives. The standard weekly wages of each type of 
operative are — skilled Rs. 60, semi-skilled Rs. 36 and unskilled Rs. 24. 
TThe work is actually completed in 32 weeks with a labour force of 80 
skilled, 50 semi-skilled and 70 unskilled operatives and actual weekly wage 
rate averaged Rs. 65 for skilled, Rs. 40 for semi-skilled and Rs. 20 for 
unskilled labour. Analyse the variances in labour cost due to various 
reasons. (I.C.JV.A. Inter, India) 

[Ads. Labour cost variance Rs. 8,800 (A) 

Labour rate variance Rs. 10,240 (A) 

Labour Efficiency variance Rs. 1,440 (F) i 

Labour Mix variance Rs, 19,200 (F)] 

Overhead Variances 


13. From the data below prepare a tabulation to include overhead 
variances analysed into efficiency, volume, capacity and expenditure. 

Standard details Department 


Hours, when working at normal capacity 
Overhead hourly rate 
Allowed hours for actual production 
Actual details — Hours 

Overhead ■ 


X Y 

4,000’ 2,000 

Re, 0 50 Rs. 2 

4,000 1,600 

4,150 1.550 

Rs. 2,020 Rs. 3.750 


{Adapted I.C.W. A. Inter Dec. 1980) 
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[Ans. Total O.H. variance 
Expenditure variance 
Volume variance 
Efficiency variance 
Capacity variance 


X Y 

20 U) 550 (^) 

20 (A) 250 (F) 

Nil 800 (A) 

75 (A) 100 (F) 

75 (F) 900] iA) 


14. A company manufacturing two products operates a standard 
costing system. 

Product A Rs. 2'40 (8 direct labour hours (g| Re. 0*30 per hour) 
Product B Rs. 1*80 (6 direct labour hours @ Re. 0*30 per hour). 

The rate 30 paise is arrived at as follows : 

Budget overhead Rs. 570 

Budget direct labour hours 1.900 

For the month of October the following data was recorded for the 
cost centre. 


Output of product A 100 units 
Output of product B 200 units 
No opening or closing stock 
Actual direct labour hours worked 2.320 
Actual overhead incurred Rs. 640 

(o) You are required to calculate total overhead variance for the 
month of October. 


(&) Show its division into 

(/) Overhead expenditure variance. 

(/>) Overhead volume variance, and 

(///) Overhead Efficiency Variance. H.C.W,A. Inter) 


[Ans : 

(а) Overhead cost variance Rs. 40 (.4) 

(б) (i) Overhead expenditure variance Rs. 70 (A) 

(I) Overhead volume variance Rs. 30 (O 

(Wi) Overhead efficiency variance Rs. 96 {A) 

15. The follomng figures are extracted from the books of a 
company : 



Budget 

Actuals 

Output (in uruts) 

6.000 

6,500 

Hours 

3,000 

3,300 

Overhead cost— Fixed 

1,200 

1,250 

Variable 

6,000 

6,650 

Number of days 

25 

27 


Compute and analyse the overhead variances. 

(I.C.W.A. Inter Dec. 1977 


[Ans. 

Variable overbead cost variance 
Fixed overhead cost variance 

„ Budget Variance 

„ Volume Variance 


Rs. 150 (A) 
Rs. 50 (F) 
Rs. 50 (A) 
Rs. 100 (F) 
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Fixed overhead Efficiency Variance 
„ Capacity Variance 

„ Calendar Variance , 


Rs. 4 (iO 
Rs, 96 (F) 
Rs. 96 (F)] 


16. Compute the overhead variances from the following : 


Budget 

Number of w'orkiug da3's 10 

Man hours per day 8,000 

Output per man-hour (units) 80,000 

[Ans. 

Overhead Cost Variance 

Expenditure Variance 
,, Volume Variance 

„ Capacity Variance 

„ Calendar Variance 

„ Efficiency Variance 


Actuals 

11 

8,400 

84.000 
Rs. 

840 (A) 

4.000 (A) 
i60 (FJ 

,400 (F) 
6,000. (F) 
9,240 (A)]' 


17. Extract from the following data all overhead variances : 

Budgeted production 50 lots 

Fixed overhead absorption rate Rs. 3 per hour 
Actual and Budgeted Variable overheads Rs. 7,500 

Standard hours per lot 100 hours 

Actual production 60 lots 

Actual fixed overheads Rs. 14,500 
Actual hours worked 5,600 hours. 


[Ans. Rs. 

Variable Overhead Variance 1,500 (F] 

Fixed Overhead Variance 3,500 (F) 

Total Overhead Variance 5,000 (F) 

Fixed Overhead Expenditure Variance 500 (FO 

Fixed Overhead Volume Variance 3,000 (F) 

Fixed Overhead Efficiencj’ Variance 1,200 (F) 

Fixed Overhead Capacity Variance 1,800 (F) 


Sales Variances 

18. A Company operates on standard costing and budgetar; 
control S3’stem. The budget for April 1981 and the actuals for the sam 
month are indicated below : 

Product Budget Actuals 



Sales 

Price 

Amount 

Sales 

Price 

Amount 

TA 

Kg. 

Rs./Kg. 

Rs. 

Kg. 

Rs./Kg. 

Rs. 

50,000 

10-50 

5,25,000 

52,000 

11-00 

5,72,000 

MB 

20,000 

12-00 

2,40,000 

16,000 

11*75 

1,88,000 

CC 

6,000 

15-00 

90,000 

5,000 

15-00 

75,000 

OC 

4,000 

16-00 

64.000 

5,000 

16-00 

80,000 

Total 

80,000 


9,19,000 

78.000 


9,15,000 
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[I.C.JV.A. (Final) Dec. 1981] 


Rs. 

[Ans. Value Variance 

= 4,000 (A) 

Price Variance 

=22,000 (F) 

Volume Variance 

=26.000 (A) 

Mix Variance 

= 3,025 (A) 

Quantity Variance 

=22,975 (A)] 

19. Aristocrat Supplies Ltd. 
Standard costing system. 

operates on Budgetary Control and 


From the following data calculate • 
(/) Sales Variance 
0'/) Sales Volume Variance 
(///) Sales Price Variance. 


Product 

Sid. eo3t oj 
Suits per m it 

1 Fj. 

1 

Std.Sell j 
price per u i ii 

Rs 


Actuals 

m 

SalesValue 

Rs 

Units 

sold 

Sales talus 
Rs. 




MM 

1.200 

100 ! 

.100 






50 ' 







200 

1.700 




Hqh 

MQI 


300 





3,150 

1 400 

0 


{M. Com. Bombay, 2970) 


[Ans : 

Variance Turnover method Margin method 

Value Variance Rs. 550 (F) 100 (A) 

Price Variance Rs. 200 M) 200 (A) 

Volume Variance Rs. 750(F) 100 (F)J 


20. From the data given below calculate sales variance based on 
turnover and margin. 


Product 

Budgeted Sales I 

1 Actual Sales 


Quantity 

1 

Price per 
unit 

Value 



Value 








A 




500 



B 

600 1 



700 



1 

1,000 

B 


1,200 

B 

6,700 
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Standard Cdst of Production 
Product 
A 
B 

[Ans : 

Variance Based on Turnover 

Value Variance Rs. 1,300 (P) 

Price Variance Rs* 200 (F) 

Volume Variance Rs. 1100(F) 
Mix Variance Rs. 20 (F) 

Quantity Variance Rs. 1,080 (F) 


Rs. 

3 

4 


Based on Margin 

Rs. 600 (F) 

Rs. 200 (F) 

Rs. 400 (F) 

Rs. 40(F) 
Rs. 360 (F)] 


Miscellaneoas 

21, The standard cost of a product is as under— 

Rs. P. 

Materials : 20 lbs of M.S. Plate 5*00 

Labour : 15 hours @ 50 P per hour 7*50 

Overheads : 15 hours @ Re. 1 per hour 15‘00 


Total 27-50 


Standard labour hours per month 30,000 


For the month of April 1982, which was the first month of 
production, the number of units completed were 1,800 units ; a further 
400 units were half completed with respect to’ materials, labour and 
overheads. Other particulars available for April 1982 are — 


(fl) Materials issued 

(b) Materials purchased 


42.000 lbs 

50.000 lbs 

@ 23 paise per ]b. 


(c) Wages paid 29,500 hours 

@ 52 paise per hour 

(d) Overheads Rs. 33,000 

Analyse the variances in as much details as possible and compute 
the manufacturing cost per unit. [Adapted I.C. W.A. (Final) July 1962] 

[Ans. Material cost variance Rs. 340 (F) ; Material price variance 
Rs. 840 (F) ; Material usage variance Rs. 500 (v4)]. 


Labour cost variance Rs. 340 (A) : Labour rate variance ‘Rs 590 
(A) ; Labour Efficiency variance Rs. 250 (F) ; Overhead variance total Rs. 
3,000 (/4). Expenditure Rs. 3,500 (A), Efficiency variance Rs. 500 (F). 
Overheads are treated as variable. Manufacturing cost Rs. 29’00 per 
unit] 
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Reporting For Management 

What is a Report. Management can exercise control only when 
information is made available to it. The information may relate to 
physical or financial performance or it may relate to variations of actual 
costs from standards, where standard costing is in force. Such informa- 
tion is usually r''~vr"r'’ ‘ -j-—.-. t...... ,1.. f., 

of Written r, ' . * ' * 

intended for ■ ' ■ ••• * ■ ^ : 

obliged to supply financial and other information to its shareholders, 
tax authorities, stock exc^nges and Government, agencies like Company 
Law Administration, Controller of Capital Issues, etc. Such reports to 
exterral groups are called external reports. Most of the reports arc 
periodic in luturc and are made out at regular intervals of time. Reports 
pertaining to sales, idle time, operations, plant efficiency and utilisation 
are made out dally while financial statements are presented to the share- 
holders annually. T^ere are other reports which are made out weekly, 
monthly, quarterly, etc. Periodic reports are also referred to as General 
Purpose Reports. As against -general reports, there are special reports 
intended fbr special purposes. For example, the management may wish 
to sell the product in a new market or wish to add a new product line, 
'ncsearenot routine matters. Decisions will have to be taken only 
after an indepth study of the problem by a special committee resulting 
in special reports. In some cases the problem may be enimsted to an 
outside consultancy firm, as for example, when the company wishes to 
raise additional funds from the capital market. 

While special reports ate submitted usually to Board of Directors 
or top managers, general purpose reports are submitted to various levels 

Qf f — . ♦».« • — The various 

le- • ■ ; , . : , . ; " . ' , v* K- id Ferrara 

‘V, ■. •'•••.. . ■ and that 

sc • ■? ; than other 

levels.”* The chart shown below gives an idea about the various types 
of reporting. 

REPORTS 


Internal Reports (for managerial External Reports (forsbai^ 

or internal use) holders, Govt, agencies, efw 


General Purpose or Spedal Purpose 

Periodic Reports Reports 

1- 

• Managtmaa Aceowabig for Profit Centni, by 1. W»yi»K«H*r * 

Ferma. 
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A detailed explanation of ail these reports is given below. 

Extcvnal Reports. These are usually prepared once in a year and 
provide information to shareholders and other interested groups about 
the operating results and the financial position of the enterprise. In 
many countries there is legislation regarding the extent of information to 
be provided in the Annual Reports. As these reports are meant for 
general public they must be couched in simple lan^age and free from 
technicalities Information must also be presented in a simple and elegant 
manner so as to be readily understood by even those who do not know 
much about accounting. As many shareholders may find it difficult to 
analyse the balance sheets, the management accounting department usually 
calculates important ratios such as intrinsic worth per share, dividend 
earnings per share, dividend cover etc, and these are published in the 
Annual Reports. Diagrams and graphs arc libcVally' used to highlight 
the financial and operating success of the enterprise. 

Besides Annual Reports which arc intended for the shareholders, 
Company Law Administration, creditors and employees. Other examples 
of external reports comprise Tax returns to Sales Tax, Income Tax and 
Excise officials, Returns submitted to Stock Exchange Authorities as an 
obligation for availing the facility of listing and reports to bank and other 
credit agencies. 

Internal Reports. As already indicated these are of two types> 
namely, General purpose and Special purpose reports. We shall first 
consider general purpose reports. These 'arc prepared depending on 
the level of management and the periodicity varies from a day to a year. 
It is not possible to list the various reports and the number of reports 
also '.ary according to the internal requirements of each organisation. 
However, a few reports submitted to different levels of management in a 
manufacturing concern are listed below. 

Front line management comprising foremen, supervisors and gang 
bosses*: The reports submitted to them are issued either daily or weekly 
and are localised to factors like department, production run, machines, 
group of workers, types of material, etc. These reports deal with output, 
idle time, idle facilities, overtime, labour or machine cost per unit, of 
output, operating efficiency, materials usage variance, shop expenses, etc. 
The purpose of these reports is to highlight adverse factors in specific 
aspects of operations for which the supervisors and foremen are respon- 
sible. 


Management comprising Departmental and Divisional 
Heads ; The reports submitted to them relate to the activities of the entire 
department or division. These reports deal with such aspects as plant 
utilisation, production costs, sales analysis, operating efficiency, depart- 
mental bucket, etc. The purpose of these reports is to summarize the 
activities of departments for which they are responsible. 

Management comprising Board of Directors, Managing 
Director, General Managers and Functional Heads ; The reports sub- 
mitted to them arc usually monthly but with computerisation it has 
b«onic possible to submit daily reports on matters relating to operations. 
The reports usually relate to the entire undertaking and cover such aspects 
as hnancial statements, au.'itifv — ..... - 
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analysis, divisional or functional performance, operating cfEciency, 
capacity utilisation, analysis of profit according to product line and 
market area, comparison of actual results with budgeted results and 
showing the analysis of variances. 

Special Reports. These reports deal with special problems that 
may arise such as the demand for wage increase, rising inventory costs, 
recession, need for additional funds, market competition, utilisation of 
by-products, modernisation, expansion, price regulation by Government 
and the like. Some of these problems may be entrusted to a committee 
of experts for an indepth study of the problem. Usually these reporli 
are submitted to top management on the basis of which policy decisions 
are taken. For many of the decisions to be taken by the management 
like to make or buy, accept or reject an order at a given price, price 
policies in general, sell or process further, the vital data are to be provided 
from the accounting records. For other decisions like determining 
volume policies, adding new product line, modernisation and expansion, 
while the accounting department provides data relating to cost, return on 
investment and economic evaluation, the production department provides 
information relating to production assets and the sales department 
provides data relating to marketing aspe^. Special problems may also 
be entrusted to specialist consultancy firms for their resolution. In recent 
years a number of consultancy firms have come up and enterprises can 
seek their guidance for setting up of new projects, raising capita^ market- 
ing products, inventory management, etc. 

Fonctlons of Accotmting Reports 

A primary function of accou ' • * , ' * 

mation pertaining to the area •• 

The report WgUi^tS unfavouiab*’ 

individual to institute corrective action before the situation goes out of 
control. In big enterprises it is not possible for middle and top manage* 
ments to personally observe and organize all the facts with respect to 
production, finance, marketing costs and other aspects of company 


upeiuuwLt4. 

Emphasising the control function, Neuncr (cost accounting) points 
out that cost reports must summarize the essential facts of production 
and distribution so that the executive of an enterprise may : 

(a) measure the eflectiveoess of their manufacturing and selHnx 
methods, 

(h) measure the elfectiveness of supervision. 

(c) study, the trend of operating costs of material, tabonr. 
manufacturing overhead, 

(d) plan future policies or manufacturing methods and pr:c^® 

(e) reduce to the mlaimam spoilage, waste, and loss. '' _ 
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The reports must be designed in such a way that it should be 

possible for management to use the principle of exception in reviewing 
performance of various divisions and functions. Under standard 
costing system the basic formal report gives the actual and stan^rd data 
for a period and pertaining to a specihed area of responsibility. A 
column is prorided to show the variance between actual and standard 
data These reports may be prepared in physical units or rupees. 
Reports stated in units ate better understood at shop level whereas those 
expressed in rupees are most appropriate to middle and top management. 
Such reports help the management at all levels in concentrating the 
attention on favourable or unfavourable situation rather than wasting 
time in reviewing operations which are going on as per the plan, . 


Reports help business achieve their goal of profitable operations. 
Analysis and interpretation of records, of course, cannot ensure profits', 
but can definitely set forth problems in order to stimulate executive action 
to achieve appropriate solutions. 


Rei]«irements of a Good Report 


A report is a written communication intended to convey physical or 
cost facts to the management with a view to enable the latter to take 
appropriate action. If the report is to serve the intended purpose it 
should satisfy certain requirements which are listed below. 


1. Good format. The report must have a good format with 
suitable title and sub-headings. For some of the routine cost reports 
printed, forms can be used. 


2. Essential facts. The report must convey only bare essential 
facts. In some cases opinions may have to be expressed as in the case of 
special repmts. In such cases the report should try to present the implica- 
tions of various alternatives. It is not safe to assert in the case of opinions 
as they are not facts. Any opinion must be carefully expressed after an 
indepth study of the problem. 


t. I* clarity. The language used in the report 

should be simple, dear and logical. For this purpose compound 
senlenccs, ambi^ous wording and the use of negative expressions should 
avoided. Information should be presented in a logical sequence. 
As far as possible the language and the jargon used in the report must be 
famdiar to the executive who IS going to read it. There is no rdporting 
at an if^the reader is not m a position to understand the contents of a 
a report. 


4. Accuracy. The report should be accurate. Otherwise the 
decisions taken on the basis of a false report will land the enternikP in 
trouble. Of course when we speak of accuracy 4 onlv m^.n ^ 

ble degree of accuracy. The degree of accuracy must b?ddlrminS after 
balancing the cost and utility considerations. determined after 

and delayed aelioD serve DO purpose. Therefore, therS»ntagiJsSSmS 
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be built up in such a manner that promptness is taken care of. According 

to Blocker and Weltmer “ it is important to focus managerial attcn* 

tion on off-standard conditions immediately following each shift, day, or 
week rather than to accumulate and summarize variances from stan^rd 
each month.” 

6. Appropriate to the ezeentive. This means two things. 
First, It must be appropriate to the knowledge, interest, status and 
responsibility of the reader. For example, when the report is intended 
for Production Manager it must deal with matters concerning hts interest 
and area of responsibility. At different levels matters to be reported and 
the form in which they should be reponed are different. Secondly, higher 
the executive level the matter to be reported should be summarised avoid- 
ing details. The reports must be presented in such a manner that the top 
management must be able to make use of the principle of ‘Management 
by exception’. Lower the level of the executive, more detailed must ^ 
the report. The reports submitted to direct supervisors must be specific, 
detailed and at shorter time intervals. 

7. Significant trends and relationships. Reports must high- 
light significant treads and relationships of information presented. 
For this purpose data presented must be compared with standards 
or data of previous period. This enables management to discover 
areas which are not functioning properly and take appropriate action 
instead of reviewing the performance in all the areas. However, this 
requires preparation of reports on a insistent basis. If the definitions 
are changed quite frequently the present data cannot be compared with 
the data of previous periods or standards. 

8. Method of presentation. The writer may use graphs, charts 
and diagrams to improve the management’s understandiog of the infor- 
mation presented. It is, however, preferable to append such documents 
rather than incorporate them in the body of the re^rt. Such documents 
can be numbered and referred to in the body of the report at appropriate 
places. 

r ’ .••••,- — ,ount spent on the report must be 

from such a report. There must 
• from this angle and reports which 

use up lot of resources without much utility should be dispens^ with. 

'Report Improvement Programme 

The following steps should be taken to continuoiuly Improve the 
reporting system ; 

1. It will a good practice to obtain the views of the readers of 

, . ._j .1-. ^-'-■mprove- 

. ■ i system 

2. The accounting records should be devised in much a nwnner tlu^ 
the data required for the reporting system are obtained without ad^onai 
analysis. 
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The reports must be designed in such a way that it should be 
possible for management to use the principle of exception m reviewing 
the tSrformance of various divisions and ftinctions Under standard 

Ssting system the basic formal report gives the actual and standard data 

for a^period and pertaining to a specified area of responsibility. A 
column is provided to show the variance between actual and standard 
data. These reports may be prepared in physical units or rupees. 
Reports stated in units are better understood at shop level whereas those 
exmessed in rupees are most appropriate to middle and top management. 
Such reports help the management at all levels in concentrating the 
attention on favourable or unfavourable situation rather than wasting 

time in reviewing operations which are going on as per the plan. . 


Reports help business achieve their goal of profitable operations. 
Analysis and interpretation of records, of course, cannot ensure profits', 
but can definitely set forth problems in order to stimulate executive action 
to achieve appropriate solutions. 


Requirements of a Good Report 


A report is a written communication intended to convey physical or 
cost facts to the management with a view to enable the latter to take 
appropriate action. If the report is to serve the intended purpose it 
should satisfy certain requirements which are listed below. ' 


1. Good format. The report must have a good format with 
suitable title and sub-headings. For some of the routine cost reports 
printed. forms can be used. 

2. Essential facts. The report must convey only bare essential 
facts. In some cases opinions may have to be expressed as in the case of 
special reports. In such cases the report should try to present the implica- 
tions of various alternatives. It is not safe to assert in the case of opinions 
as they are not facts. Any opinion must be carefully expressed after an 
indepth study of the problem. 

3. Simplicity and clarity. The language used in the! report 
should be simple, clear and logical. For this purpose compound 
sentences, ambi^ous wording and the use of negative expressions should 
be avoided. Information should be presented in a logical sequence. 
As far as possible the language and the jargon used in the report must be 
familiar to the execuUve who is going to read it. There, is no reporting 
at an if the reader is not in a position to understand the contents of a 
a report. 


4. Accuracy, 
decisions taken on the 


pe report should be accurate. Otherwise the 
, , basis of a false report will land the enterprise in 

ble degree of accuracy, pe degree of accuracy must be determined after 
balancing the cost and utility considerations. 


5. Promptness. If the reports are not timetv it i,- 

possible for the executives to take action in time, oifayed informtiSS 
and delayed action serve no purpose. Therefore, the reporting sysSTm,” 
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be built up ID such a manner that promptness is taken care of. According 

to Blocker and Weltmer ** it is important to focus managerid atten* 

tioD on off'Standard conditions immediately ' following each shin» day, or 
week rather than to accumulate and summarize variances from standard 
each month.” 

6. Appropriate to the executive. This means two things. 
First, it inust be appropriate to the knowledge, interest, status and 
responsibility of the reader. For example, when the report is intended 
for Production Manager it must deal with matters concerning his interest 
and area of responsibility. At different levels matters to be reported and 
the form in which they should be reported are different. Secondly, higher 
the executive level the matter to be reported should be summarised avoid* 
ing details. The reports must be presented in such a manner that the top 
management must be able to make use of the principle of ‘Management 
by exception*. Lower the level of the executive, more detailed must be 
the report. The reports submitted to direct supervisors must be specific, 
detailed and at shorter time intervals. 

7. Significaot trends and relationships. Reports must high* 
light significant trends and relationships of informatioo presented. 
For this purpose data presented must be compared with standards 
or data of previous period. This enables management to discover 
areas which are not functloniog properly and take appropriate action 
instead of reviewing the performaoee in all the areas. However, this 
requires preparation of reports on a -cooshteDt basis. If the definitions 
are changed quite frequently the present data cannot be compared with 
the data of prerious periods or standards. 

8. Method of presentation. The writer may use graphs, charts 
and diagrams to improve the management’s understanding of the infor* 
mation presented. It is, however, preferable to append such documents 
rather than incorporate them in the body of the report. Such documents 
can be numbered and referred to in the body of the report at appropriate 
places. 

■*(*., f jpeot on the report must be 

■ • n such a report. There must 

• ' I this angle and reports which 

' should be dispens^ with. 


'Report Improvement Programme 

The following steps should be taken to continuously improve the 
reporting system : 

1. It will a good practice to obtain the views of the readers of 

- . .t-. _r,v« _ — ,t.» ........ ^'''Improve* 

. • ■ ■ ■ f system 

2. The accounting records should be devised in much a 

the data required for the reporting system arc obtaine'^ txrithnut addiuo 
analysis. 
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3. As stated earlier, there must be devised periodic evaluation, of 
the reports in force and efforts should be made to reduce the number of 
reports and simplify wherever possible. 

4. With the introduction of electronic data processing systerns it 
should be possible to ensure prompt and quality reporting. As this is 
the age of computers it should be possible to cater to the information 
needs of the management by careful planning. 

5. The last step in a comprehensive reporting system is to develop 
information presentation techniques that make it easy for the non-account- 
ing executive to understand and use his reports. 

ASSIGNMENT MATERIAL 

1. Distinguish between 

(а) General Purpose Report and Special Purpose Report. 

(б) Internal Report and External Report. 

2. What do you understand by the term ‘reporting to management’. 

Discuss briefly the matters that you would deal with while report- 
ing to Board of Directors. (C./t-. Final 1964) 

3 What in your opinion are the requirements of a good report ? 

4. ‘The contents of the report must be appropriate to the know- 
ledge level and responsibility of the executive.” Elucidate. 

5. You are asked to evaluate the reporting system and suggest 
improvements. How do you proceed with the job 7 



9 

The Nature of Management 
Accounting 

Scope of this Chapter 

This chapter is written basically lo cover the following aspects : 

(a) the nature of management accounting, 

(b) its scope and limitations, 

(e) its functions, tools and techniques, and 

(d) its relation with financial and cost accounting. 

This chapter provides the logic and background for a proper under- 
standing of the various topics covered under the section 'Financial 
Statement Analysts'. 

Introduction 

The subject management accounting is developed in order to over- 
come the deficiencies of financial accounting Ficancial accounting is pri- 
marily concerned with routine reporting of financial results to ettemal 
parties like shareholders, creditors. Government agencies regulating 
companies and taxation authorities Also the information generated by the 
financial accounting system is of historical nature It is a post-mortem of 
events that hate already taken place. Financial accounting does not help 
an undertaking to influence or plan its profits. On the other hand, manage- 
ment accounting enables the management to look forward and plan for 
the results. It provides the necessary data for such planning as well as 
decision-making and in the end measures the actual performance as 
against the planned performance. Such comparison enables the mana- 
gement to know the causes for variance of actual profits from planned 
profits and institute corrective Aieasvres. Management accounting also 
provides data to managers at various levels and to managers of different 
functions, to assess and also improve tbeir operating efiiciency. It 
.1 — ...-I.., c~:— and not by the rule of 

ntjcd for management 

; ' • • • • • . * operating units and 

management personnel in the business A one-man business has little or 
no need for control data, for the opcrator-producer-dislributor knows 
what be has done and what he is doing... Moving to the other extreme, 
the multi-plant company is like the multi-engine plane. Every member of 
fhc crev,' must know what is happening in the mechanism for which he 
is repnnsible and must have every possible indication of what may 
bepppn. In addition, these data roust be transmitted lo the captain and 
other crew members, and their probable effects upon the other p*^or 
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the plane must be evaluated.... All deviations from established plans must 
be evaluated and communicated to the persons having responsibility 
so that decision can be made as to when and how to correct or compen* 
sate for the failure in order to reach the planned objective with maxirnum 
safety and minimum delay. In business this process of recording, 
evaluating, and communicating history and plans is management accoun- 
ing.”* From the discussion it is clear that management accounting meets 
the internal requirements of the business and for this purpose is inter- 
woven with management itself. 

The landmark m the development of management accounting was 
the lead taken by the Anglo-American Council on Productivity in 1950 
when it emphasized the need to develop accounting information as an 
aid to management. This, however, does not mean even remotely the 
neglect of routine accounting procedures involved in financial accounting. 
The data needed for management accounting has to be obtained and 
generated from the records of financial accounting. Actually the same 
set of books provide data for all the branches, namely, financial, cost 
and management accounting. The difference lies only in the use and 
emphasis. It is very difficult to lay the boundaries only in the three 
disciplines as all of them are interrelated. According to Keller {Manage- 
ment Accounting for Profit Control) “management accounting for profit 
control includes income accounting, cost accounting, and budgetary 
planning and control.” 

Definitions of Management Accounting 

The simplest definition is the one given by Anthony {Management 
Accounting). It describes it simply as “concerned with accounting in- 
formation that is useful to management.” The most elaborate one is 
given by the American Accounting Association’s 1958 Committee on 
Management Accounting. According to this committee “management 
accounting is the application of appropriate techniques and concepts in 
processing the historical and projected economic data of an entity to 
assist management in establishing a plan for reasonable economic objec- 
tives and in the making of rational decisions with a view toward achieving 
.these objectives. It includes the methods and concepts necessary for 
effective planning, for choosing among alternative business actions, and 
for control through the evaluation and interpretation of performance. 
Its study involves consideration of ways in which accounting information 
may be accumulated, synthesised, analysed, and presented in relation to 
specific problems, decisions, and day-to-day tasks of business manage- 
ment. 


The committee adds that “in the broad sense all accounting is 
management accounting.'’ But in a narrow sense, “management accoun- 
ting IS distinguished by emphasis upon purpose, the point of view 
predominating, and upon potential management use.” 

According to the Anglo-American Council on Productivity, manage- 
ment accounting may be defined as “the presentation of accounting 


•Management Accounting for Profit Control fay Keller and Ferrara. 
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ii^ormation in such a way as to assist the manag-ment in the creation 
of policy and in the day-to-day operations of an undertaking/’ 

Other definitions of Management Accounting are given at the foot 
of the page. 

Field of Management Accounting 

From the definitions given earlier it is clear that the main role of 
management accounting is to furnish quantitative information to manage- 
ments to enable them to take appropriate decision. This involves (1) 
choosing the appropriate among sevci^ aliemativcs available and (2) to 
measure and evaluate consequences that follow the implementation of such 
decision. It is the management accountant who provides the necessary 
accounting information to enable the managers to take correct decisions. 
Thereafter he also provides them with data needed to evaluate the deci- 
sions taken. For this purpose management accounting embraces the 
knowledge of the following specialised fields of activities : 

(fl) Financial Accounting. The management accountant has to gather 
his facts mostly from financial accounting system. As stated by Bross-n and 
Howard while the financial accountant Is concerned with the day-to-day 
running of afiairs, the management accountant is concerned with the 
extraction of information from records on a selective basis, analysis 
and compilation of statements which will enable the management to func- 
tion with the minimum of effort and maximum efficiency. For this 
purpose financial accounting must be devised in such a manner (bat it is 
available for activity or responsibility centres. It must also provide data 
needed for problem solving and decision-making without special effort 
every time. With proper planning it should not be difficult to obtain 
data required for the managerial functions like planning, organizing, and 
controlling, from the records of financial accounting. As expressed by 
Lampjrti and Thurston (Internal Auditing to Management Controls) 
without a properly devised financial accounting system management 
cannot obtain full control and coordination of operations. 

(b) Cost Accounting. Cost Accounting comprises recording of 

^ . .I..* — . 1 . Jo jobs, operations, processes, 

? ' . • . ; t data are vital to a management 

•elevanl and timely information 
to the management. It enables management to compare the actual costs 
with planned costs and guide in achieving the profit objective. The cost 
of budgetary control, ctaudard costing, and mncgioal costing 
form the core of management accounting. 

(1) Do«n and Howard (Piinclphs and Practice of Matage-nenS Aecounianey). 

t. J.e-.J,. .k,. n.x.. • nf acrnitnlin? which 


(2l Imtimieof Chariered Accountants, England: “any form of aecounling 
which enables a buMness to be coDdu-tednrarecSiaenlly can be regsraeu as Manife* 
mcDl Accounting.* 

(3) Bilty, J ISf4'\agement AccQuiU'viey) : “Managsment Accoralancy 
term Used to describe ibe accoualiog meibeds, sysleau, and 
coupled wiih special knowledge and ability, assist management la Hs lasx, i 
tnaxitsisiog pro&cs or auoimising foues.* 
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(c) Statistical Methods. Graphs, charts, pictorial representation, 
index numbers, and other statistical methods help in increasing the effect- 
iveness of the presentation. They also improve management’s under- 
standing of the information. Statistical methods are also useful in decision- 
making. 

(d) Operations Research. This is a new discipline which makes use 
of certain mathematical and statistical models for decision-making. 
Linear Programming is a mathematical model that helps in maximiring 
the profit or minimizing cost in typical situations \yhere limited resources 
can be put to numerous uses. There are also models which can be used 
in the field of inventory control and transportation. These techniques 
are useful in planning and control and although the organisation may 
employ mathematics specialists and make use of computers, siill there is 
need for the management accountant to acquaint himself with this 
branch. Otherwise his position may be usurped by others. It is for this 
reason that ‘quantitative techniques’ has been introduced as a paper by 
the accountancy bodies in the examinations conducted by them. 

(e) Economics. A new branch of Economics known as Managerial 
Economics is of great importance to management accountant. According 
to Spencer and Siegelman managerial economics is the integration oi 
economic theory' with business practice for the purpose of facilitating the 
decision-making and forward planning by management. Economic! 
provides certain tools and techniques which will help to analyse business 
situation and enable management to exercise proper choices and thcrefori 
is useful for optimisation. Some of the areas where there is great scopi 
for the application of the knowledge of economics are project feasibilit} 
studies (location, profitability, financing and demand estimation), capita 
budgeting (risk analysis), product mix, price fixation and determination o 
optimum size. 

(/) Statutory Enactments. Various lav/s and statutory provision 
have a bearing on the functioning of management accountant. Th 
managenaent accountant must be familiar with the provisions of Ih 
Companies Act relating to issue of capital accounts and audit. He mus 
also be aware of the relevant provisions in the Foreign Exchange Regula 
tion Act (FERA), Capital Issues (Control) Act, 1947, Industries (Develop 
merit and Regulation) Act, 1951, M.R.T.P. Act and Income Tax Act. 

Functions of Management Accounting 

It has been repeatedly slated earlier that the essence of managemer 
accounting lies in its use to management. Therefore it is essential I 
know the functions of management first, so as to understand how managi 
ment accounting can function in order to serve the manacemenl, Th 
functions of management are : 

(a) formulating a business plan, 

_ (h) fixing of the responsibility at various levels in the implcinenti 

tion of the plan, 

(c) organising which comprises arranging the scarce rcsourct 
of thc.cnterprisc in a manner designed to achieve the coals of the plan. 
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^ (d) controUiDg perfortnance which means checking actual results 

With planned results and instituting corrective action in case of deviation 
from planned results. 

To enable the management to discharge the above functions, the 
management accountant has the following functions : 

(a) to provide data for the fotmulatioa of busi^es^ plans, 

(b) to split the plan so as to fix (he responsibilities at all mana- 
gerial levels, 

(c) to evaluate the capability of the organisation and methods 
employed in executing the plan and to point out the shortcomings and 
bottlenecks in implementing the plan, 

(d) to provide workable standards of performance, to measure the 

^ and to compute and analyse the vari- 
• ' ■ * • ‘o control easily through the technique 

(e) to report to the management regarding the results of the plan 
just completed. Such reporting helps the management a lot in formulating 
the next business plan. 

Special Featores of Management Acconnting 

(a) The emphasis of management accounting is on the future, while 
that of financial accounting is oo^ the past. The technique of budget 

. • 'i ' 

(h) The information provided by finaocial accounting is of general 
nature. However, in cost accountiog the information is more detailed and 
specific pertaining to products, departments, territories, etc. But still for 
management purposes the information is not readily usable. Management 
accountant has to select relevant data and present the statement in such a 
manner that it facilitates the management to take a correct decision. 

(c) The pattern and behaviour of the costs is the very basis for 
control. The division of costs into fixed. \’ariable, and semi-variable is 
so important In all matters of managerial decisions, such as decisions to 
make or buy, pricing in export markets, and further processing of by- 
products. 

(<f) The emphasis in management accounting is to establish the 
relationship between cause and effect of any activity. This is not the 
case with financial accounting. Financial accounting merely reveals the 
• ■* In management account- 

. ■ . s'.- . . ; , ■ lain the causes for the rise 

. ■ ' * r : igement to take remedial 

measures where necessary. 


:•» ptrlormaoceinbicb 

. rcipomibilny 1 * fixed 

. , , I • ;n>eQtof reviewing all 

. ■ , 1 to do to the absence 

of standards. 
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(e) According to Horngren {Introduction to Management Account- 
ing), accounting system provides information for ^1) managerial use in 
planning and control, (2) strategic planning, and (3) external reporting to 
shareholders and other groups. While the emphasis of financial account- 
ing is on external reporting, the emphasis of management accounting is 
on. internal reporting to management. It is for this reason that manage- 
ment accounting is also called ‘Internal Accounting.’ 

From the above discussion it is clear that management accounting is 
concerned with the internal requirements of the organisation and aiding 
the management in its efforts to improve the efliciency of the business. 

Tools and Techniques of Management Accounting 

As already observed, management accountant has to furnish infor- 
mation to the management. The information furnished by him is varied 
in character. To start with he has to provide diagnostic information which 
he has to cull out from past records. Next, he has to provide data for 
the formulation of business plan which considers several alternatives. 
Planning also involves long-range planning and again it is the management 
accountant who has to assist the management in Capital Budgeting 
Lastly,' he has to provide information necessary for control. All this is 
possible only by employing certain tools and techniques. The manage- 
ment accountant has an array of tools and techniques which he can apply 
in the discharge of his duties. Important of them are discussed below. 
The discussion is very brief as there is a detailed coverage of these techni- 
<lues in the preceding chapters. 

p) , Rapo Analysis : This technique is useful in performance 
raising short-term and long-term funds, budgeting, investment 
of funds, etc, 

, Standard costing : This technique is of great use ini fixing res- 
ponsibilities, cost appraisal and control. It helps top management to 
concentrate their attention on significant deviations from expected results 
and facilitate ‘management by exception.’ 

(3) Bu^etary Control : This technique is useful in profit planning 
an IS mvanably applied together with standard costing to enable manage- 
ment to exercise control. 

f. and Funds Flow Statements These statements are 

usetul in the management and proper planning of cash and working capital 


Marginal Costing : This technique is very useful in the area 
fixation in special situations, make or buy 
Contribution, determination of optimum level of 

uchSru Sr oT® 'W' 

Proarlmmhff^SS Statiuical Models : Techniques like Linear 

-^'’p.oduc. 'planning, 
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Statistical techniques are also used in forecasting and presentation 
of information. While techniques like analysis of time series and inter- 
polation are useful in demand estimation, histograms, frequency curves, 
ogives, charts and diagrams are useful in the presentation of information 
to the management. ‘ 

It is not possible to list all the techniques that a managenient 
accountant uses. He also uses break-even charts, inter-penod, inter-firm 
comparisons, cost data like unit costs, etc. An attempt is made to discuss 
only the most important techniques in the arsenal of the management 
accountant. 

Advantages of Management Accoonting 

Management accounting claims following advantages ; 

(а) Management accounting helps a firm to make it free to a great 
extent from inherei-t jumps and jolts of seasonal nature of business and 
normal trade cycles. The business activities are regulated systematically 
with the help of vfTiCient planning and organisation, thus avoiding over- 
working in busy periods and slackness in slump periods : 

(б) It enables the business to get the maximum return on capital by 
helping It in planning, distribution, and controlling activities ; 

(c) It helps the management to improve its services to the customers 
by resorting to a continuous method ofeomparing the results with stand- 
ards : and 

(<0 It helps in improving the relations between the management and 
labour by avoiding unreasonable standards of work which are the chief 
cause of labour unrest. 

Limitations of Management Accounting 

(fl) Management accounting derives its information from Financial 
•Accounting, Cost Accounting and other records. Therefore, conclusions 
made by the management accountant depend to a large extent on the 
accuracy with which financial and cost records are kept. Strength and 
weakness of management accounting depend upon the strength and weak- 
ness of basic records. 

(t>) Execution of the conclusions drawn by the management account- 
ant will not occur automatically. lo fact management must be 'sold* to 
efficiency and must participate in the programme. 

(c) Management accounting will not replace the management and 
administration. It is a tool of management. Decisions are of manage- 
ment and not of management accountant. Of course, in order to enable 
the management to take decision by the rule of exception, the management 
accounting will save the management from being immersed 'in accounting 
routine or from becoming ‘slave* to the operation of balancing. It will 
process the data and put before the management the facts deviating from 
the standard. 



FSA-348 


Chapter 9/Fliuuiclal Statement AaalyaU 


(e) According to Horngren {Introduction to Itlanagement Account- 
ing), accounting system provides information for ^1) managerial use in 
planning and control, (2) strategic planning, and (3) external reporting to 
shareholders and other groups. While the emphasis of financial account- 
ing is on external reporting, the emphasis of management accounting is 
on internal reporting to management. It is for this reason that manage- 
ment accounting is also called ‘Internal Accounting.’ 

From the above discussion it is clear that management accounting is 
concerned with the internal requirements of the organisation and aiding 
the management in its efforts to improve the efficiency of the business. 

Tools and Techniques of Management Accounting 

As already observed, management accountant has to furnish infor- 
mation to the management. The information furnished by him is varied 
in character. To start with he has to provide diagnostic information which 
he has to cull out from past records. Next, he has to provide data for 
the formulation of business plan which considers several alternatives. 
Planning also involves long-range planning and again it is the management 
accountant who has to assist the management in Capital Budgeting 
Lastly, he has to provide information necessary for control. All this is 
possible only by employing certain tools and techniques. The manage- 
ment accountant has an array of tools and techniques which he can apply 
in the discharge of his duties. Important of them are discussed below. 
The discussion is very brief as there is a detailed coverage of these techni- 
’ques in the preceding chapters. 

p) ^ Ratio Analysis : This technique is useful in performance 
appraisal, raising short-term and long-term funds, budgeting, investment 
of funds, etc. 

. . Standard costing : This technique is of great use in fixing res- 

ponsibilities, cost appraisal and control. It helps top management to 
•concentrate their attention on significant deviations from expected results 
and facilitate ‘management by exception.’ 

(3) Budgetary Control : This technique is useful in profit planning 
and IS invariably applied together with standard costing to enable manage- 
ment to exercise control. 

e P'Hndj Flow Statements : These statements are 

f nt^nagement and proper planning of cash and working capital 


(5) Marginal Costing : This technique is very useful in the area 

iLSfto “tuatin” , make or buy 

determination of optimum level of 

LhWueisLdeSs?ofi®^'®'°“^°^^^® important areas in which this 
Proerammi^c^^^^ipiffni Th^ Stati^ical Models : Techniques like Linear 

orhlr.^iaTeSfe 

Sl.r.at7atrX'S”‘“ Planning, 
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Statistical techniques are also used in forecasting and presentation 
)r information. While techniques like analysis of time series and intcr- 
x>Iation are useful in demand estimation, histograms, frequency curves, 
jgives, charts and diagrams are useful in the presentation of information 
o the management. 

It is not possible to list all the techniques that a managenleot 
iccountant uses. He also uses break-even charts, inter-period, inter-firm 
;omparisoos, cost data like unit costs, etc. An attempt is made to discuss 
)nly the most important techniques in the arsenal of the management 
iccountant. 

Advantages of Management Accoonting 

Management accounting claims following advantages : 

(а) Management accounting helps a firm to make it free to a great 
ixtent from inherei’t jumps and jolts of seasonal nature of business and 
normal trade cycles. The business activities are regulated systematically 
ivith the help of efficient planning and organisation, thus avoiding over- 
working in busy periods and slackness in slump periods ; 

(б) It enables the business to get the maximum return on capital by 
helping it in planning, distribution, and controlling activities ; 

(c) It helps the management to Improve its services to the customers 
by resorting to a continuous method of comparing the results with stand- 
ards : and 

(d) It helps in improving the relations between the management and 
labour by avoiding unreasonable standards of work which arc the chief 
rause of labour unrest. 

Limitations of Management Accounting 

(o) Management accounting derives its Information from Financial 
Accounting, Cost Accounting and other records. Therefore, conclusions 
made by the management accountant depend to a large extent on the 
accuracy with which finaucial and cost records are kept. Strength and 
weakness of management accounting depend upon the strength and weak- 
ness of basic records. 

(h) Execution of the conclusions drawn by the management account- 
ant will not occur automatically. In fact management must be ‘sold’ to 
efficiency and must participate in the programme. 

(c) Management accounting will not replace the management and 
administration. It is a tool of management. Decisions are of manage- 
ment and cot of management accountant. Of course, in order to enable 
the management to take decision by the rule of exception, the management 
accounting will save the management from being immersed ‘in accounting 
routine or from becoming ‘slave’ to the operation of balancing. It will 
process the data and put before the management the facts denting from 
the standard. 
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Characteristics of a Good Accoimting Statement prepared for 
Management Purpose 

(a) The statement must be presented at the right time and be made 
as accurate as possible in the authorised time limits. In this regard it 
may be mentioned that it is better to have information in time even with 
some degree of approximation than to have more accurate information 
received too late to be of maximum use. 

(b) The statement should be headed with a short meaningful title. 

(c) The period covered by the statement should be clearly specified. 

(d) The date of preparation should be shown. 

(e) The units measured and the quantities in which they are expressed 
should be stated clearly. 

(/) The figures should be rounded off to avoid unnecessary details, 

(g) Meaningful sub-to^ls should be provided and wherever possible 
detailed calculations be relegated to an appendix. 

(/j) Clear comparisons should be given and expressed in the same 
quantities and units as the reported data. 

O') The person presenting the statement should be specified. 

(J) All persons receiving the statement should be indicated. 

Management Accoimting Distingnished 
From Financial Accounting 

Under the sub-heading “Defiiution of management accounting’’ it 
has already been stressed that heap of data furnished by the financial 
accounting is to be rearranged for the busy management of today’s large- 
scale business organisation. It, therefore, flows from the definition that 
managerial accounting is not the same as financial accounting. It is 
different froni it. The difference between the two is based partly on the 
use of accounting data, partly on the degree of detail supplied, partly on 
methodology through which the data are accumulated and partly on the 
emphasis for which data are supplied. 

From the utility point of view managerial accounting provides 
internal data to managers to help them in maldng decisions about the 
future of the firm. Financial accounting, on the other hand, flims at 
meeting the requirements of the outsiders, i.e., parties who are interested 
m the firm because of their financial stake either in the form of share 
capital or in the form of loan capital. 

In terms -of details supplied, management accoimting finds to be 
much more extensive than financial accounting. Information supplied to 
oubidcrs is grossed to one figure but management is supplied with details 
of its composition, reason for such a pattern, and also its interpretation 
about the future possibilities. 

Management accounting and financial accounting both differ on the 
mediodology applied for the collection of facts. Financial accounting 
collects-mfbrmation for the outsider and must be very correct. 'They 
are mere facts and collected under the set rules and regulations so that 
outsiders may feel confident about the usefulness of the concern. Mana- 
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gement accounting, however, is not bound by the « t 
reporting to outsiders. Managers an=e„,i;i.d 

informltion they need and they may ask it to be l"ltrnal 

in any fashion they wish. Accounting inrormali™ r. “«lurcd 
tailored according to their needs. “"™alion for ini„„j| “ 

From emphasis point of view, it may be seen ifc„ r 
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Management accounting, on the other band coVm. a,, , ’’“tlneii, 

ning, organising and controlling the businesi For ih- “i”^" *” 
consideration both past and future events to a lienlc, ‘ 
information is Properly arranged and made asa/lahl. Tbil 

for decisions. ^n^eement 

Management accounting furnishes data for cwltw*;-. .t . 
tives open to them m taking decision by makioe 
of monetary consequences of those altemalivei 
reports, made for outsiders, do not specify any' alle-r.d., 

. •* ‘boscaltcrimire,. The d/rt.-netto-* 

; ' . . manageneot txoTt^z^ ruy ^ 

business houses fimuwJ aspw-v. 

responsibility Within the management acceaciicg. It is tie 
ciaUccouDung to process the mass of unwieldy dju tzi sSoC rf, 
matragement accountant from the deUiIs. Thens»gss«* 5 y^^ 
lo Its lorn, sorts out the significant figures and ehsnzsl: for 

in management process. Management acwiualisj eSm 
having managerial significance. 
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from the point of view of outside parties (f,g., 
tors, shareholders) while management accoootieg esn is rfaraa;/'*? 
internal use of management. 
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(1) , Chief Accountant: The position reports to the' Managiis, 
Director and entails responsibility for accounting, finance, tax plannii 
and management information for a multi-unit operation. 

(2) Controller of Finance and Accounts .: The Contrdllet ( 

Finance and Accounts will be overall incharge of the finance, accounti; 
and taxation functions. He will report directly to the , Managi: 
Director. , ' 

(3) Management Accountant : A well known group of cdmpatt 
having diversified interests including tea estates, wants a bright s 
dynamic Management Accountant to be located at one of the estates in! 
Annamalais. The position reports to the General Manager, Plantation 

Responsibilities will include cash management, budgeting, costa 
management reporting and basic accounting. The group attaches coa 
derable importance to management information. /, 

(4) Finance Manager : Incumbent will be responsible for Finas 
and Accounting, day-to-day accounting, finalisation of accounts, budget) 
control, etc. In addition, he will effectively liaise with Banks and Finaflt 
Institutions. 

, (5) Chief Cost and Works Accountant : This is a senior post® 
reporting to the General Manager. It places a high degree of deman!* 
the 'candidate’s acumen for designing, implementing and monitr* 
Standard Costing Systems. He will also be responsible for overall sJf* 
vision of financial activities in an engineering industry. | 

A perusal of the above advertisements clearly shows that althoug}:| 
position calls for the same functions it is called by various names, i, 
names also differ from country to country. In U.S.A. the chief man;* 
ment accountiiig executive is called controller or comptroller. In U 
Corporations there is another post called treasurer to take care of fii 
tions like investment, borrowings from banks, provision of capital, ere 
investigation and collection of book debts. In our country we do 
have a comparable post. The Controllers Institute of U.S.A. 
recommended the following organisation status of the Controller. 

(a) The controller should be an executive officer at the policy-ma 

level responsible directly to the chief executive officer of the business. ' 
appointment or removal should require the approval of the Boar 
Directors. a 

■ ■ , , , 

(b) The controller should be required by the Board of Direefo (o; 
present directly periodic reports covering the operating results andli 
cial condition of the business, together with such information as it 
request. 

\ 

(e) The controller should preferably be a member of the Bo 
Directors, and dll other top policy-making groups. Attheipinta , 
should be invited to attend all meetings of such groups with the ri 
be heard. 
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j Regardless the differences in the position of the controller in the 
•organisation, normally he performs the following functions* ; 

1. To establish, coordinate, maintain, and through authorised 
management, an integrated plan for the control of operations. Such a 
t)fan would provide, to the extcmt required in the business, cost standards 
expense budgets, sales forecasts, profit planning and programmes for 
bapital investment and financing, together with the necessary procedures 
to effectuate the plan. 


j 2. To measure performance against approved operating plans and 
, standards, and to report and interpret the results of operations to all 
levels of management. This function includes the design, installation and 
maintenance of accounting and cost systems and records, the detennina- 
lion of accounting policy, and the compilation of statistical records as 
required. 

3. To measure and report on the validity of the objectives of 
'he business and on the effectiveness of Us policies, organisation struc* 
■ ■* 'r '■ ’ ' *•' * t’ . * objectives. This includes consul* 

’ ■ ■ ■ ‘ «i • gement responsible for policy or 

* ' v ' , ■ ■ * • peration of the business as it rcbles 

to the performance of this function. 

y 4; To report to ‘'ov»*rnmeot agencies, as required, and to supervise 


' ■ i, ■ ' report on the effects of externa) influences on 

• ' •** r**'**' business. This function includes the 

• •' • ■■ • social forces and of governmental 

j .. of the business. 

6. To provide protection for the assets of the business. This func* 
jon includes establishing and maintaining adequate internal control and 
r.udiline. and assuring proper insurance coverage. 


Ilf a Controller 


iuc most well-known and authoriutivc collection in this direction is 
[hat of the Controllers loslilutc of America who has defined the duties of 
[he controller as below : 

i • 1. The installation and supervision of all accounting records of the 

jorpo ration. 

; 2. The preparation and irAerpretation of the fraaticial statement 

ind report of the corporation. 

‘ 3. The continuous audit of all accounts and records of the corpora- 

ion, wherever located. 

4, The compilation of production costs. 

* 5. The compilation of cost of distribution, 

j 6. The taking and costing of all physical inventories. 


Controllers Institute CcaimUlec on Ethics and Suadsfds (Ccavo.’- 

Ur, Vol. 20), quoted In AccouniafU's tiaiwok, Qp. eu , p. 
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7. The preparation and filing of tax returns and the supervision of 
ali matters relating to taxes. 

8. The preparation and interpretation of all statistical records or 
reports of the corporation. 

9 The preparation, as budget director, in conjunction with otter 
officers and department heads, of an annual budget covering all activities 
of the corporation, for submission to the Board of Directors prior to the 
beginning of the fiscal year. The authority of the controller, with respect 
to the veto of commitments or expenditures not authorised by the budget 
shall, from time to time, be fixed by the Board of Directors. 

10. The ascertainment currently that the properties of the corpo- 
ration are properly and adequately insured. 

11. The initiation, preparation and issuance of standard practices 
relating to all accounting matters and procedures and the coordination of 
systems throughout the corporation, including clerical office methods, 
records, reports and procedures. 

12. The maintenance of adequate records of authorised appropria- 
tions and the determination that all sums expended pursuant thereto are 
properly accounted for. 

13. The ascertainment currently that financial transaefions covered 
by minutes of the Board of Directors and/or the Executive Committee are 
properly executed and recorded. 

14. The maintenance of adequate records of all contracts and leases. 

15. The approval for payment (and/or countersigning) of all 
cheques, promissorj' notes and other negotiable iiistruments of the corpo- 

. ration which have been signed by the Treasurer or such other officers as 
»haU have been authorised by the by-laws of the corporation or from time 
time designated by the Board of Directors. 

16. The examination of all warrants for the withdrawal of securities 
from the vaults of the corporation and the determination that such with- 
drawals are made in conformity with the by-laws and/or regulations esta- 
blished from time to time by the Board of Directors. 

17. The preparation of approval of the regulations of standard 
practices required to assure compliance with orders or regulations issued 
by duly constituted governmental agencies. 

Management Information System (MIS) 

With tfic development of management science and the advent of 
computer, management information system has come into vbgue^ 
Management information system is concerned with the. generation of 
economic data and making it available to the management and-not merely 
the accounting information. It is for this reason that MIS. i? designed and 
improved by a group consisting of a management accountant, operitions 
research expert, economist and data processing manager. This group is 
usually designated as the management services groiip.- 



Cbapier 9 /TIm Natott ot Manatamant Accovatlac 


FS\-5«- 


Robert Anthony divides the managerial activity broadly into strate- 
gic planning, management control, and operational control. While the 
top management is concerned with the first two aspects the middle 
management is concerned with the third aspect. Information system 
must be built up to meet all the requirements. Strategic planning deals 
with introduction of new product, chanpng the technology, and planning 
to meet market competition. Management control is ■usually e;seicised 
through the techniques of budgetary control and standard costing. 
Operational control is concerned with aspects of inventory control, 
collection of book debts etc. which provide the possibility for program- 
med decisions. In matters coming under managerial control, manage- 
ment has to exercise its judgment. 

With the advent of MIS the management accountant faces a challenge 
from other professionals like oprations research expert and computer 
professionals. There is already a controversy as to who should head the 
MIS group. The management accountant has to reorient himself to the 
new tasks, otherwise., the dominant position he has enjoyed hitherto 
may be lost to others. 

ASSIGNMENT MATERIAL 


Questions 

1, Explain the term “Management Accounting*’, and sbte what do 
you consider to be its mam objectives. 

2. Set the main headings under which accounting information 
should be supplied to the management and indicate how the 
accountant arranges for the compilation of his information. 


3. 


4. 


What do you undersund by “Management by exception” 1 
How' ' • '* ...» assist 

in ens ■ ' ' iiiaied 

and o, • 
cxamflles. 

Why is it necessary to make a distinction between management 
accounting and general financial accounting ? 


5. Management accounting should be restricted in scope to Inlernal 
measurement which can be expressed in terms of money. Do 
you agree with this statement 7 Why ? 


6. “ Financial accounting focus primarily onporf events that 

have resulted in business iransaclions.” 


(<7) How does (his focus of attention difier from that of mange- 
rial accounting ? 

(b) If financial accounting deals largely vfith past events, why 

do ^fficulties arise in choosing from alternative measure- 
ment rules 7 , 

(c) It has been contended that every single measurement which 
appear! on a statement of financial position is based upon 
some assumption about the future. If financial accounting 
deab with past events, h sw can this be »rue ? 
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7. What is mangement by exception ? How does accounting assist 
in this process ? Should all exceptions be reported for manage- 
rial consideration ? What criteria should be laid for selecting 
which exception to report, if not all ? 

8. How does controllership serve management ? 

9. The accountant’s record-keeping function has been regarded by 
many as “necessaiy evil”. If the art of management is essential 
and enduring, is there any real need for the management 
accountant’s function ? 

10. Distinguish between financial and managerial accounting. Why 
is it useful to make such a distinction ? 
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Marginal Costing and Profit Planning 


Whit is Marginal Costing ? 

We have seen earlier that the main role of management accountant 
is to assist the management to take decision. Decision-m^ing is 
essentially a process of choosing between alternatives. Marginal costing 
helps the manager by providing information regarding economic 
differences pertaining to several alternatives. Marginal costing may be 
considered as the core topic of the subject of management accounting and 
is a very useful technique for profit planning. As a 'technique of costing 
it can be applied to all types of industnes irrespective of the method of 
costing applicable to the particular Industry, v/r., job costing or process 
costing. 

If we want to understand the concept of marginal costing we should 
stort our discussion with the behaviour of costs, particularly in the 
short term. There are some costs which are tlme>based and do not respond 
to changes in output. Rent is the best example of this type of cost. It is 
generally expressed as so much per unit of t.ime. So the change in this 
cost is in proportion to the length of time involved. Such costs are 
known fixed costs. There are other costs which respond to changes in 
output only. Material is the best example of this type of cost. It is 
generally expressed as so much per unit of output. So the change in the 
material cost is^ in proportion to change in the level of activity. Costs 
which are activity based are known as variable costs. There are some 
costs which respond to changes in output but not in direct proportion. 
Such costs arc neither wholly fixed nor wholly variable. These are 
to as semi-yariabic or semi-fixed. Costs like supervisors’ salaries, 
maintenance, depreciation, telephone bills are examples of 
‘ . nc and activity. For our analysis, it is 

I ; ■ • • nd variable components of such expenses 

‘ .all costs into two categories, v/;., fixed 


!?• ** relevant to give the definitions of marginal cost and 
marginal costing. 

amount at any given volume of output by 
or changed if the volume of output is increased 

'■>« is inKisurcd by the total 
variable cost attnbutablc to one unit.” (I.C.M.A., London) 

mca«Stoa^SdleXTartiX “ the aggre^tc of vatiable cost. 

7’(*3-t!0JlM3)' 
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“Marginal costing may be defined as the technique of assigning 
variable costs only to get units, the fixed costs being written off against 
the total contribution of the products and services sold by the enter- 
prise.” 

Marginal cost distinguished from other terms 

There is difference in the sense in which marginal cost is used by the 
economists and the management accountant. For an economist it is the 
difference in total cost arising as a result of producing one more unit. 
For the management accountant it may be the variable cost of one unk or 
one project or the variable costs relevant to several alternatives. Marginal 
cost is referred to as direct cost by the American accounting profession 
and therefore in American books one finds a chapter on ‘direct costing’ in 
the place of ‘marginal costing’. 

Differential cost distinguished from marginal cost. People often confuse 
marginal costing with differential costing. These two are, however, entirely 
different concepts. Differential costing is a technique used in decision-mak- 
ing in which differences of cost and income relevant to several alternatives 
are considered. This w’ill help to select the alternative which is most profit- 
able among the several* alternatives. Differential costing is wider in scope 
than marginal costing. In the words of Harper, “marginal costing is merely 
a special application of differential costing”. While in marginal costing 
the assumption is that fixed costs remain unchanged, under differential 
costing there is no such assumption. Therefore, differential costs may 
include both fixed and variable costs. 


Relevant costs distinguished from marginal costs. Homgren in his 
book ‘Introduction to Management Accounting’ has recommended the 
relevant cost approach to special decisions such as adding products, 
selecting equipment, make or buy. sell immediately or process further and 
the like. In such situations “the relevant information is the expected 
future data that will differ among alternatives”. If the management has two 
alternatives, costs that are common to both the alternatives are not 
relevant. It is only the costs that differ among alternatives that 
arc relevant for decision-making. According to him all historical costs 
are not relevant costs as decision-making is about future. However, past 
costs may become the basis for considering future data. Infomal 
analysis the exclusion of irrelevant costs improves the clarity of reports. 
As we \yill see later, relevant cost approach can be combined with 
contribution approach to solve a vast range of managerial problems. 
Relevant costs, however, may include fixed as well as variable costs and, 
therefore, are akin to differential costs and not marginal costs. 


Marginal costing and absorption costing 

For marginal costing purpose costs are classified as fixed and vari- 
able and the latter alone are charged to cost units. Under functional 
approach costs are classified as manufacturing, selling, administration, 
etc., and the cost units bear both fixed and variable costs. Under 
absorption costing, cost units are charged with total costs, ».e., both fixed 
and variable. ’ 
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Tie Mathematics of Margloal Costing 

Under absorption costing sales minus cost given us the profit, 
stncc cost includes all the costs. This may be expressed symbolically 

S-T«P 
where S « Sales 

T — Absorption cost or total cost 
P Profit 

Under marginal costing sales minus margtntil cost is not equal to 
profit since in the marginal cost we have not included the whole range of 
fixed costs. So a new term known as ‘contribution* is used to express 
the difference between sales and marginal cost. Profit ts the difference 
between contribution and fixed costs. If the contribution is equal to 
exprenses, it repesents the zero profit points. If contribution is less than 
fixed expenses It is a case of loss. We can restate the rclationsbip using 
symbols 



S-M *= C 

...(0 


C-F«P 

...po 

or 

C«F + P 

...(/;/) 

where 

M s Marginal cost 

C CootributiOD 

F «» Fixed cost 



Substituting the value of C in equation (0 

S“M » F+P •••(/») 

dr S - M — F «= P -W 

Equations (fv) and (v) are referred to as marginal costing equations. 
Presentatioo of Accounting Information Under Marginal Costing 

For each product of activity, marginal costs alone arc deducted 
from sales to arrive at the contnbution. The contribution of different 
products merges into a fund from which the fixed expenses are subtracted 
to determine the profit. Since the word contribution is most important 
in decision-making, this techniques is also referred to as contribution 
approach. 

Illustration 1. From the data given below prepare the profit state- 
mcilt ofSathya Ltd., using— 

(a) Absorption costing 

(b) Marginal costing. 


Direct material 
Direct labour 
Variable overheads 
Fixed overheads 
Sales price 
Production and sales 


Product 


ABC 
Rs. Rs. Rs. 

5 3 2 

4 2 2 

3 1 1 

4 3 2 

20 8 10 

8,000 6,000 5,C00 
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There was no under or over-absorpUon of fixed overheads at this 
level of activity. 

Solution : 


(fl) Under absorption costing 



Products 

Total 


■1 

B 

c 


Direct Material 

Direct Labour 

Variable Overheads 

Fixed Overheads 

Rs. 

40.000 

32.000 

24.000 

32.000 

Rs. 

. 18,000 
12,000 
6,000 
18,000 

B 

Rs. 

68,000 

54.000 

35.000 

1 60.000 

Total (absorption) Cost (T) 


54,000 

35.000 

■ 2,17,000 

Sales (S) 

Profit (S-T) 

1,60.C00 

32,C0D 

|[h 

50.000 

15.000 

2.58,000 

41,000 


Figures in brackets indicate loss. 


(h) Under marginal costing 


Product 


Less : Fixed expenses 
Profit 



A 

B ] 

*1 

C 


Sales (S) 
Marginal Costs 
Direct Materia] 
Direct Labour 
Variable 

40.000 

32.000 

1,60,000 

18,000 

12,000 

48,000 

10,000 

10,000 

50,000 

68,000 
54,000 ! 

2,58.000 

overheads 

Contribution 

24,000 

96,000 

6,000 

36,000 

1 

5.000 ! 

25,000 

35,000 

1,57,000 


64,000 


12.0C0 


25.000 

1 

1.01,000 


Total 


60,000 

41,000 


Rs ^fgnnn Cost = Contribution 

2,58,000 - Rs. 1,57,000 = Rs. i oi 000 

(n) Contnbution — Fixed costs = profit* 

Rs ^01 000- Rs. 60,000 = r, ^.OOO 

Profit - Sales - Marginal cost - Fixed costs 
Rs. 41,000 = Rs. 2.58.000 - Rs. 1.57.0^ ^^;:. 60.000 

COST-VOLUME-PROFTT ANALYSIS 
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in volume of activity, as a result or expansion or contraction. Expan- 
sion may arise due to market factors or the addition of a pri^uct lino 
because of the availability of spare capacity. Likewise, management may 
be interested in dropping a particular product which has high cost struc- 
ture and/or poor market demand. In all these cases management can 
take decisioi only on the basis of an analysis of how costs, revenues 
(sales) and profit respond to changes tn volume of activity. Managen can 
decide the optimum level of activity only on the basis of cost-volume-profil 
analysis which is very essential in the context of profit-planning. This 
topic is discussed under marginal costing for the simple reason that in 
many cases the costs that are relevant to the cost-volume-profit analysis 
are the variable costs. 

Sreak-even analysis 

People oAen use the two tenns cost-vdlume-profit analysis and 
break-even analysis interchangeably. This is patently wrong. We may 
consider the break-even point as the starting point of our. discussion. 
Break-even point is the level of activity expressed either in terms, of units 
or sales rupees, at which the firm breaks even. /.e., neither makes profit 
cor Joss. In other words, it is the zero profit point. No Srm plans to 
operate at zero profit point. But a knowl^ge of this point is vital to 
the management and provides the necessary insight to the management 
in the matter of planning the profit of the enterprise. 

We shall recall the marginal costing equation which we have 
discussed earlier. 

S-V « F-i-P 

Since at break-even point profit (P) is equal to zero, 

S-V = F 

or C = F 

In_ other ‘ V r r 

oqual fixed exp ■■ • 
enterprise mak ■ , 

fixed expenses it results in loss, 
study on this topic. 

Calculation of Break-rren point (B.E.P.) There are different ways 
of calculating BE.P. These can be better understood by working out a 
simplified illustration. 

Illustration 2. Ram manufactures shampoo which he fills in a 
standard size pack for marketing. The following are the details. 


Selling price 

Rs, 20 

Variable costs 

Rs. 12 

Afonifily fixed expenses 


Rent 

Rs. 8,000 

Salaries 

Rs. 7,000 

Others 

Rs. 5.000 


• ‘ products must 

• . • *5 : «ed expenses the 

• , I jution is short 

This knowledge is basic to all further 


Rs. 20,000 
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Calculate (1) the number of bottles he should sell in order to break 
even and .(2) the sales in rupees required in order to break even. 

The problem can be solved in three ways. We shall illustrate all 
the methods. . 

1. Contribution approach. This is a common-sense approach. As we 
see from the data given each bottle of shampoo gives a contribution of 
Rs. 20— Rs. 12= Rs. 8. The total contribution required to break even is- 
the sum of fixed expenses, viz., Rs. 20,000. 

Number of packs to be sold = 20,000/ Rs. 8 = 2,500 

B.E. sales (in rupees) = 2,500 X Rs. 20 = Rs, 50,000 

2. Profit-volume ratio. - This is a very important tool which we will 
be making use of frequently and expresses the rclalionship of contribution 
to sales. Stated precisely, it is the ratio of contribution to sales. Symboli- 
pally, 

P/V ratio = C/S 

Since C = S— V, it can also be stated as 

S-V 

S 

In the given case P/V ratio works out to Rs. 8/Rs. 20 or simply 
2/5. What does it mean ? It means that for every Rs. 5 of sales there 
will be contribution of Rs. 2. Therefore given the sales and given the 
P/V ratio one can easily find out the total contribution. Expressed in 
formula, 

Contribution = Sales X P/V ratio 

From the above it also follows that required sales for a given 
contribution can be calculated by the formula 

(Required) sales = ilg^gg> 

^ . P/V ratio 

As we have already stated, for the zero profit point the target 
contribution must equal fixed expenses. So we can rewrite the formula- 
as 


B.E.P, (sales) 


_ Fixed expenses 
~ P/V ratio 
Now applying the data given in the illustration 
S-V Rs. 20- Rs. 12 


P/V ratio- 


Rs. 20 


= ;r^Or 


B.E.P. Sales (in Rs.) - 3^. 20j)0 0 JO.OOO 


8 
20 
X 5 


2 _ 

5 


2/5 

=Rs. 50,000 

Check. For sales of Rs, 50,000 the total contribution! will be 
Rs. 50,000 X 2/5= Rs. 20,000. Since Rs. 20,000 is S^t eSt^ 
expenses, this represents the zero-profit point. TWs method, however, 
cannot be applied to determine the B.E.P, in terms of uahs. 
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th^ tecfioJqne. Tbe problem can also be solved by mine 

the raargjflal costing equation S-Y « F + P or S « P+F+V ^ ® 


Let X be the number of units to be sold to break even. Then, 
Rs. 20X =» Rs. I2X + Rs. 20,000 + 0 
Rs. 8X « Rs. 20,000 




2,500 Units 


• v?'® ’’" (n"P«s) can be oblained by Mpressine He 

vanable costs as a percentage or ratio of sales. In the given illusiraiioa 
costs work out to 60% ot OS of sales. 


Let X be sales jo rupees needed to break even. 
X==0’€-h Ks. 20,000 + 0 


0-4 X «= Rs. 20.000 Of A' Rj. 50.000 

0 4 


The student may understand that 0*4 is tbe same as 2J5 which is the 
P/V ratio. 

BRWR.EVEN CHART 

r r Vr f“ -u-' Kf /»*♦.««{«•(» witb the help of break* 

^ ?" ! ^'Vf ft. • . . f .1 .. .*••«■••■ of cost volume. 

;■ • I », •••. • • ,* activity either m 

units or as a percentage of normal operating capuiii>. If for example, 
1 ,00,000 units is tbe aoraal operating capacity, we may take the scale oa 
X-axis as I' «* 10,000 units or I’ «= 10 % of activity level. On T^axii 
are shown fixed costs, variable costs, total cost and sales. The break<evea 
chart may he drawn in any of the two ways shown below. 


First method 


(n) As the sales and cost lines are straight lines (assumed) we 
require at least one point to draw these lines. Let us assume * wles 
volume of 4,000 units and plot the point for sales at 4, OOOxRs. 20,/.e., 
Rs. 80,000. The sales revenue line starts from the origin as a straight 
upward sloping line. 

(b) Draw the fixed cost line at Rs. 20,000 and this will be parallel 
to vertical axis. 


(c) If sales volume is 4,000 units, the s'ariaWe expenses work out 
to Rs. 48,000 and the total cost will be Rs. 68,000. Plot the point for 
4,000 units and Rs. 68,000. A straight line is then drawn from t/>i* PO'Ot 
10 the point at which the /ixed cost line intercepts the vertical axis. This 
line represents the total cost line. 

(</) The break-even point is the point at wfskh the total »st Imc 
intersects the sales revenue Hoe. Because M that point the lotal coiM 
ate equal to total sales resulting in aero-profit position. B.*yondmtf 
poiol »alM lint iJ above Ibc roil line ihowng tbe loti 

left cf the point the cost line is above the sates line indicating the loss 
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pROP/r 

(Rs-tLOOC) 


WJHABUE 

COSTS 



500 


WOO ISOO 7,000 ZSOO 3JXX> 3S00 AOOO • 

uurrs oPoinPUT 


Fig. 1. Bteak-evep chart 

Se-xisd method : 

la the second method, the variable costs arc shown first and the 
fixed costs are superimposed over the variable costs to form the total 
cost line. The diagram will appear as under. 
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.* chart is better than the one shown under the first Detbod. 

since It cJcarly indicates fh’f »a«» a. , i - 

K Jess than fixed costs. ?'■ .. ■ ■■■ I'-'-t, 

costs are recovered. Tt- •' •? .. •• 

Adranfages of fireak^erco Chart 

I. From the chart one can ascertain the total cost and sales for 
any^ level of activity. The composition of total cost, he., fixed and 
viable costs and the latter by elements of cost is available from the 
chart. 

^ 2. Since total cost and total sales are known at any level of 
activity, the chart helps us to ascertain the profit or loss at any level. 
In case of jbat the contribution is not 

* • inagement to initiate necessary 

centre ■ • tool for control and reduction 

of costs. 


3. The ascertainment of break-even point is useful to the managers 
as activity below that level results id loss. This indicates the lowest 
level to which activity can drop without endangering the position of the 
company. This is a useful starting point for an in-dcpih analysiiof 
cost-volume-profit relationship. 

4. The chart also indicates the margin of safety (Nf/S). It ii the 

r“‘"t * '■ rf 1 , ^ i r *1 ••••: 5 • X' ; o also 

!»? j ' r I' .• * • *• h .r !• 1 ••• i ' fiaed 

es '* '?■, 'f , .r.r . • •! *.* • . 

I ■?«! jsf i • X* rr :■ r : • • ; , . : i s;' r\‘! ' r , * • 


Profit a= 
/. M/s » 


M/S XP/V Ratio 
Profit 
P/V Ratio 


5. Angle of incidence is also disclosed by the break-even chart. 
This is the angle at which the sales line cuts the total costs line. The 
larger the angle the higher the profit rate. A firm having high ma^n 
of safety and also a large angle of incidence makes very nigh profits. 
Capital-intensive industries will generally have a high break-even pomt 
but possess a large angle of incidence. 

Illustration 3. Two businesses A.B. Ltd. and C.D. Ltd. sell llw same 
type of product in the same type of market. Their budgeted Profit and 
Loss Accounts for the year endiag 1983 are as follows : 



A.B. Ltd. R$. 

C.D. Ltd. Rs. 

Sales 

Rs. 

1,50,000 

R$. 1,50,000 

Less : Variable costs l,20,0CO 


1,00,000 

Fixed costs 

15,000 


35,000 



-1,35,000^ 

1 1,35,000 

profit budgeted 


15,000 

15.000 
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You are required to ; ■ 

(a) Calculate the break-even point of each business ; . 

lb) Calculate the sales volume at which each of the business will 
earn Rs. 5,000 profit ; and 

(c) State which business is likely to earn greater profits m conditions 
of : 

(i) heavy demand for the product ; 

O'O low demand for the product. 

Give your reasons. {I.C.M.A. Inter.) 


Solution ; 

(0 Break-even point : 
AB Ltd : P/V Ratio = 

F 

.. xj.c.r. p/v Ratio 


Rs, 30,000 
Rs. 1,50,000 
15,000 
1/5 


5 


^ = Rs. 75,000- 


CD Ltd : P/V Ratio = 
F 

P/V Ratio 


Rs. 50,000 1 

Rsx 1,50,000 3 

35,000 35000X3 

1/3 1 


= Rs. 1,05,000 


(fi) Required sales volume to earn a profit of Rs. 5,000 : This can 
be ascertained in each case by calculating the required contribution anf 
dividing the same by P/V Ratio. Required contribution is fixed expenses 
plus profit. (In case of loss it has to be subtracted). 

AB Ltd Required contribution = Rs. 15,000-f Rs. 5,000 = Rs. 20,000 

Sales required — = Rs. 1,00,000 

IJJ 


CD Ltd : Required contribution = Rs. 35,000-}-Rs., 5,000 = Rs. 40,000 
Sales required = — Rs, 1,20,000 

{Hi) During conditions of heavy demand company CD Ltd, is 
likely to make higher profits, than AB Ltd. Although it has a higher 
jb.S.P. it has a very favourable angle of incidence. Its P/V Ratio is 
1/3 which means for every sales of Rs. 3, there will be a contribution of 
Re. 1. During a period of low demand, company AB Ltd. is likely to 
make higher profits as it has a lower B.E.P. due to smaller amount of 
fixed expenses. 

Limitations of Brcak-Even Charts 

(1) Break-even chart is drawn on the assumption that all production 
is sold. In reality one has to reckon with building up and running down 
of slocks. 

(2) The chart is drawn on the assumption that fixed costs remain 
the same at all levels of activity. This again is not true. May be for 
changes within ± 20 per cent change of activity the assumption will hold 
good, but not beyond that range. 

(3) Linear relationship is assumed between sales and units sold 
on one hand and variable costs and units produced on the other. In 
reality selling prices change when more output has to be sold. Likewise, 
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even points as shown inlLXramtfow ' ** ''''“ " 



% ACTIVITY 
Fig. 3 Bf«ak<vta ch«rt 

(4) Break-even chart holds good only for the set of data given. 
More charts should be drawn if one wants to undintand the effect off 
change in selling price and/or costs. 


7SX)00 

70.000 

05.000 
€ 0.000 

55.000 
^ 50,000 
^ AS.OOO 



CASH Bf(CAK-£V£N PONT 
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Chapter 10/Marginal Costing and Profit Planning. 


You are required to : \ 

(a) Calculate the break-even point of each business ; 

(b) Calculate the sales volume at which each of the business will 

earn Rs. 5,000 profit ; and . 

(c) Slate which business is likely to earn greater profits m conditions 

of : 

(/) heavy demand for the product ; 

(i7) low demand for the product. v 

Give your reasons. (I.C.M.A. Inter.) 


Solution : 

(i) Break-even point : 
AB Ltd : P/V Ratio = 

B.E.P. = p/v Ratio 


Rs. 30,000 
Rs. 1,50,000 

_ 

1/5 


JL 

5 

Rs . 15,000X5 
1 


= Rs. 75,000' 


CD Ltd 


P/V Ratio 
F 


Rs. 50,000 
Rsi 1,50,000 
35,000 


= J_ 

3 

35000X3 


(if) Required sales volume to earn a profit of Rs. 5,000 : This can 
be ascertained in each case by calculating the required contribution and 
dividing the same by P/V Ratio, Required contribution is fixed expenscs- 
plus profit. (In case of loss it has to be subtracted). 

AB Ltd : Required contribution = Rs. 15,000-fRs. 5,000 = Rs. 20,000 

.*. Sales required = = Rs, 1,00,000 

1/0 

CD Ltd : Required contribution = Rs. 35,000-fRs._ 5,000 — Rs. 40,000 


Sales required 


Rs. 40,000 
1/3 


= Rs. 1,20,000 


(in) During conditions of heavy demand company CD Ltd. is 
likely to make higher profits, than AB Ltd. Although it has a higher 
b.E.P. it has a very favourable angle of incidence. Its P/V Ratio is 
1/3 which means for every sales of Rs, 3, there will be a contribution of 
Re, 1, During a period of low demand, company AB Ltd. is likely to 
make higher profits as it has a lower B.E.P. due to smaller amount of 
fixed expenses. 

Limitations of Brcak-Even Charts 

(1) Break-even chart is drawn on the assumption that all production 
is sold. In reality one has to reckon with building up and running down 
of stocks. 

(2) The chart is drawn on the assumption that fixed costs remain 
the same at all levels of activity. This again is not true. May be for 
changes within ± 20 per cent change of activity the assumption will hold 
good, but not beyond that range. 

(3) Linear relationship is assumed between sales and units sold 
on one hand and variable costs and units produced on the other. In 
reality selling prices change when more output has to be sold. Likewise, 
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'ariablfi costs may not always vary proportionately. In the absence of 
incar behaviour between cost and sales there may be two or more break- 
:ven points as shown in the diagram below. 



(4) Break-even chart holds good only for the set of data given. 
More charts should be drawn if one wants to understand the effect or 
change in selling price and/or costs. 
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(5) Break-even chart is not the sole method of presenting cost- 
volume-profit relationship. It can be presented in the form of a statement 
and sometimes for decision-making comparative statements of dioerent 
allernalives are more helpful than the charts. 

VARIATION OF BREAK-EVEN CHARTS 
(/) Cash break-eren chart. This chart helps the manageinent to 
know the point at which cash breaks even, I'.c., the point at which cash 
inflows from sales are sufficient to cover all costs requiring cash payments. 
This chart does not take into account fixed costs which do not result in 
cash outgo like depreciation and deferred expenses. The chart is drawn 
in the usual way by taking into account cash fixed cost and cash total 
cost. The diagram is given on page FSA-347. 

(i7) Analytical Break-even chart. In this chart the variable costs 
arc split by elements and likewise profit wedge is split into the differrat 
appropriations. Such a break-even chart is helpful for managerial 
.analysis. 

y 


Taooo 


60,000 

55.000 
"2 S0,000 
^A5.000 

^ ao,ooo 
S 35 , 

9 30,1 

25.1 

^ J?0,000 
^ 15,000 
10,000 
5,000 

^ looo 1,500 zooo 1,500 3 <000 ^500 a,6oo 

wrrs OP OUTPUT ' 

Fig. 5. Analytical Break-even Chart 
(///) Multiple Product Break-even Chart. This is a chart draw 
when the firm is producing more than one product. The folloivlag si 
the steps involved in drawing such a chart. 

(a) Plot the fixed cost line first. 

(b) Plot the contribution of the product with the highest P/V rat: 
upon its normal level of sales, followed by other products in that orde 
The contribution is cumulated for this purpose. 
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(c) The origin is then connected to the end of the line last plotted. 
The hne so drawn represents the average contribution slope. The point 
at winch this average line intersects the fixed cost line rcprcscots the 
B.E.P. 

lUostratlon 4. The budget of Graphics Ltd. includes the following; 
data for the forthcoming financial year. 

(fl) Fixed expenses Rs. SOflOO 

(6) 'Contribution per unit — 

Product A Rs. 5 

Product B Rs. 4 

Product C Rs. 4 

(c) Sales forecast 

Product A 2,000 units at Rs. 10 each 
Product B 10,000 units at Rs. 10 each 
' Product C 5,000 units at Rs. 20 each 
You are required to draw a multiple product break*cvca chart 
aAcr calculating the respective P/V Ratios. 


Solntion 


Product 

SaUs 

flVJtallo 

Contribution 

CurnuJative 

A 

20.000 

50% 

10,000 

10,000 

B 

LOO.OOO 

40% 

40.000 

50,000 

C 

1,00,000 

20% 

20,000 

70,000 









o 


' Si?^§^ 


?5r,.\:as Profit Graph 


asnafictures a single product wm 
^^.,%pMat,i3S a maximum capacity of 
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20,000 units per annum at which wi „ . 

the P/V Ratio is 20%. New plant if to bl'nSis'f 

capacity of 30,000 units per annum bw Ewu “ '”a»taum 

being increased by Rs. 15,000 4? anmm '-I! P"* “«» 

by Rs. 4 per unit and to aehieve increased sales '"l“«d 

to be reduced by Rs. 4 per unit. ^ selling price is also 

Required : 

the new p“' -«o as a result of the purchase of 

produced Sng'f'he tVpTmf'toVelV/ iL«ea«fn 
■with maximum production using tbi old pUnt. ' ” 

Solution : 


(/) Revised P/V Ratio : 

Saks at existing plant capacity « 20,OOOxRs. 20 = 4,00 000 
Contribution “ Sales x P/V Ratio 

« Rs. 4,00,000x 20% »R$. 80,000 
Profit on sales = 20,000 x Rs. 1*50 « Rs. 30,000 

Fixed expenses (Current) R$. 50,000 


Variable cost per unit «» Sale Price— Cootribulioa 
« 80% of sale price 


Revised sales price =Rs. 20— Rs. 4 =»R$. 16 
Revised variable cost «= Rs. 16— Rs. 4 = Rs. 12 
Revised P/V Ratio = C/S =» 4/16 » 25% 

(it) Safes required to increase current profit by 50 % : 
Current profit *= 30,000 

Add : 50% increase desired = /6>000 


Required profit 
Add : Fixed expenses 
(Rs. 50,000+Rs. 15,000) 


Rs. 45.000 
Rs. 65,000 


Required (or target) Contribotion 


j c . P^.il red Contribution 

Required Sales « Revised P/V KatiT 
= Rs. 4.40,000 


Rlaslration 6. 

Given ; 

Period I Sales Rs. 30,000; 
2 Sales Rs. 38,000 ; 


1 , 10,000 


Profit 8.W0 

Profit 25,000 • 
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Calculate : , 

(a) the C/S ratio ; 

(fi) the profit when sales are Rs. 24,C00 

(c) the sales required to earn a profit of Rs. 4,000. 

Solution : 

{a) As in period 1 there is already profit, the additional contribu-, 
tion arising from additional sales results in increase of; profit. Therefore 
the increase in profit may be taken as additional contribution. 

Additional contribution = Rs. 2,300— Rs, 800 = Rs. 1,500 
Additional sales = Rs, 38,000 — Rs. 30,000 = Rs. 8,000 

„ . Rs. 1,500 3 io.’Tco/ 

C/S Ratio — j^ggooo 2 g— OJ■^875^ 


(i) Taking period I, the contribution made 

= Rs. 30,000 x 3/16 =Rs. 5,625. 

Fixed expenses = C— P 

= Rs, 5,625-Rs. 800 = Rs? 4,825 
When sales are = Rs, 24,000 
Contribution will be Rs, 24,000x3/16 = Rs. 4,500. 

Profit = C-F = Rs. 4,500— Rs. 4,825 = - Rs. 325. (loss) 


As the contribution is less than fixed expenses by Rs. 325, the jSn» 
incurs a loss of Rs. 325 when sales are Rs, 24,000. 

(c) To cam a profit of Rs. 4,000 

Required contribution = Profit+Fixed Cost = Rs. 4,000+Rs, 4,825 
= Rs. 8,825 


Required Sales 


Required Contribution 
P/V RaUo 


= Rs. 8,825x16/3 = Rs. 47,067. 

Dlustration 7. (fl) Alcos Ltd, manufacture and sell four typeis of 
products under the names A, B, C and D. The sales mix in value 
comprises 33-1/3%, 41-2/3%, 16-2/3% and 8-1/3% of products A, B, C 
and D respectively. The total budgeted sales (100%) arc Rs. 60,000' 
per month. 


Operating costs are : 

Variable Costs : 

Product A 60% of selling price 
Product B 68% of selling price 
Product C 80% of selling price 
Product D 40% of selling price 
Fixed Cost— Rs. 14,700 per month. 

Calculate tht break-even point for the products on sit- overall baiia.< 
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(6) It has bMH proposed to change the sales mix as follows the 
total sales per month remaining Rs. W,C00. liowi, me 

Product A 25% 

Product B 40% 

Product C 30% 

Product D S% 

Assuming that the proposal Is iopleaiented, calculate the break* 
even point and state the mam factor^ which contributed to the shift in 
the break-even point to the new position. 

(c) Ulustrate the effect of the above change in product mix on a 
simple profit-volume chart. [f.C. iV.A {Hnal) India] 

Solution 


Product 

Sales {%) 

yiariahle Cost 

Centrlbu. 


Rs. 

Rs. 

Hs. 

A 

20,000(33-1/3 

12,000 

8,000 

B 

25.000(41-2/3) 

i?,W)0 

8,000 

C 

10.000(16-2/3) 

8.000 

2,000 

B 

5.0«H%-l/3) 

2,000 

3,000 

Total 

60,000 

39,000 

21,000 


B.E.P. (On overall basis) 

(&) 


Rs. U.700 
21/60 


. Rs. 42,000 


Product Sales (%> VatJaHe Cc» Conirilmihn 



Rs, 

Rs. 

Rs. 

A 

I5.0C0 Oi) 

9,000 

6,000 

B 

24,000 (40) 

16,320 

7,680 

C 

18,000 (30) 

14,400 

3.600 

D 

3,000 (5) 

1,200 

1,800 


60,000 

40,920 

19,080 


B.E.P. (on overall basis) 


Rs. 14,700 
318:1000 


X Rs 46,223. 


There is an increase in 

ihart of products X, B and D with “ Ih: rwh.-d Sh-imx. 

for the product C which has a lower P/V ratio, ifl 
The student is advised to attempt the bit ( )• 

APPLICATIONS OF MAKGINAL COSHi 
l.PruElPhnnIng _ tets pdhsUr Irsri 

^Pitht planning an enterpnw cwd proTs 

of profit and explores the various ^teratives 
7B{«-t3o;iS33) 
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The various alternatives are reduction in fixed and variable costs, increase 
in sale price and/or sales volume, etc. In profit planning the management 
may have to contend with certain constraints such as the operating 
capacity, sales price because of competition, etc. Given the’ constraints, the 
management must explore the other alternatives to achieve the desired 
level of profit. 

lUastrafion 8. ABC Ltd. manufactures a single product for which 
demand exists for additional quantity. Present sale of Rs. 60,000 per 
month utilises only 60% capacity of the plant. Sales manager assures 
that with a reduction of 10% in the price he would be in a position to 
increase the sale by about 25% to 30%. 

The following data are available 

(a) Selling price Rs. 10 per unit 

(b) Variable cost Rs. 3 per unit 

(c) Semi-variable cost Rs. 6^000 fixed plus Rs. 0*50 per unit 

(<0 Fixed cost Rs. 20,000 at present level estimated to be 

Rs. 24,000 at 80% output. 

Determine the percentage increase in output which will be required 
to maintain present profit margin at the proposed selling price. 

(LC.W.A. Final Dec. 1980 Modified) 

Solution 

(0 Current operating profit : 


Sales ; 6,000 units @ Rs, 10 each 

Less: Variable Cost 

18,000 

Rs. 

60,000 

Variable element of semi-variable costs 

3,000 

21,000 

Contribution margin 

Less : Fixed element of semi-variable cost 

6,000 

39,000 

Fixed Cost 

20,000 

26,000 

Operating profit 


13,000 


(») Using the marginal cost equation 

S V — . F = P or 

+Ff the problem can be solved. 

... Let A be the number of Units produced and sold at the proposed 
r 1 Tsffi? ^ maintain the present level of profit of 

Then 9X = TSX -f- 26,000 + 13,000 

5'5A' = 39,000 or A' = 7091 units. 


Percentage increase in the present output : 




6000 


X100-18'IE 


on are.contemplating a reduction of price 

on their products by 10%. The following arc the particulars. ^ 
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Sales (20,000 unils) 

S 

Variable costs , , 

¥»• 1 j 15 per unit 

It IS also understood that by the us^ r>r 
wUI go down to Rs. 14 even th>ngh the Jifd variable costs 

Rs. 1,00,000. “ me Med tspenses will go up ,o 

^ (CM. fjrwl, November mi Modijjed) 

Solotion ' 


(0 Operating income at current price : 


Sales : 20,000 umts @ Rs. 20 each 

Variable cost Rs. 15 per unit 

Rx. 

4.00. 000 

3.00. 000 

Contribution margin 
Lessi Fixed expenses ' 

1.00.000 

80.000 

Operating income 

20,000 

(//) Revised profit*volume ratio : 

S — V Rs.l8-Rs.l4 4 _ 2 

S “ Rs. 18 18 9 


Required contribution *F + P 



«R5. 1.00,000 + Rs. 20,000 
«Rs. 1.20,000 


Required sales = " R>- WO") 


Number of units = 


Rs. 5.40.000^ 


^,000 units 


30 000 units must be sold in order to maintain the same 
level of profit at reduced price. 

T«.- * 434 * tM In orobkiiJ^ sometimes the student is 

asked te? rtSA F^icular level cf profit 

Ser f.. I ‘’“u ^ in6t. mSbeiJi-i4rfl’y('-'"“'”' tar rate) to 

^tar. Insuch cases profits mast o 

•a profits will be 

Rs. 1.00.0W . j, lOOoBs. 2.00.000 
50 





So in such problems tl, ■''“•ntiiiE l„r MisigoMl 

r "i^Honio. ^ 

ffttVpA°ra!So?iL'“,Sj”°S"'«^ Thelf/P™*' of fc JS JnH, 
Required sales 

— — . j -j rill 


=£ L^ed cost s -f A r,-. . 

~;Bfei2lP£ofi^ 

^/v ratio 


X4 


• " Rs. 2,70,00,000. 

n TOy be mS""'X»n« which is,r ., 

m^agement has or a part*^**'^ factor and in r. 

° other details of 

S'Wogpricc/uai, 

Mar*' '“'/anit 

'“iS^^-^oopermonrh 
Total hours avaiJabJe 
Maximum dewnr^ f 

units per month. 


Rs. 

100 

60 

5,000 


■Rs. 
SO 
60 

S.OOO 


‘o® canno. be J'°°“ ‘’■“O 2 4, 

ttc atanajemen, on ‘““n p 

““•^«S'«b,ep,p<,a„.„^ 


Rs. 

50 

20 

6.000 


2,400 
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STATEMENT SHOWING PROFITABILITY 
PER UNIT .OF KEY FACTOR 




Products 



A 

B 

C 


Rs. 

Rs. 

Rs. 

Sale price 

100 

80 

50 

Marginal cost 

60 

60 

20 

Contribution per unit 

40 

20 

30 

P/V ratio 


i/T 

3/5 

Maximum production per hour 

5,000 

8,000 

6,000 


200 

200 

200 


25 units 

40 units 

30 units 

Contribution per hour 

25 X 40 

40 X 20 

30 X 30' 


*= Rs. 1000 •=* Rs. 800 a Rs. 900 

Raokiog accordioe to 

P/V Ratio II HI I 

Racking accordiog to 
CoQtributioQ per ucit 

of key factor I HI H 

Therefore the most profitable product mix : 


Product units 

Hours 

utilised 

Contrthurion 

Bs. 

A = 2,000 units X Rs, 40 

80 

80,000 

C = 2,400 units X Rs. 30 

80 

72,000 

B = 1,600 units X Rs. 20 

40 

32,000 


200 

1,84,000 


Tutorial Note : 

If the priorities are determined on the basis of F/V Ratio, the 
contribution will be less than Rs. 1,84,0(M) 

3. Acceptance of a special Contract 

Sometimes an enterprise may reccisx an offer to buy in bulk, but at 
a price less than the total cost. Such an offer may be accepted, provided 
the price offered is more than marginal cost and the execution of the 


to shut down production for the rcjtsoD prices are below total cost. It is 

^tter to produce and sell, if the price prevailing is more than marginal 
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cost. In that event the cntctprhe will be recovering some of the fixed costs 
and thus minimise losses, although they cannot be eliminated.. Selljng at or 
even below marginal cost during short periods may become necessary in 
the following situations ; 

*(1) There arc certain industries which must be continuously run 
due to technical reasons. If such industries are shut down, the enterprise 
has to incur heavy expenditure to start production process again. So 
production must be kept going even if prices are not remunerative. 

(2) To introduce new products ot to popularise an existing product, 

(3) To sell other products in combination and when such other 
products have high profit margin. 

(4) To dispose of goods which are perishable; 

Illustration 12. A company manufactures a product which costs : 

Rs. 

Fixed per month 1,00,000 

Variable per unit 10 

The current sales arc 10.000 units per month at Rs. 30 per unit. 

0) It is proposed to sell in a foreign market where demand for an 
additional 5,000 units per month is expected at an additional shipping cost 
including duties amounting to Rs. 12 per unit. 

{//) A domestic store has offered to lake 5,000 units per month at 
Rs. 18pcr unit. Should this order be accepted in lieu of the foreign 
offer ? 


(ill) It is proposed to reduce the selling price to increase sales. ‘ The 
sales volume at various levels arc estimated to be— 

10.000 per month — Rs. 30/- per unit 

14.000 per month — Rs. 25/- per unit 

19.000 per month — Rs. 20/- per unit 

Should the prices be reduced ? What will be the effect of reduction 
on the rate of profit on sales ? ■ r ; 

Solution ; '• 


(o) Without special 

order 10,000 


units 


Rs. 

Sales 

3,00,000 

Less : Marginal cost 

1,00,000 


2,00,000 

Lessi Additional 


Shipping costs 


duties etc. 

Nil 

Contribution margin 

2,00,000 

Less ‘ Fixed costs 

1,00,000 


With special i 
order 15,000 ; 
units 
Rs. i 

4,50.000 i 
1,50,000! 

3,00,000 1 


60,000 1 


2,40,000' 

1,00,000 


Special order 
difference 

5,000 units . 
Rs. 

1,50,000 

50,000 


1,00,000 


60,000 


40.000 

Nil 


Net Operating Profit 1,00,000 


1,40,000 40,000 . 
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(^) fi'i/hout the 

order of 
Domestic Store 
10,000 units 

. Rs. 

Sales 3,00,000 

: Marginal cost 1,00,000 

Contribution margin 2,00,000 
lew ; Fixed expenses 1,00.000 


Net operating profit 1,00,000 


This order also yields the same profit as the order from foreign 
znarket. However, it is advisable to accept the foreign order, since 
sale to domestic store may depress the prices within the local market. 


(c) Sale of 10,000 

units 

Sole of 14,000 
units 

Sate of 19,000 
units 


Rs. 

Rs. 

Rs. 

Sale price 

30 

25 

20 

Sales 

3,00,000 

3,50,000 

3,80,000 

Less ; Marginal cost 

1,00,000 

1,40,000 

1,90,000 

Contribution margin 

2,00,000 

2,10,000 

1,90,000 

Less : Fixed costs 

1.00,000 

1,00,000 

1,00,000 


1,00,000 

1,10,000- 

90.000 


It is better to sell the product at Rs. 25 per unit and increase the 
sales to 14,000 units as it results in an increase in the profit by Rs. 10,000. 

lUostration 13. A T^ewritcr manufacturing company uses a part 
RQ 346 in its assembly. Annual usage is 4,80,^ units.^ Currently this 


With the order of Difference 
Domestic store S, 000 units 
JS,000 units 

Rs. Rs. 

3.90.000 90,000 

1.50.000 50,000 

2.40.000 40,000 

1,00,000 Nil 


1.40.000 40,000 


and inventory carry! ■ • . . ■ , 

department whether ■ ■ - ■ . . i . 

. vx'o/ ‘"Z. 
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i^UlUUUU . . /> j. 1 j. 

The management has to take the decision on the basis of the relevant 
costs. There is. no need to take into actount the costs that are 
common. 


0)st of components 
Ordering costs 
Storage space costs 
Carrying costs 


Without Price 
Reduction 
Rs. 

5,04,000 

420 

4,200 (1) 


With price 

Reduction Difference 
Rs. jRs. 

4,80,000 (24,000) 

140 (280) 

10,000 10,000 
12,000(2) 7,800 


Net savings in costs (6,480) 


It is profitable to accept the reduced price offer. 

Tutorial Notes 

(1) When the ordering quantity is 40,000 units the average 

quantity in stock will be — " == 20,000 units 

Carrying Cost = 20,000 X Re. I'OS X 20/100=Rs. 4,200 

(2) 60,000 X Re, 1 X 20/100 = Rs. 12,000. 

(4) Make - or - buy decisions. Management is often faced with the 
problem whether to make a component or buy from outside. The rele- 
vant costs for manufacturing the component are the marginal costs. If 
the marginal cost of making the component is Rs. 10, and the supplier is 
making it available at Rs. 12, then for every component manufactured 
internally there will be a saving of Rs, 2. This, of course, is subject to the 
condition that spare capacity is available, and there will be no increase 
in the fixed costs. If fixed costs are also to be incurred then they too 
must be considered in taking a decision. The making of the component 
should not be at the expense of some other uses of the facility. If it is 
so then the contribution from such alternative use will be lost. In such a 
.case the contribution forgone must be added to the marginal cost of the 
component. 

Blustratlon 14. Southern Motors Ltd., manufactures automobile 
parts. The following are the costs of making a component SSB 999. 


Total Cost Cost per unit 

for 1,00,000 

units Rs. Rs. 

Direct Material 5,00,000 5 

Direct Labour 8,00,000 8 

Variable Factory Overhead 6,00,000 6 

Fixed Factory Overhead 5,00,000 5 


24,00,000 24 
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Required : Should the part be made or bought (1 ) if the fadlity 
released because of ‘buy* will remaia idle and (2) the released facilities can 
be rented to another manufacturer for Rs* 50,000. 


SolotlOQ ; 

Make 

Rent Revenue — . 

Cost of Parts 

(Make or buy) (24,00,000) 

Saving in Supervisors’ 

Salaries 


Net relevant costs (24,00,000) 


Buy and leave Buy and 
facilities idle rent 
— 50.000 

( 22 . 00 , 000 ) ( 22 . 00 , 000 ) 

1,50,000 1,50,000 

(20,50,000) (20,00,000) ' 


The analysis indicates that the most advantageous course is to buy 
the component and rent out the facilities. 

Marglaal Costs— Adrantages 

(0 Marginal costing facilitates management in their task of profit* 
planning, as it helps them have a good insight into cost>volume-profit 
relationship. Having regard to market factors they can determine the 
level of activity at which they can optimize the profit. 



(3) Many managerial decisions like make or buy, sell or process 
further, accepting special contract, replacement of equipment are taken by 
employing the marginal costing technique. 


(4) Quesiions resardins manual or machine mcihods of produciioa, 
employing automatic or semi-automatic machines can again be decided 
with the help of marginal costing technique. 

(5) Fixation of selling prices dutins special situatioos ts possible 
only with the help of marginal costing technique. 

j' ; •• , 1 - . • • . -id by not 

■ I ' ' . ' “ ■ Marginal 

. 1 ■ r: ing fixed 

overhead. 

(7) As fixed costs arc excluded the question of under or over* 
absorption of those overheads does rrot arise. 
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Solution : 

The management 
costs. There is - no 
common. 


has to take the decision on the basis of the relevant 
need to take into account the costs that are 


Cost of components 
Ordering costs 
Storage space costs 
Carrying costs 


Without Price 
Reduction 
Rs. 

5,04,000 

420 

4,200 (1) 


Witii price . 

Reduction Difference 
Rs. Rs. 

4,80,000 (24,000) 

140 (280) 

10,000 10,000 

12,000(2) 7,800 


Net savings in costs 


(6,480) 


It is profitable to accept the reduced price offer. 

Tutorial Notes 

(1) When the ordering quantity is 40,000 units the average 

40 non 4- 0 

quantity in stock will be — ■ — 2 ~ 20,000 units 

Carrying Cost — 20,000 x Re. 1*05 X 20/l00=Rs. 4,200 

(2) 60,000 X Re, 1 X 20/100 = Rs. 12,000. 

(4) Make - or - buy decisions. Management is often faced with the 
problem whether to make a component or buy from outside. The rele- 
vant costs for manufacturing the component are the marginal costs. If 
the marginal cost of making the component is Rs. 10, and the supplier is 
making it available at Rs. 12, then for every component manufactured 
internally there will be a saving of Rs, 2. This, of course, is subject to the 
condition that spare capacity is available, and there will be no increase 
in the fixed costs. If fixed costs are also to be incurred then they too 
t must be considered in taking a decision. The making of the component 
should not be at the expense of some other uses of the facility. If it is 
so then the contribution from such alternative use will be lost. In such a 
.case the contribution forgone must be added to the marginal cost of the 
component. 

IHustration 14. Southern Motors Ltd., manufactures automobile 
parts. The following are the costs of making a component SSB 999. 


Total Cost Cost per unit 

for 1,00.000 

units Rs. Rs. 

Direct Material 5,00,000 5 

Direct Labour 8,00,000 8 

Variable Factory Overhead 6,00,000 6 

Fixed Factory Overhead 5,00,000 5 


24,00,000 24 
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Another manufacturer has olTered to sell the same part to Southern 
Motors for Rs. 22 each. Alt of the fixed overhead would continue to be in- 
curred even if the component is purchased from outside except the costs of 
Rs. 1»S0, 000 pertaining to supervisory personnel which could be avoided. 

Required: Should the part be made or bought (1) if the facility 
released because of *buy' will remain idle and (2) the released facilities can 
be rented to another manufacturer for Rs. 50,000. 


SoIatioQ : 

Make 

Buy and leave 

Buy and 

Rent Revenue — . 

faeiliiies Idle 

rent 

— 

50,000 

Cost of Parts 

(Make or buy) (24,00,000) 

(22.00,000) 

(22,00,000) 

Saving in Supervisors’ 

Salaries 

1,50,000 

1,50,000 

Net relevant costs (24,00,000) 

(20,50,000) 

(20,00,000) 


The analysis indicates that the most advantageous course is to buy 
the component and rent out the fadUties. 


Marginal Costs—Adrantagea 


(1) Marginal costing facilitates management in their task of profit- 
planning, as it helps. them have a good insight into cost-volume-profit 
relationship. Having regard to market factors they can determine the 
level of activity at which they can optimize the profit. 

(2) When there arc scarce factors like raw material, labour hours or 
machine hours, marginal costing helps the management to establish correct 
priorities and derive the maximum contribution per unit of scarce factor. 
Thus marginal costing helps the management to determine the product 
mix that can maximize the profit and facilitate continuous review in the 
light of changing conditions. 

(3) Many managerial decisions like make or buy, sell or process 

further, accepting special contract, replacement of equipment arc taken by 
employing the marginal costing technique. '' 

(4) Questions regarding manual or machine methods of production, 
employing automatic or semi-automatic machines can again be decided 
with the help of marginal costing technique. 

(5) Fixation of selling prices daring special situations is possible 
only tvith the help of marginal costing technique. 

(6) By charging the fixed costs against contribution and by not 

charging them to cost units, fluctuation in unit costs nre avoided Marmna! 
costing also results m realistic inventory valuations by excluding fixed 
overhead. ® 


(7) As fixed costs are excluded (be 
absorption of those overheads docs not arise. 


question of under or over- 
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Solution : , , . t , 

The management has to take the decision on the basis 
costs. There is . no need to take into account the costs that are 


common. 


Cost of components 
Ordering costs 
Storage space costs 
Carrying costs 


Without Price 
Reduction 
Rs. 

5,04.000 

420 

4,200 (I) 


Witii price . 

Reduction Difference 
Rs, Rs. 

4,80,000 (24,000) 

140 (280) 

10,000 10,000 

12,000(2) 7,800 


Net savings in costs 


(6,480) 


It is profitable to accept the reduced price offer. 

Tutorial Notes : 

(1) When the ordering quantity is 40,000 units the average 

quantity in stock will be -- —’^^2 = 20,000 units 

Carrying Cost = 20,000 x Re. TOS X 20/100=Rs. 4,200 

(2) 60,000 X Re. I X 20/100 = Rs. 12,000. 

(4) Make - or - buy decisions. Management is often faced with the 
problem whether to make a component or buy from outside. The rele- 
vant costs for manufacturing the component are the marginal costs. If 
the marginal cost of making the component is Rs. 10, and the supplier is 
making it available at Rs. 12, then for every component manufactured 
internally there will be a saving of Rs. 2. This, of course, is subject to the 
condition that spare capacity is available, and there will be no increase 
in the fixed costs. If fixed costs are also to be incurred then they too 
must be considered in taking a decision. The making of the component 
should not be at the expense of some other uses of the facility. If it is 
so then the contribution from such alternative use will be lost. In such a 
.case the contribution forgone must be added to the margind cost of the 
component. 

Illustration 14. Southern Motors Ltd., manufactures automobile 
parts. The following are the costs of making a component SSB 999. 


Total Cost Cost per unit 

for 1,00,000 

units Rs. Rs. 

Direct Material 5,00,000 5 

Direct Labour 8,00,000 8 

Variable Factory Overhead 6,00,000 6 

Fixed Factory Overhead 5,00,000 5 


24,00,000 


24 
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(Hi) Draw a Break»cvtfn Chart. 

Sales price , Rs. 20 per unit 

Variable manufacturing cost Rs.. 1 1 per unit 

Variable selling cost Rs. 3 per unit 

Fixed factory overhead Rs. 5,40,000 per year. 

Fixed selling cost Rs. 2,55,000 per year. 

(A/. Com, Pune Unirershy) 

[B.E.P. Rs. 26,40,000 ; units to be sold to earn a nrofit of 
[Is. 60,000 1,42, 000] 

3. Company A manufactures and sells a consumer product. It can 

produce and sell up to 3.000 units at a variable cost of Rs 1*50 per unit 
ind fixed costs of Rs. 5,000 from 3001 to 6000 units at a variable cost of 
Is. TOO per unit and fixed costs of Rs. 7,000 and from 6001 to 10,000 
inlts, at a variable cost of 0*50 paise per unit and fixed cost of 
ile. 15,000. The president has found that 2,500 units can be sold at a 
mce of Rs. 6*00 each, 3,000 units at a price of Rs. 4 00 each, 8,000 units 
irobably could be sold at Rs. 3*50 per unit if advertising were increased 
>yRs. 1,000 and selling costs by Rs. O'iO paise* per unit. The latter 
osts are in addition to those already stated for the 6001 — 10,000 units 
ange. How many units should company A plan to produce and 
ell 2,500, 5,000 or 8.000 ? (M.B.A. Madras) 

(The company should produce and sell 5,000 units.] 

4. The following figures are obtained from the TetoTds of Easy- 
Flow Ink Company. There will be no change to the cost-sales relationship 
luring the coming year except as Indicated. 


Sales (20,00,000 bottles @ 25 p) 5,00,000 

Variable costs 3,00,000 

Fixed costs 1,00,000 

Total costs 4,00,000 

Profits before Tax 1,00,000 

Income Tax 50.000 

Profit aftertax 50,000 

You are required : 


( 1 ) To calculate the D.E.P. in sales and units. 

(2) To calculate the new B E.P. if a plant expansion will add 
Rs. 50,000 to fixed costs and increase capacity by sixty per cent. 

(3) To calculate the required sales after plant expansion for maintain- 
ing the present profits before tax. 

( 4 ) To calculate the profit if the plant operates to the full capadty. 
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(8) Marginal costing helps to highlight . the aspects that can be 
controlled. 

(9) It enables the management to clearly grasp the implications of 
alternative production and sales policies. 

Disadvantages 

(1) The classification of expenses into fixed and variable is a 
complicated job. Although certain methods have been - developed to 
analyse semi-variable into fixed and variable, they are not satisfactory. 

(2) Since variable overheads are also to be estimated the problem 
of over and under-recovery cannot be eliminated altogether. 

(3) Over emphasis on marginal costing may sometimes lead to 
faulty decisions leading to under-recovery of fixed costs. In some cases 
it may be difficult to revise the prices later. 

(4) It is difficult to apply marginal costing to concerns adopting job 
.costing methods.- 

(5) With increasing automation, enterprises arc going to have a higher 
proportion of fixed costs than variable costs. So to what extent marginal 
costing is suitable under the changing condition is a debatable point; 

(6) Some of the advantages of marginal costing are also provided 
by the application of standard costing technique. For example, the 
effect of fluctuating output on fixed overhead is disclosed by volume 
variance. 

Suggested Reading 

(1) Introduction to Management Accounting— Ch&rlei Horngren 

(2) Management Accounting— Harper 

(3) A Report on Marginal Costing -I.C.W.A., London 

(4) Cost Accounting and Costing Methods— "Wheldon. 

ASSIGNMENT MATERIAL 


1. From the following particulars, find out the Break-even point. 


Variable cost per unit 
Selling price per unit 
Fixed expenses 


. Rs. 
20 
30 

1,00,000 


L selling price per unit if the break-even point is 

brought down to 8,000 units ? How many number of units are to be 
produced and sold to earn a profit of Rs, 12,500, when the break-even 
sales IS 8,000 units ? ( 5 . Com Madras University Nov. 1982) 

o 3,00,000; units 10,000; when B.E.P. is 

profit of Rs. 12,500, required 

sales 9,000 units.] > « 


2 . 



From the following data calculate ; — 

Break-even point expressed in amount of sales in rupees 
Number of units that must be sold to earn a profit of Rs. 60,000 

vpor * ^ 
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Rs. 20 per unit 
R$. 1 1 per unit 
Rs, 3 per unit 
Rs. 5,40.000 per year. 
Rs. 2,55,000 per year. 
(A/. Com. Pune Unlversfi}’) 

rB.E.P. Rs. 26,40,000 ; units to be sold to earn a profit of 
Rs. 60,000«1,42,0001 

3. Company product. It can 

produce and sell up Rs 1*50 per unit 

and fixed costs of I - ■ variable cost of 

Rs. rOO per unit anc vi ivs, ana from 6001 to 10,000 

units, at a variable cost of 0*50 palse per unit and fixed cost of 
Re. 15,00'^ T*.. . t... t • - gjyj jjg jqjj 

price of R Rs. 4 DO each, S.OOO units 

probably * advertising were increased 

by Rs. 1,000 and seltiag costs by Rs. 0*10 parse* per unit. The latter 

I costs are in addition to those already stated for the 6001— 10,000 units 
ranee. How many units should company A plan to produce end 
‘ sell 2,500, 5,000 or 8,000 ? (M.B.A. ^fodraJ) 

[The company should produce and sell 5,000 units.) 

4. The following figures are obtained from the records of Easy- 
FIow Ink Company. There will be no change in the cost*sales relationship 
during the coming year except as indicated. 

Sales (20,00,000 bottles @ 25 p) 


Variable costs 
Fix^ costs 


Total costs 


Profits before Tax 
Income Tax 


Profit after tax 
You arc required.: 

(1) To calculate the B.E.P. in sales and units. 

(2) To calculate the new BE.P if a plant expansion will add 
Rs. 50,000 to fixed costs and increase capacity by sixty per cent. 

(3) To calculate thcrcqoircd sales after plant expansion for maintain- 
ing the present profits before tax. 

( 4 ) To calculate the profit if the plant operates to the full capacity. 


5,00,000 


3.00. 000 

1 . 00 . 000 


4,00,000 


1,00,000 

50.000 


50,000 


Cbftpter lO/Mar^tl Costlag and Profit PUanlzig 

(iiO Draw a Break-even Chart. 

Sales price 

Variable manufacturing cost 
Variable selh'ng cost 
Fixed factoiy overhead 
Fixed selling cost 
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(8) Marginal costing helps to highlight . the aspects that can be 

controlled. , . . 

(9) It enables the management to clearly grasp the implications of 
alternative production and sales policies. 

Disadvantages 

(1) The classification of expenses into fixed and variable is a 
complicated job. Although certain methods have been ■ developed to 
analyse semi-variable into fixed and variable, they are not satisfactory. 

(2) Since variable overheads are also to be estimated the problem 
of over and under-recovery cannot be eliminated altogether. 

(3) Over emphasis on marginal costing may sometimes lead to 
faulty decisions leading to under-recovery of fixed costs. In some cases 
it may be difficult to revise the prices later. 

(4) It is difficult to apply marginal costing to concerns adopting job 
costing methods.- 

(5) With increasing automation, enterprises are going to have a hi^er 
proportion of fixed costs than variable costs. So to what extent marginal 
costing is suitable under the changing condition is a debatable point.’ , 

(6) Some of the advantages of marginal costing are also provided 
by the application of standard costing technique. For example, the 
effect of fluctuating output on fixed overhead is disclosed by volume 
variance. 

Suggested Reading 


(1) Introduction to Management Accounting—Charles Horngren 

(2) Management Accounting — W.M. Harper 

(3) A Report on Marginal Costing — I.C.W.A., London 

(4) Cost Accounting and Costing Me/hods— Wheldon. 

ASSIGNMENT MATERIAL 


1. From the following particulars, find out the Break-even point. 

, Rs. 

■variable cost per unit 20 

Selling price per unit 30 

Fixed expenses 1,00,000 

What will be the selling price per unit if the break-even point is 
brought down to 8,000 units ? How many number of units are to be 
produced and sold to earn a profit of Rs. 1 2,500, when the break-even 
sales IS 8,000 units ? ( 5 . Com Madras University Nov» 1982) 

P- 3,00,000; units 10,000; when B.E.P. is 
8,M0 un^, selling price is Rs. 32'50, to earn profit of Rs. 12,500, required 
sales 9,000 units.] > . 


2, From the following data calculate : — 

point expressed in amount of sales in rupees 
(«; Number of units that must be sold to earn a profit of Rs. 60,000 
per year. 
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(WO Draw a Break-even Chart. 

Sales price . Rs. 20 per unit 

Variable manufacturing cost Rs. 1 1 per unit 

Variable selling cost Rs. 3 per unit 

Fixed factory overhead Rs. 5,40,000 per year. 

Fixed selling cost Rs. 2,55,000 per year. 

(A/. Com. Pune Universiiy) 

tB.E.P. Rs. 26,40,000 ; units to be sold to earn a profit of 
Rs. 60,000=1,42,000] 

3. Company A manufactures and sells a consumer product. It can 

produce and sell up to 3.000 units at a variable cost of Rs. 1*50 per unit 
and fixed costs of Rs. 5,000 from 3001 to 6000 units at a variable cost of 
Rs. I'OO per unit and fixed costs of I^. 7,000 and from 6001 to 10,000 
units, at a variable cost of 0*50 paise per unit and fixed cost of 
Re. 15,000. TTie president has found that 2,SOO units can be sold at a 
price of Rs. 6*00 each, 3,000 units at a price of Rs. 4 00 each, 8,000 units 
probably could be sold at Rs. 3*50 per unit if advertising were increased 
by Rs. 1,000 and selling costs by Rs. 0*J0 paisr per unit. The latter 
costs are in addition to those already stated for the 6001 — 10,000 units 
range. How many units should company A plan to produce and 
sell 2,500, 5,000 or 8,000 ? . {M.B.A. Madrat) 

[The company should produce and sell 5,000 units.] 

4. The following figures arc obtained from the records of Easy- 
Flow Ink Company. There will be no change in the cost-sales relationship 
during the coming year except as indicated. 


Sales (20,00,000 bottles ® 25 p) 5,00.000 

Variable costs 3,00,000 

Fixed costs 1,00,000 

Total costs 4,00,000 

Profits before Tax 1,00,000 

Income Tax 50,000 

Profit after tax , 50,000 

You arc required.: 


(1) To calculate the B.E.P. in sales and units. 

(2) To calculate the iiew B E if a plant expansion will add 
Rs. 50,000 to fixed costs and increase capacity by sixty per cent. 

- (3) To calculate the required sales after plant expansion for maintain- 
ing the present profits before tax. 

(4) To calculate the profit if the plant operates to the full capacity. 
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(5) To calculate the number of units to be sold after expansion is 
undertaken if the price is reduced to 22 paise and in order to 
earn tiie same profit plus a return of Rs. 10,000 on the new 
investment. 

t(l) (0 10,00,000 bottles (//) B.E.P. sales Rs. 2,50,000 ; 
(2) Rs. 3,75,000, (3) Rs. 6,25,000, (4) Pre-tax profit 
Rs. 1,70,000, (5) Rs. 8,17,143.] 

5. Calculate the effect of sales-mix from the following data by 
comparing the P/V ratio and the break-even point. 

Products 



P 

Q 

R 

5 


Rs. 

Rs. 

Rs. 

Rs. 

Sales 

40,000 

50,000 

20,000 

10,000 

Variable cost 

24,000 

34,000 

16,000 

4,000 

New sales mix 

30,000 

44,000 

40,000 

6,000 


Fixed costs Rs. 29,400 {I.C.W.A. Final, December 1980) 


[Because of the -revised sales mix B.E.P. increases from Rs. 84,000 
to Rs. 93,630] 

6, Tlie following are the details relating to tlie operations of a 
Company for a year : 

Rs 

Sales —1,00,000 units 
(80% capacity) 

@Rs. 50 each 50,00,000 

Variable costs 30,00,000 

Fixed costs • 14,00,000 

Income before taxes 6,00,000 

(a) Find out the break-even point in terms of volume and capacity^ 

(b) Inventory is changed to LIFO basis increasing material costs 
by Rs. 1 ,00,000 and depreciation is charged on replacement cost basis, 
thus increasing depreciation by Rs. 20,000. Find out the new break-even 
point at the percentage of capacity to break even. 

(c) It is estimated that during the next year (assuming the adoption 
of LIFO basis and depreciation on replacement cost) variable costs 
increase 5% and fixed costs 10% over the amounts in (h) above. 

Compute the break- even point and the level of capacity to be 
achieved if 

(/) sale prices do not change 

(i7) sale prices increase 5% 

(Hi) sale prices increase 10%. (I.C.W.A, Final) 
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[(o) 70,000 units ; 56 per cent capacity. 

(i) 74,737 units ; 59'8r^>er cent capaci^- 

(c) (0 89,513 units ; 71*6% capacity(//) 67,295 units ; 53*8% 


(//O 69,577 ; 55'7%1 

^ 7. The trading results of Oxfam Lid. for the first year of business 
(v^ch ended on 3lst December, 1981 are : 



Rs. 

Rs. 

Sales (at Rs. 40 per unit) 


32,00.000 

Leu: 



Material 

12,00,000 


Labour 

4,80.000 


Variable overiiead 

2,40,000 


Fixed overhead 

5,00,000 

24,20,000 

Profit 


7,80,000 

^ ... , . 




Rs. 40,000. 


You are required to : 

(а) Evaluate the marketing manager’s proposal ; and 

(б) Assuming the selling price was reduced, as proposed, unit 

variable cost remaining as in 1981, and fixed overhead incited by 
Rs. 40,000, calculate what quantity would need to be sold in 1982, in 
order to yield a profit of Rs. 10,00,000. (C.A, firral, May 1982) 

rihe marketing manager’s proposal will increase net profit by 
Rs. 4,40,000 ; sales required to yield a profit of Rs. 10,00,000— 
Rs. 49,00,000] 


8. A mechanical toy factoiy present the following information for 
the year 1982 : 


Material cost 
Labour cost 
Fixed overheads 
Variable overheads 
Units produced 
filing price 


Rs. 

1,20,000 

2.40.000 

1 . 20.000 

60,000 

12,000 

50 per unit 


The available capacity is a production of 20,000 units per year. The 
firm has an Older for the purchase of 5,000 addit ional units at a price 
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of Rs. 40 per unit. It is expected that by accepting this offer there ^ 
be a * saving of Re. 1 per unit in material cost on all units manufacture ; 
the fixed overhead.will increase by Rs. 35,000 and the overall- efficiency 
will drop by 2 per cent on all production. Draft a report to the 
management, giving your recommendations as to whether this offer can be 
accepted. (I.C.W.A. Final, Modified^ 

9. The present volume of sales in a factory is 30,000 units and 
the management has recently installed modern plants to increase the 
volume up to a maximum limit of six times the present level. The presfcnt 
selling price is Rs. 24 per unit. Six successive levels of sale with equal 
increments reaching up to 1,80,000 units are contemplated. The reduction 
in the selling price is expected to be Rs. 2 at each higher level of sale, , 
The variable costs and semi-variable costs for each level are given below 
and the present fixed cost of Rs. 1,42,000 is expected to remain constant. 


Variable Cost Semi-Variable Cost 


Rs. 

4.18.000 

8.18.000 

12.78.000 

15.78.000 

17.78.000 

19.02.000 


Rs. 

1,50,000 

1.50.000 

1.70.000 
1,70,000 
2,00,000 
2,00,000 


Tabulate indicating the total costs, and increments in sales revenue 
and profits for the various levels given. Give your recommendations as to 
the most advantageous level of sales volume. (l.C.W.A.Firtal) 


10. An Automobile manufacturing company finds that while the cost 
of making in its own workshop part No: 0028 is Rs. 6'00 each, the same 
is available in the market at Rs. 5*60 with an assurance of continuous 
supply. Write a report to the Managing Director giving your views 
whether to make or buy this part. Give also your views in case the 
suppliers reduce the price from Rs. 5-60 to Rs. 4’60. The cost data is as 
follows : 


Rs. 

Materials 2'00 

Direct labour 2’50 

Other variable costs 0-50 

Depreciation and other fixed costs pOO 


6-00 


(lC.fV.A. FltuO 
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II. A manufacturer buys and sells an article. He seeks vour 
advice whether he can himself make and sell it. The followine data 
are relevant : — 



Present 

Proposed 


(buy) 

(make) 


Rs. 

Rs. 

:S 

t ; 

1,00,000 

1,00,000 

Variable 

70,000 

64,000 

Fixed 

22,500 

25,600 

Capital 

50.000 

65.000 


Give your advice in the matter, taking into due consideration the 
relum on capital under the two alternatives above. {J.C.W.A. Final) 
12. The following data is given for a factory for 1982 : — 
Production~-50,000 units. 


Materials consumed 

Rs. 

75,000 

Direct Wages 

50,000 

Variable production expenses 

1,00,000 

Variable selling expenses 

2,00,000 

Fixed expenses 

75,000 

Total 

5,00,000 


Selling price per unit— Rs. 12. 

It is expected that in 1983 ; 

(а) the factory will produce 1,00,000 units ; 

(б) prices of materials will go up by 33*1/3% 

(e) there will be an increase of 25% in variable selling expenses 
rate due to increase in the rate of commission to salesmen and 
extensive advertisement ; 

(d) fixed expenses will go up by Rs. 25,000. 

What will be the cost per unit in J983 based on a production of 
1,00,000 units? 

If it is desired to maintain the same rate of profit on sales as in 
1982, what should be the selling price in 1983 ? [f.C.fKA., Fina/J 

(Rs. 13*20 per unit) 


13. Calculate 

(0 the amount of fixed expenses 
(10 the number of units to break even 
(110 the number of units to earti a profit of Rs. 40,000. 
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The selling price per unit can be assumed at Rs. 100. 

The company sold in two successive periods 7000 units and 9000 

units, has incurred a loss of Rs. 10,000 and earned R^ 10,000 as Profit 
respectively. (LC.W.A. - Mer. 1979) 

l(i) Rs. 80,000 (ii) 8000 units (»/) 12,000 unitsj 

14, Ricardo Engineering Company has received an export order for 
its sole product that would require the use of half of the factory’s total 
caoacitv which is estimated at 4,00,000 units per annum- The factory 

is currently operating at 60% level to meet the demand of its domestic 

enstomers only. An against the current price of Rs. 6'00 per unit, the 
export offer is Rs. 4'50 per unit which is less than the total cost of 
pr^uction, the breakdown of which is given below : 

Variable Cost Rs. 4’00 per unit 

Fixed Overhead Rs. TOO per unit 


Total Cost Rs. 5'00 per unit 

The condition of the export order is that it has either to be 
accepted in full or totally rejected. The following alternatives are 
available for decision-making : 

(A) Accept the order and keep domestic sales unfulfilled to the 
extent of excess demand for the same. 


(B) Increase factory capacity by installing a few balancing machines 
and equipment and also by working overtime to meet the 
balance of the required capacity. This will increase fixed 
overhead by Rs. 15,000 annually and the additional cost for 
overtime work will be Rs. 40,000 per annum. 


(C) Reject the order and remain with the domestic market only. 
Prepare statements indicating the alternatives and suggesting the 
proposal which would be most convenient to the company. 

(I.C.JF.A. Final. - June 1981) 


lAltemativc (B) yields the highest net profit] 

... company manufactures a single product in its faeforj 

utilising 60% of its capacity which is equivalent to 12,000 units per year. 
TJie cost breakdown is as follows ; 


Direct material 
Direct Wages 
Variable Overheads 
The selling price is fixed at Rs. 


® Rs. 8'00 per unit 
@ Rs. lO’OO per unit 
® Rs. 4'00 per unit 
45'00 per unit. Fixed overheae 


• r — . • uim. nxco ovciiii-a 

f at 125% of direct wages on tl 

capacity utilisation. Selling and Administrative overbea 
are taken together amounting to Rs. 41,000 per year. 
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Since the existing product could not achieve budgeted level for two 
years in succession, the company decides to introduce a new low-priced 
product. The existing machinery and equipment will be used with some 
marginal investment, but without creating any bottleneck for the existing 
product. 

The new product numbering 5,000 units is proposed to be produced 
and sold @ Rs, 2S per unit. The cost estimate are as follows : 

Direct material @ Rs. 6.00 per unit 

Direct wages @ Rs. 7.00 per unit 

Variable overheads @ Rs. 2.S0per unit 

The fixed factory overheads are expected to go up by 10% and sell* 
ing and administrative expenses will be increased by Rs 12,000 per 
annum. There will be an increase of workiog capital to the extent of 
Rs.' 75,000, The company considers 20% pretax return on capital 
emplo^ is the minimum acceptable for any project. 

You are required to advise the company whether the manufacture of 
the new product should be taken in hand. {I.C,fV.A. Final-^une 1982) 

I— The new product provides a return of 24% and therefore it 
may be introduced to improve the overall profitability]. 

16. At the budgeted activity of 75% of total capacity, a company 
earns a PV ratio of 25% and a profit of 10% on sales. During the course 
of the year the company had to reduce its price of the product by 10% 
due to recession and poor ofitake. The company was able to achieve 
actually a production and sales volume for the year equivalent to 50% of 
its total capacity. The sales value at this level was Rs. 13,50,000 at 
the reduced price of Rs. 9*00 per unit. Due to reduction in production 
the actual variable costs went up by 2% of the budget. 

Required : 

(0 Comparative statement of profitability at the budgeted and actual 
activity. 

(/i) Find the PV raiio, break-even point in value and units of produc- 
tion at the actual sales activity. 

(G A. Final November 1982) 
(0 Budgeted profit ; Rs. 2,25,000 ; Actual loss Rs. 1,35,000 ; 
(li) B.E.P. in units of the actual sales activity 2,50,000 units.) 

Soggested Reading 

(1) A Report on Marginal Costing— ICMA, London 

(2) Cost Atxountiog— Cashin and Polmeni 

(3) Management Accounting for Profit Control — Keller and Ferrara. 
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Financial Management-Some Aspects 


Scope. This is not a book on financial management. However in 
view of the demand from the professional students, an attempt is made 
to cover some of the popular topics in a brief manner. Chapter 5 of 
this section (Section 7) has covered the topics cash budget and working 
capital budget. In this chapter the topics capita! budgeting, cost of 
capital and leverages are being covered. A list of suggested reading is 
given at the end of this chapter for the students desiring to have an in- 
depth study of these and other related topics. 

CAPITAL BUDGEHNC 

In the previous chapter we discussed how management takes decisions 
in the short run. However, management is called upon to take long-term 
decisions such as general expansion of plant facilities, reorganisation of 
plant and equipment, measures to improve the quality of products, 
introduction of new products and the like. Such difficult decisions have 
long-range implications and are called ‘capital budgeting’ decisions. 
Generally decisions relating to investment of money which results in 
benefits accruing for more than one year are classified as t^pital ex- 
penditure decisions. Capital budgeting problems are common to all 
enterprises, both profit-making and non-profit-making. Keller and 
Ferrara^ define capital expenditure decisions “as those which involve 
expenditures made in anticipation of maintaining current revenues and 
increasing future revenue prospects”. 

In capital expenditure decisions the management has several alter- 
natives and the question they face is what alternative they should choose 
to invest their limited resources. Naturally, they would like to choose the 
one which yields the greatest net benefit. The benefit or return obtained 
f^rom the investment of such funds must at least be equal to the cost 
of capital procured for investment. 

Basic Components of Capital Budgeting Analysis 

Capital expenditure involves the commitment of a large amount of 
funds and once a decision is taken it becomes difficult to reverse it without 
incurring heavy loss. Therefore, the decision-making in this area must 
be taken after a careful analysis of the various aspects involved. The 
following are the basic components of a capital budget analysis. 


'McTtogonwi; Accounting for Profit Control. 
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( 1 ) Estimating Cost of the Project. As a firm is not m a position 
to Implement all proposals, it has to estimate cost of the projeel, to find out 
projects which are feasible having regard to the amount of funds available. 
The cost of the project must include cost of installation and working 
capital requirement as well. 

( 2 ) Estimating Cash Inflows. These represent the benefits expected 
in the future as a result of the project- As these relate to future, they must 
be carefully estimated. 

( 3 ) Determination of Cut-off Rate. There must be a yardstick to 
measure the profitability or otherwise of a project. Such a yardstick is 
provided by the cut-off rate and it is generally based on the firm’s cost of 
capital. 

( 4 ) Ranldng the TarioQs proposals. As the resources of the firm are 
limited and all projects cannot be undertaken, they must be ranked in 
the order of priority. Ranking difl^rs depending on the method of 
appraisal and also the type of proposal. 

In the case of independent proposals which do not compete with one 
another the proposals are ranked on the basis of return, after rejecting 
those that do not provide the minimum rate of return. 

In the case of mutually exclusive proposals (the acceptance of one 
must lead to the rejection of the other) the project that maximizes share- 
holders’ wealth must be accepted. NPV method is most appropriate in 
this regard. 

( 5 ) Time valuer'^ 

to estimate the futun- . 5^ preferable 

to accounting profit, < reason. In all 

investment proposals the attempt Is to determine the economic value and 
cash flows are more relevant for this purpose. 

(6) Risk and Sensitirity Analysis. As the data associated with capital 
budgeting relates to future, one cannot be absolutely certain about such 

data Regard * »-,4 4, -t , , jnsequent 

nskfactors. 1' r •; • ' • ■ ; , • -for rfsj: 

and uDccrta* • 1 * . " . • i ' * • ’ . * * . ^ ' .'J .j sensitivity 

analysis, for the management to judge the possible consequences of erro« 
in forecasting. 

I. Methods of Appraisal 


-.7. * 4111* IS a very simple mctnod to cvaluali. 
capita expenditure decision! Under this method, the period within S 
the total cash inOows from the project would equal the cost of the nro£, 
,! calculated for each of the alternatives and the project which hS S 
least pay-back period IS selected. ^ ^ wiicnnas the 


Fonnala : 


Pay-back period (in years)** Cost of proiecj 

Average net mcreraentsi /...u'rtJ: 
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The term average- net incrementa] cash flow means “the increa^ in 
revenue plus the savings, if any, in marginal costs Depreciation is 
ignored in this calculation. 

Merits. This method is suitable to industries, where the risk of 
obsolescence is very high. In a field like electronics where technological 
changes arc verj- fast, the investor must be able to recover his investment 
in the shortest period. Similarly, in some of the defence industries where 
changes are ver>' fast, this method is best suited. It also facilitates the 
quick rotation of funds, patticularh’ when funds are in short supply. This 
method should not be compared with discounted cash-flow methods as 
the latter arc based on profitability. The pay-back technique is a liquidity 
measure. It merely indicates the period within which the investment will 
recovered. So it is belter to use this method to supplement the net 
present value method or its derivative profitability index. Generally 
management determines the maximum pay-back period having regard to 
cost of capital. Say if cost of capital is 20%, then the maximum pay-back 
period still work out to 5 years. So projects involving a pay-back period 
of more than 5 years will be rejected because of the uncertainties 
involved. 

Demerits. (1) This method docs not take into account the return 
generated bj- a project after the pay-back period. Projects requiring 
heavy investment may involve a long payback period, but such projects 
will also last long and yield vciy high returns. 

(2) Even in the case of two projects having the same pay-back 
period the one which has more cash inflows in (he earlier years has to be 
preferred, if one takes into account the time value of money. As this 
method does not consider the lime value of money, it is inadequate to 
evaluate two alternative projects where the cash inflows are uneven. 

Uluidralion 1. Pay-back Ltd., proposes to introduce a new machine 
to increase production cap.icity of department 'OM'. Two machines are 
available, type 'Tat' and type *Sat\ The following information is avsil- 
L ^ J j 'Sat' respectively. .A.drise which machine 

should be purchased, employing the pay-back method. 


Details 

Tat 

Sat 

Cost of machine 

Rs. IS,000 

Rs. 36,000 

Estimated life 

5 years 

6 years 

Increase in revenue 

Rs. 2.D00 

Rs. 4.000 

Estimated saving in wages 
Additional costs to be incurred to 

Re. I 5,000 

Rs. 6,000 

run the machines 

Rs. 1.000 

Rs. 1,000 

Estimated sasing in scrap 

Rs. 500 

Rs. 

soo 

Estimated savings in direct materials Rs. 500 

Re. 

o 

o 

Additional costs of supenision 

Rs. 1,000 

Re. 1,000 



Solatioo : 

Machines 


Estimated working life 

Tat 

5 yean 

Sat 

6 yean 

Cost of machine 

Rs. 18,000 

Rs. 36,000 

Increase in revenue 

Estimated savings in wages 

Estimated savings in scrap 

Estimated savings in direct matenals 

Rs. 2j000 
Rs. 5,000 
Rs. 500 
Rs. 500 

Rs. 4,000 
Rs. 6,000 
Rs. 800 
RS. 200 

Total savings (0 

Rs. 8,000 

Rs. 11,000 

Additional costs of supervision - ^ 
Additional costs to run the machio/' 

Rs. 1,000 
Rs. 1,000 

Rs. 1,000 
Rs. 1,000 

Additional costs (//) 

Rs. 2.0C0 

Rs. 2.000 

Net cash inflow (/—//) 

Rs. 6,000 

Rs. 9,000 


- . . . 18.000 
Pay-back penod “6;ooo' ’ 

U. Discounted CAsh-floK Techaiqoes 


, 36,000 . 

'5!'“” -g7«i!r=‘'y“" 


Before we discuss the discounted cash-flow technique we should 
^ understand the cocoept of present value of money. The basic idea behind 
discounting future cash inflows is that a rupee received later is not equal 
to a rupee received now. One of the causes for this, of course, is inflation. 
But in DCF technique we arc not concerned with that factor. One rupee 
1 available now can be invested at interest and will be more than rupee one 
at a future date. So you cannot equate a rupee receiked in future 
rupee on hand. To illustrate let us take an example A has Rs. 
on 1-1-80 which, let us say, he can invest @ 100% compound loterr^; 
the compounding being done yearly. Now let us calculate the posit.-on^ 
investment as on 1-1-81 and I-I-52. 


Principal 


Interest 

Principal arJ 

os on 

Rs. 

Year 

Rs. 

as on 

1-1-80 

100 

1980 

100 

l-l-si -'Y 

1-1-81 

200 

1981 

200 



Now from the above example it follows that Rs. v '' 

Rs. ICO on 1-1-80 if the rate of interest is ]00?o- 1* 

received on 1-1-81 is equal toRe. O'iOon 

100%. Likewise Rs. 400 on M-82 is ^ 

discounted at 100%. la other words. Re. I . 

Re. 0'25. From this analysis it is efcar ~ 

, leceipts depends on two factors; fO 
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be received in distant futuife will have less present value than amounts to 
be received in near future. (2) The rate of discount. The higher the 
rate of discount, less is the present value. Given the time of receipt and 
the rate of discount the present value of cash flows can be calculated with 
the help of discount factors given in present value tables. Discounting 
is done by multiplying the cashflow with discount factor and the process 
is known as discounting. By discounting all future cash-flows are conver- 
ted to the present value on a uniform basis. 


Two Tj^es of Present Value Tables : 

When cash-flows in each year are not the same, present values 
similar to the ones given in Table 1 below are to be used. 


Tabic 1 


Present value of Re. 1 to be received in one payment at the end of a 
given number of years (1 


Years 

10% 

12% 

15% 

18% 

1. 

0-909 

0-893 

0-870 

0-848 

2. 

0-826 

0-797 

0-756 

0-718 

3. 

0-75 J 

G-7J2 

0-658 

0-609 

4. 

0-683 

0-636 

0-572 

'0-516 

5. 

0-621 

0-567 

0-497 

0-437 

Discount factors given 
Table 1. 

in Table 2 

Table 2 

are derived by adding data 

Present value of Re. 1 to be received per period ^ — 

(1+r)-" 

r 

Years 

10% 

12% 

15% 

18% 

1. 

0-909 

0-893 

0-870 

0-848 

2. 

1-736 

1-690 

1-626 

1-566 

3. 

2-487 

2-402 

2-283 

2-174 

4. 

3-170 

3-037 

2-855 

2-690 

5. 

3-791 

. 3-605 

3-352 

3-127 


When cash-flows are even, the discount factors given in Table 2 can b 
used. For exarnplc, if cash inflows arc 2,000 per annum for 4 years an 
they are to be discounted at 12%, the present value of such flows will be 

Rs. 2,000x3'037=Rs, 6,074. 


p.CF. technique can be used in three ways to evaluate capiti 
They are (1) Net present value method, (2) Desii 
variationr^^ Internal Rate of Return. Let us discuss the thre 


Under this method a 
^ discounted at some minimum desired rate o 

return. This minimum rate may be equal to cost of capital or opportunit; 
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cost. If the sura of discounted cash Inflows is greater than the sum of 
discounted cash outflows at various points of time, the net present value 
is a positive figure and indicates that the project may be taken up. When 
the management has to choose among several alternative investments, the 
one with the largest net present value is most desirable. It should’ be 
noted that the incremental cash flows are to be calculated before dcpre- 
ciation but after taxation. This is because depreciation is only a book 
entry and does not result in cash outflow. 

Merits. (1) This method takes Into account the time value of money. 
(2) Unlike the pay-back period method, this measures the profitability 
or otherwise of the project by applying a cut-off rate. 

Demerits. When comparison of two projects involving different 
outlays is to be made, this method is not suitable. 

Illustration 2. A Ltd. wants to invest Rs. 12,000 in a project which 
will yield net incremental cash flows of Rs. 5,000 per annum for 3 years. 
If the desired rate of return is 12%, advise the company whether it is 
desirable to take up the project. 


Year 

NCF 

Discount Factor 

PV 

0 

-12,000 

1-000 

-12,000 

1 

+5.000 

0-893 

+4,465 

2 

+5,000 

0-797 

+3,985 

3 

+5,000 

0-712 

+3,560 


Net Present Value 


+ 10 


Since the net present value is a positive figure, the project yields the 
desired rate of return and therefore the company should be advised to 
go ahead with the project. 

Tutorial Note. In this problem since the cash inflows are even, 
it is not necessary to discount every year, to obtain the sum of discounted 
cash inflows. We can obtain the value by using the discount factor given 
in Table 2, thus, 

Rs. 5,000x2'402«Rs. 12,010 

It is the same as the sum of discounted cash inflows for the three yean. 

(2) Profitability Index. This is also called desirability factor and 
is an improved version of net present value method. This index shows 
the relationship between the sum of discounted cash inflows and the sum 
of discounted cash outflows. The cash inflows and outflows are 
discounted cither at the rate equal to cost of capital or opportunity cost- 
Expressed as a formula 

Sum of discounted cash inflows 
Profitability Index*® gum of discounted ^h outflows 


This method is helpful to compare projects involving different ouUays 
and thus helps in ranking the projects which are competing for limited 
funds. Projects can also be ranked on the basis of internal rate of 
return. Since the basic assumption of all discounting is the po«ibility 
of reinvesting the funds at the discounted rate, prontabmly index which 



FSA^ 


ACCMOrtag foe 


is obtoined from discounting St a rate equal to cost of ^pital or the 
opportunity cost is more rc^istic and relevant than the jntemal rate ot 
return. 

lUnstratioa 3. A firm whose cost of capita is 10% is considmng 
two mutually c.'cclusivc projects X and y, the details of which are asunder: 



Project X 

Project Y 


Rs. 

Rs. 


78,000 

1,00,000 

Cash flow year J 

10,000 

50,000 

Cash flow year 2 

20,000 

40,000 

Cash flow year 3 

30,000 

35,000 

Cash flow year 4 

45,000 

35,000 

Cash flow year 5 

60,000 

40,000 


1,65,000 

2,00,000 


Discount factors @ 10% 

Year 1 2 3 4 5 

Factor 0-909 0-826 0-751 0-6S3 0'621 

Advise the firm as to which project is better. 


Solution : 

N.P.V. of the projects, cost of capital of the firm being 10% 


Year 

Project 

Project P,V, Factors 

Discounted Cash Flow 


X 

Y 

® 10% 

Project X 

Project Y 


Rs. 

Rs. 


Rs. 

Rs. 

0 

-70,000 

-1,00,000 

1-000 

-70,000 

-1,00,000 

I 

10,000 

50,000 

0-909 

9,090 

45,450 

2 

20,000 

40,000 

0-826 

16,520 

33,040 

3 

30,000 

35,000 

0-751 

22,530 

26,285 

4 

45,000 

35,000 

0-683 

30,735 

22,305 

5 

60,000 

40,000 

0-621 

37,260 

24,840 


Net Present Value 


46,135 

51,920 


Profitability Indices 


p Vrf 1 ' Discounted cash inflows _ 1.16,135 
^ Discounted cash outflows 70,000 " 
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Project ]■ PjsymlcdgtihmfloTO l,5l.9;p _ 

Discounted cash outflows 1,C0,000“ ^ 

Project A’ is acceptable under NPV method as its \-alue is more than that 
of project 3. However, if wc apply the profitability inde.t, project X is 
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Project X: 

Peor Cashflow F.r. Fce.'^/^r 
at2S''' 


Rs. 


Cjji 
Rj. 


0 

-70,000 

rooo 

-70.VW 

1 

10,000 

o-soo 

$,CW 

2 

20,000 

0*640 

)V00 

3 

30,000 

0*512 

15, 3W 

4 

45,000 

0*410 

18,450 

5 

CO.OOO 

0*32S 

19.6SO 

+4.290 


vtsV-V 

IVX> 

0 

0*5S 

0 )JO 

o•:^w 


iV'\\-'*-s’« 

R* 

’ .TVVtVV 
T.f'V 

u.xw 

IM-iO 

<i,y<o 


, 42W 
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Project y : 


Year 

Cash Flows 

Rs. 

P,V. Factors 
at 30% 

Discounted 
Cash Flows 
Rs. 

P.V. Factors 
at 35 % 

0 

-1,00,000 

I -000 

-1,00,000 

1*000 

1 

50,000 

0-769 

38,450 

0*741 

2 

40.000 

0*592 

23,680 

0*549 

3 

35,000 

0*455 

15,925 

0*406 

4 

35,000 

0*350 

12,250 

0*301 

5 

40,000 

0*269 

10,760 

1,065 

0*223 


Discounted 
Cash Flows 
Rs. 

-1,00,000 

37,050 

21,960 

14,210 

10,535 

8,920 


-7,325 


IRR=30+~^x5-30-63%. 

Merits. 1. As it considers the time value of money and also takes 
into nccoilnt the cash flows, it has the advantages of NPV method. 

2. The concept of IRR is better understood than the concept of 
MPV. 


Demerits. 1. The calculation is very tedious and complicated. 

2. In evaluating mutually exclusive projects, the one with high IRR 
may be chosen but it may not be the one resulting in maximisation of 
wealth. 


3. The calculation of difierent IRR rates for two projects presup- 
poses the reinvestment of such funds at such rates. It is unrealistic to 
consider that the same firm will reinvest at dilTcrent rates. 


Comparison of NPV and IRR Methods 

1 . NPV is calculated by using required rate of return as the dis- 
count rate. Under the IRR method rate of return which equates the 
sum of discounted cash inflows with the sum of discounted cash outflows 
is ascertained. 

2. If the NPV is zero or positive the project is accepted. If IRR 
is more than the cut-off rate the project is accepted, otherwise it is 
rejected. 

3. Sound projects arc accepted under both the methods and unsound 
projects are rejected. This is true in the case of all independent 
proposals. 

4. However, in the ease of mutually exclusive projects the two 
methods may indicate contradictor)' decisions. From the point of view 
of maximisation of shareholders’ wealth, it is better to follow the NPV 
method. 


5. Tlic basic assumption behind discounting is that the cash in- 
flows can be reinvested at the discounting rate in the new projects 
Keeping in view this assumption, NPV method is more realistic than IRE 
in ranking two or more projects. 
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III. Accoanting Rate of Return Model 

In this model the additional profits expected of a project are calcu- 
lated as a percentage of the average amount invested. This is also known 
as the unadjusted rate of return model and the financial statement model. 
This may be expressed as 

Average annual increase in the futme net profit .. 

Average amount invested 

The numerator is ascertained by adding up the anticipated after-tax 
profits during the life of the project and dividing it by the number of 
years. For arriving at the average amount invested, the following formula 
is used. 

Networking capital+salvage vaIue+i(lQitlal cost of machine 
“Salvage value) 

This method is not favoured by finance managers as it does not take into 
account the time value of money. 

IQostrttion 5. The plant and machinery in a works department 
produces 2,400 units per annum all of which are sold at a fixed price of 
Rs. 5 per unit. Average annual costs incurred are Rs. 6,000 for direct 
matenals, Rs. 200 for direct labour nod Rs. 500 for fixed overhead. 

The plant and roachloery cost Rs. 2,000 and its estimated scrap value 
at the end of lOyears is Rs. 500. 

Management proposes to replace it by a new plant costing 
Rs. 12,000. If this step is taken output and sales are expected to increase 
50 per cent without alteration in indirect labour costs or fixed overhead. 

Assuming that the new plant and machinery has an efibetive working 
life of ten years and that on average, over the life of a fixed asset, only 
half of the capital remains invested, calculate : 

(a) the increased annual profit ; and 

(a) the yield per cent on the new investment. 

Solation ; 

(c) proftfabtlity statement 


Pnrtieulart Machine 

Old 

New 

“■’Output ■ 

Selling price per unit «f- ^ , 

Investment g** 1 

Estimated scrap value rs. i 

3,600 

Rs 5 

Rs. 12,000 

Nil 

10 years 

Sales 12*000 

Leic : Marginal costs : 

Direct Material Rs. 6.000 • 

nfTwt r ahnitr Rs. 200 Rs, 6,200 1 

Rs 18.000 

Rs 9,000 

Rs 200 Rs 9,200 

Marginal Income R*- 5,800 

Less : Fixed overheads Rs. 5w 

Deoreciation Rs- 160 Rs. 660 

Rs. 8,800 

Rs 500 

Rs. 1.200 Rs 1.700 

Profit net ftf depreciation Rs 5.1^ 1 

Rs 7.100 
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interest is allowed for determining taxable profits. -In the case of 
preference shares, the cost is the rate of preference dividend agreed 
to be payable on such shares. However, it is very difficult to deter- 
mine the cost of equity shares, as there is no agreed rate of dividend 
payable in respect of such shares. One way to overcome this problem is 
to consider current dividend rates in relation to market values as the cost 
of equity funds. Since dividend rates are the result of arbitrary decisions 
taken by the board of directors, a better measure for the cost of equity 
shares is earnings per share in relation to market values. Under this 
method the cost of capital is related to the total earnings attributable to 
equity capital. 

(2) The second question is : Can the finance manager influence the 
cost of capital by changing the proportion of funds drawn from different 
sources ? To be precise, can he reduce the cost of capital by increasing 
debt since it is cheaper than equity funds ? The traditional theorists were 
of the view that a firm can change its overall cost of capital by changing 
the debt-equity mix, since loan fund^ are cheaper than equity funds. 
Therefore, by increasing the proportion of loan funds, according to the 
traditional view, it would be possible to decrease the cost of capital. 

This view of the traditional theorists has been disputed by another 
school of thought known as Modigliani- Miller approach. According to 
this school of thought there is a relationship between company’s capital 
structure and the cost of its debt and equity capital. The cost of capital 
is, therefore, independent of the method or level of financing. Change in the 
debt equity ratio does not affect the cost of capital. This is based on the logic 
that when the proportion of debt increases, it increases the financial risk, 
which results in an increased cost of equity capital because of an increase 
in the expectations of equity shareholders. So it is not possible for a firm 
to increase the debt without increasing the cost of equity capital and vice 
versa. This approach is correct if the capital markets are perfect. In 
reality, however , it is possible to reduce the cost of capital, by increasing 
the debt content because of its cheapness and the tax advantage. 

(3) The difficulty in computing the cost of equity capital is already 
referred to. Theoretically the directors need not declare any dividend on 
the equity capital. So there is no out-of-pocket cost involved. But unless 
investors have expectation of dividend, they will not invest in the equity 
shares. Without dividends being declared market values of shares cannot 
be maintained and it will be difficult for the company to raise fresh capital. 
In order to maintain the market price of shares, the company must earn a 
minimum rate of return on that portion of capital employed which is 
financed by equity. Such minimum rate of return represents the cost of 
equity capital. This may be taken as the rate of return expected by the 
investors to maintain the current market prices of shares. There are 
different approaches for determining the cost of equity capital. They are : 

(0 Dividend-price ratio approach. According to this approach the 
market value of a share is nothing but a capitalised value of anticipated 
dividend payments from the investment. Therefore the market price of the 
shares is determined by investors’ expectation of dividend and that 
determines the cost of capital. 
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((/) Eamings-price ratio approach. Here the market price of the share 
Isa capitalised value of the future earnings. Therefore, the cost of capital 
depends on the earnings rate which will keep the current market prices of 
shares intact. 


(/(<) Dividend'price plus growth approach. In this approach the 
market value depends not only on the dividend but also on the growth 
rate of dividend. The growth rate of dividend is linked to growth rate of 
earnings and the market value of the share. 

(tv) Realised yield approach. All the three approaches discussed 
earlier may pose problem of calculation as they are based on anticipated 
dividends, income and anticipated growth mtes. So some suggest that a 
realistic measure of cost of capital is to calculate the yield realised in the 
past. 

(4) The computation of the cost of retained earnings and deprecia- 
tion funds also poses problems. Here also there is no agreement regarding 
the computation, but it is preferable to adopt the same approach as for 
the computation of cost of equity capital. 

(5) As the cost of capital Is required for capital expenditure decisions, 
the question arises whether one should use the marginal cost of capital 
or average cost of capital. It is because of these diHlculties, some authors 
suggest the use of minimum acceptable rate of return instead of cost of 
capital. Minimum acceptable rate of return is usually higher than cost of 
capital, as it takes into account the risk and uncertainty inherent in the 
proposed projects. 

(6) The total cost of the capitalis a weighted average cost. The 
weights used may be book values or market values of the funds. TTie 
two approaches lead to dilTercnt results. Some authors prefer the use of 
market value rather than book value since the former facilitates the cal- 
culation of current cost of capital. 

Again the calculation of overall cost of capital may be on ‘before 
tax basis’ or ‘after tax basis’. As ihcdbidcnd can be paid only after 
meeting taxation liabiliiies, it is preferable to base the cost of capital on 
after-tax profits. 

Tr— “•? r'-- .r is - ^‘utilc exercise to 

; . ■ ■■ Iccause of the 

’ • • • ' ' “ ' • : which it lies. 

LEVERAGES 


A company by judiciously iDcreasIng the proportion of funds raised 
at fixed cost iii its capital structure, can secure advantage to its eautty 
shareholders. This of course is possible if two Conditions are satisfied. 
They are (I ) the average return on capital employed is higher than lie 
fixed cost at sshich funds arc raised by issue of debentures and preference 
shares and (2) the nsk arising out of committed interest charges is not 
too high. This process of securing an advantage to equity shareholders 
by increasing the em^ymrat of an asset or funds for which the finn pays 
a fixed cost or fixed return is referred to as leverage. 
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ma'mum ^WdSiJof 25% Sn oily bi^palcL^ preference shares. 

Capital employed Rs. 

20 , 00,000 


Profits @ 2$% on capital 

^■"4 debenture interest 

@ 12% on Rs. 12 lalchs 


Profits available for distribution as 
equity dividend 


4,00,000 

1,44,000 


2,56,000 


““““ dividend tte. can be paid ,o e,„i., 

Assort Of s • 

•Trading on shareholders is referred to as 

Financial and Operating Leverage 
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leverane. TK.V . - 


come to 


^rating leverage. Thk mo-, u j o 
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leverage can be secured by increasing the proportion of debt capital ia 
the total capital of the company. In such a case if there is change in the 
return on funds, the share of the debt holders remains the same and that 
causing disproportionate changes in the residue available to equity 
shareholden. Therefore in the case of enterprises having a high 
equity ratio, financial leverage will ‘be higher, due to the presence of 
relatively high amount of fixed charges. Degree of financial leverage is 
calculated by the formula 

Earnings before interest and tax _ EBIT 
Earamgs before tax "" EBr 
There is another way of calculating the degree of the firmnrf«t 
leverage by using (he following formula. 

Percentage change in earnings per share 

~~ Percentage change in earnings before interest and taxes 

Combined or Composite ^ leverage. The composite leverage is tho 
product of these two leverages. While operating leverage measures the 
operating risk, financial leverage measures the financial risk of the 
enterprise. The composite leverage measures the total risk involved in a 
company as it is a multiple of the two leverages. 

Composite Leverage — Operating leverage X Financial leverage, 

EBIT C 

“ EBIT^ EBT“ EBT 

From the above formula it can be seen that the composite lerefQSs 
expresses the relationship between contribution and taxable income. 

Illustration 8. Calculate the degree of operating leverage, degree of 
financial leverage and combined leverage from the following data 

Sales 1,00,000 units @ Rs. 2 per unit = Rs.'2, 00,000. 

Variable cost per unit @ Re. 0'80. 

Fixed Costs = Rs. 1.00.000 

Interest charges = Rs. 4,000. (C./f. fjnal Nov. 1980 modi^ed) 

Solution 
(y4) iVorkings : 

Sales (1,00,000 X Rs. 2) 

Less : Variable Cast (1,00,030 X Re. 0*80) 

CoDlribuliojj (Q 

Less ' Fixed Costs 

Earnings before interest and tax (EBIT) 

Less : Interest charges 

Earnings before tax (EBT) 

80 (45-.l30/l983r 


Rs. 

2,00,000 

80,000 

I,2c',uw 

1 , 00,000 

20,000 

4,000 

16.000 
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(B) Compulation of Leverages ; 

C I,20,CC0 ^ 

(?) Degree of operating leverage — ggj-p - 20, COO ^ 

EBIT_ 20,00 0 _ 

(i7) Degree of Financial Leverage gBT 1 6,005 

{Hi) Degree of composite or combined leverage = 6 X r25 == 7’5 

C _ 1,20,000 _ „ 

EBT 16,000 

Significance of the Leverages to Financial Manager 

The irain objective of the financial manager is to optimise the wealth 
of shareholders in the long run. For this purpose he has to make p 
injelligent use of operating leverage in profit planning and financial 
cverage in planning the capital structure. If the fixed costs are more it 
results in high break even- point and profit can be secured only with a high 
volume of sales. But once the level of sales is high the firm will be able 
to secure more and more profits. So enterprises with relatively more fixed 
costs are riskier than enterprises with less fixed costs. The use of operat- 
ing leverage analysis enables the finance manager to determine profits at 
various levels of production and plan for his profits having regard to 
market risks. 

Financial leverage analysis helps the finance manager to determine 
(he financial structure. As explained in the illustration a firm can secure 
a higher return on owners’ investment by trading on equity. But this is a 
risky proposition if for some reason the average return on capital emplo- 
yed goes down. In such an event, the residual income for owners will be 
very much reduced. It is for the finance manager to determine the proper 
end safe debt-equity mix, having regard to likely fluctuations in the 
operating profits. 

If the finance manager resorts to both high operating leverage and 
high financial leverage, it increases the total risk as the combined elfect of 
these two is a multiple of the two leverages. Keeping the two leverages 
at a low level is a conservative approach and does not help the maximisa- 
tion of wealth. Therefore, the finance manager should try to keep the 
financial leverage low if the enterprise is having a high operating levcrase 
in order to minimise the total risk. Likewise, if the firm is having a low 
operating leverage, he should take advantage by resorting to high financial 
leverage, so that a high return can be secured on owners’ investment. Since 
the other fixed costs are low^ the co.Timitment on account of interest 
charges on borrowed funds docs not aggravate the risk. 

SUGGESTED READING 

1. Financia! Mamgement—Khan and Jain. 

2. ^fanagenient Accounting & Financia! Control — S.N. Maheshwari. 

3. Financial Management and Policy — ^\'an Horne. 

4. Capital Budgeting — J. Dean, 

5. Financial Managements. C, Kuchhal. 



Chapter 11/RnancUl Management-^ome Aspects 

ASSICr^MENT MATERIAL 


1. Define capital budgeting and state its role in decision-making. 

2. ^ What arc the basic components of capital budcctinc anal«is ? 
Compare and contrast IRR and NPV methods. 

3. Enumerate thev,ajs in which the preparation of capital budget 
helps the management. 

4. State how you consider the ‘pay back’ method useful for assessing 
the economic worth of a project. 

5. "Despite all limitations of the method of pay-back peried, it has 
still got significance in proj’ect appraisal.*' Explain, 

6. Discuss the problems of ranking proj'ects with s-arj’ing economic 
lives, sizes, patterns of cash outflows and infioMS. 

7. Discuss the methods used for evaluating and ranking of invest- 
ment proposals. 

8. What is meant by the cost of capital for a firm and what relevance 
does it have in decision-making? How is it calculated for different types 
of sources of capital funds ? Why is the cost of capital most appropriately 
measured on an ‘after-tax’ basis? 

9. Critically examioe the various approaches to determine the cost 
of equity. 

10. Examine the signiflcance of operating and financial leverage 
analysis for a ^ancial executive In corporate profit and financial planning. 

Problems : 

1. The Tamilnadu Fertilizers Ltd. is considering a proposal for the 
insestment of Rs. 5 lakhs on product development which is expected to 
generate net cash infiows for 6 years as under ; 

Years Net cash fows 

Rs, {in thousands) 

1 Nil 


The folloviing are the present value factors ® 15% per annum. 


Year 1 

0-87 

Year 2 

0-76 

Year 3 

0*66 

Year 4 

0 57 

Year 5 

... 0-50 

Year 6 

0*43 
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The company’s cost of capital is 15%. Advise the company on the 
desirability or otherwise of accepting the proposal. 

(Af. Com. Madras, May 1977) 

[As the Net Present Value is a positive figure of Rs. 226*4 
( in thousands) the proposal can be accepted]. ' . ’ 

2. The management of a firm is considering an investment project 
costing Rs, 1,50,000 and it will have a scrap value of Rs. 10,000 at the 
end of its 5-year life. Transportation charges are expected to be Rs. 5,000 
and installation charges are expected to be Rs, 25,000. If the projert is 
accepted, a spare parts inventory of Rs. 10,000 must also be acquired 
and maintained. It is estimated that the spare parts will have an esti- 
mated scrap value after 5 years to 60% of their initial costs. 

Annual revenue from the project is expected to be Rs. 1,70,000 
and annual labour, material and maintenance expenses are estimated to 
be Rs. 15,000, Rs. 50,000 and 5,000 respectively. The depreciation and 
taxes for each of the five years will be : 


Year 

Depreciation 

Taxes 

1 

72,000 

11,200 

2 

43,200 

22, m 

3 

32,400 

27,040 

4 

21,600 

31,360 

5 

800 

39,680 


Calculate net cash flows for each year and cost of the project. 
Evaluate , the project at 12% rate of interest. The discount factors at 
12% are : 

Year 12345 

Factor 0’9 0*8 07 0’6 O’S? 

\C.A. Final {N.S. ) Nov. mi\ 

Hints : (I) Net cash flows are to be calculated dy deducting taxes 
but not depreciation. 

(2) The scrap value of the project and spare parts must be 
taken as the cash inflow of the last year. 

J -90.000 ; (//) Net Present Value® 12% 
rate-t-Rs. 87,502. Therefore the project can be accepted]. 

3. The financial manager of a company has to advise the board of 
directors on choosing between two competing project proposals which 
require an equal investment of Rs. 1 lakh and are expected to generate 
cash flows as under ; ' ^ & 

Project 

/ II 

Rs. Rs. 

48.000 20,000 

32.000 24,000 

20.000 36,000 

Nil 48,000 

24.000 16,000 

12.000 8,000 


End of year I 
2 

3 

4 

5 

6 
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th^ proposal ahouM be lecommeoded aad why ? Assoma 


y<« 1 2 3 4 5 e 

Faclor O’SW O'SM 0-75) 0683 0-621 0^64 

(M. Cem, ifadrat, Uay I9S0) 

Hint: As they are conjpetms proposals NPV method is the most 
appropriate. 


• 2 . A an invcsrmeof opportunity costiog Rs. 40,000 

wth the followiog expected act cash flow (i.c., after taxes aod before 
deprcciatioa). 


Year 


JVef cash fiow 


1 

2 

3 

4 

5 

6 


7,000 

7,000 

7,000 

7,000 

7.000 

8.000 


7 

8 
9 

10 


10,000 

J5,000 

10,000 

4,000 


Using 10% as the cost of capital, dclcnniae the following : 


(a) Pay-bacJ: period. 


(d) Net present value at 10% discouotiag factor. 

(c) Profitability index at JO% discouolmg factor. 
id) IRR with the Mp of 10% diicounling factor and 15% di>- 
countiog factor. 


Year > ■ i o | a | a i . i r. | / | o , ^ | 10 

10 % 

^ n.ftnfi i n fine i/i.*Kifn'aBlfn-aoi!n‘efij!n'513lo'467l 0-424 , 0-355 

jflg factor 
1 5% 

‘lisco"''*- I I L.,,oL.f.U .aTln'at2!o-176!o-327lo-2S4j 0-247 

jng factor 

cash ir.S'rs^&t fo^'-iSTni. 

(d) IRR 14-7%.) 


I 

2 

3 

M 

5 


7 

r 


0909 

0 826 

0'75I 

7-683 

0*621 

0-564 

0-513 

0-467 

0-424 

0'870 

0-756 

0-658 

7-572 

3497 

0'4J2 

0-376 

0-327 

0-254 
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5. Calculate the degree of operating leverage, degree of financial 
leverage, and the degree of combined leverage for the following firms and 


interpret the results. 

B 

Q 

R 

Output (units) 

3,00,000 

75,000 

5,00,000 

Fixed costs (Rs.) 

3,50,000 

7,00,000 

75,000 

Unit variable cost (Rs.) 

rco 

750 

0-10 

Interest charges (Rs.) 

25,000 

40,000 

Nil 

Unit selling price (Rs.) 

3‘CO 

25,00 

0-50 


IC.A. Final (NS) Nov. 1981] 
B Q R 


{Operating Leverage 

2-4 

2-14 

1-6 

Financial Leverage 

rii 

ro7 

T‘0 

Combined Leverage 

2-67 

2-29 

I-61 


6. [a) X Corporation has estimated that for a new product its 
break-even point is 1^,000 units, if the item is sold for Rs. 14 per unit ; the 
cost accounting department has currently identified variable cost of Rs. 9 
per unit. Calculate the degree of operating leverage for sales volume of 
2,i00 units and 3,0C0 units. What do you infer from the degree of ope- 
rating leverage at the sales volume of 2,500 units and ^3,000 units and 
their dilTcrcncc if any ? 

(l>) A firm has sales of Rs. 10.00,000, variable cost of Rs. 7,C0,000 
and fixed costs of Rs. 2,00,000 and debt of Rs. 5,00,000 @ 10% rate of 
interest. What arc the operating, financial and combined leverages ? If the 
firm wants to double up its EBIT, how much of a rise in sales would be 
needed on a percentage basis. [C./f. Final (NS) Nov. 19^9] 

(a) Operating leverage (g) 2,500 units 5 and at 5000 units 3. 

s the operatinr ’.verage is 3, EBIT can be doubled by an 
. ■" rcase of 33 mi sales.] 
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The comparative purchase and operating cost data are given below : 



Petrol truck 

Battery-powered 



Truck 

Purchase cost 

1,50,000 

2,50.000 

Operating cost year I 

24.000 

12,000 

» ir 

34.0C0 

12.000 

in 

29,000 

12,000 

IV 

31,000 

12,000 

V 



12,C00 


Assume an investment incentive of lOO per cent initial depreciation 
allowance and a 50 per cent incidence of corporate tas. No depreda- 
tion is allowed in subsequent years. Taxes are promptly paid. A return 
of 10 per cent after tax and I'nvcsiment incentives it required. Would it bo 
advisable to buy the petrol truck or the bailiy-powertd truck 7 Present 
your tabulations supporting your decision. The present value factors, fot 
discounting at 10 per cent are 

year 1—0-909 year 2— 0'826 year 3— <J-75I 

year 4— 0-6S3 year 5— 0'62l 


The annuity factors for discounting Re. 1 per anoura for 4 year*, *t 
10 per cent, is 3-17 and 5 years, at 10 per cent is 3*79. 

. 1 r Final Dec. m/J 


Hints: (0 Calculate discounted cash flows for each altercatiTe, 
(2) Divide the discounted cash flows by annuity factorto 
arrive at annual lafuc of each alternatne. (3). Tbr oao 
ssith lesser annual value is to be purchased. 


(Purchase of petrol truck is advisablel 

- — — purchase o machine. Two 

- : -. e . . . Rs. 5.00,000. In comparing 

• • rote of 10 r^r cent is to be 
; « • r* • r. '5 be as under : 


Coshfiow 


Year 

Machine A 

\ 

1,50,000 

H 

2.00.000 

111 

2,50,000 

IV 

1,50,000 

V 

I.OO.tXX) 


Indicate which of the machine would N a mort 
luent using the following methods of ranking insesto.nt 


.\facfilne B 
SO.Wi 
1,50,000 
2 , 00,000 

3.00. 000 

2.00. 000 

profitable in test* 

jifOpojali. 


(o) Pay-back method. 

(6) Net present salue ptofiiabiliiy. - ■ 
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(c) Post pay-back method. 

(d) Return on investment method. 

The discount factor at 10 per cent is 
Year .12 3 

Factor 0-9091 0-8264 0-7513 


4 5 

0-6830 0-6209 

{A.C.S. FimlJune 1981} 


[Pay back method : Machine A 

Net present value : Machine A 

Post pay-back prohtability : Machine B 
Return on investment : Machine B]. 

10. Following data in respect of two machines namely A and B are 
detailed below. Depreciation has been charged on straight line basis and 
estimated life of both machines is five years. 


Item 

Machine A 

Machine B 

Cost 

Rs. 56,125 

Rs. 56,125 

Nci income after depreciation and taxes. 


1st year 

3,375 

11,375 

2nd year 

5,375 

9,375 

3rd year 

7,375 

7,375 

4th year 

9,375 

5,375 

5th year 

11,375 

3,375 

Find out 

36.875 

6,875 


(0) Average rate of return on ‘A’ and ‘B’ machines. 

(6) Which machine is better from the point of view of pay- 
point back period and why ? 

(c) Calculate average rate of return when salvage value of 
machine ‘A’ turns out to be Rs. 3,000 and when ‘B’ 
machine has zero salvage value. {A.B.S. Final Dec. 1981 

Machine A Machine B ’ 

I(o) A.R.R 26-28% 26-28% 

(6) Machine B is better since initial cash flows are more than 
for Machine A. 

(c) A.R.R 24-95% 26-28%] . 

Suggested Reading 

(1) Financial Management and Policy— Van Home 

(2) Financial Management — Khan and Jain. 
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Reversionary bonus 
Types of policies 
Valuation balance sheet 
General insurance business 
Additional reserve for 
unexpired risk 
Bonus in reduction of 


5-55 

5-55 

5*60 

5-63 

5-68 

5-60 

5-63 

5-63 

5-64 

5-59 

5*62 

5-63 

5-78 

5-60 


HCA 54 

HCA 8 
HCA I 
HCA 68 
HCA 40 

HCA 30 

HCA 19 

HCA 6 
HCA 96- 
HCA 50 

HCA 66 
HCA 7 
HCA 13 

HCA 29 


premium ^ 5'58 

Commission on reinsurance 5’59 
Profit and loss account 5‘79 

Profit and loss appropria- 
tion account 5" 79. 

Re-insurance 5'59 

Reserve for unexpired 

risk 5*60 

Revenue account 5‘78 

Inter company dividends HCA 50 
Inter company holdings 4'44I 
Inter company owings 4-437 

Inter company profit on 

asset transfers HCA 67 

Interest on own debentures 4-1 12 
Interim dividend 4'223 ; 4'2SZ 


Internal rate of return 

(IRR) FSA 397 

Internal Reconstruction 4-493 

Intrinsic value method « 

Issue of debentures 4‘85 



toSex 


(r) 


Issue of shares for cash 4‘10 

Issue of shares to vendors 4*16 

' K 

factor fSA 376 

Kinds of companies 4‘3 

L 

Labour variances FSA 3*4 

(See under variance accounting) 
Leverages FSA 403 

Life insurance business 5*63 

(See under insurance 
company accounts) 

Liquidation (Companies) 4*536 

B list of contributories 4*565 

Contributories 4*537 

Form of deficiency/ 
surplus account 4*543 

Interest on liabilities 4*5)9 

Legal provisions 4*536 

Liquidator's final state* 
ment of accounts 4*550 

Order of payment 4*538 

Preferent/al paymsats 4*538 

Receiver for debenture- 
holders 4*567 

Statement of afiain 4*540 

Liquidation expenses 4*402 

(Amalgamation) 


M 

Management Accountant FSA 351 


Management Accounting FSA 343 

Advantages FSA 349 

Definitions FSA 344 

Distinguished from 
financial accounting FSA 350 

Duties of a controller FSA 353 

Functions FSA 346 

Tools’and techniques FSA 348 

Managerial remuneration 4*228. 

Administrative ceilings 4*232 

Calculation of net profit 
for remuneration 4*233 

Directors’ remuneration 4*229 

Managers’ remuneration 4*230 

Managing Directors* 
remuneration 4*230 


Whole-time director 4*231 

Management information 
system FSA 354 

Marginal costing FSA 357 

Absorption costing FSA 358 

Acceptance of special 
contracts FSA 377 

Advantages and disadvan* 
lages *FSA 381, 382 

Analytical break-even- 
chart FSA 368 

Angle of incidence FSA 365 

Application of marginal 
costing FSA 373 

Break-even analysis FSA 361 

Break-even chart FSA 363 

Break-even point FSA 361 

Cash break even chart FSA 368 

Cost-volume profit 
analysis FSA 360 

Definition of marginal 
costing FSA 357 

Differential costing FSA 358 

Direct costing 

Key factors FSA 376 

Make or buy decision FSA 580 

Marginal costing equation FSA 363 
Margin of safety FSA 365 

Multiple point break- 
even chart FSA 370 

Profit planning FSA 373 

Profit volume ratio 
(P/V ratio) FSA 362 

P/V graph or C/S graph FSA 370 

Relevant costs FSA 358 

Marked and unmarked 

applications 4*177 

Master budget FSA 248 

Master cost variance FSA 290 

Master mix variance FSA 294 

Material price va^nce FSA 290 

Material yield v* ncc FSA 297 

Minority interest ^ HCA 7 

Modigliani-Miller 

approach FSA 402 

N 

Neoteric trends m piiblis- 

shed accounts 4*315 

Net present value (NPV) 

method FSA 394 



Material price 


variance 

290 

Material usage 


variance 

FSA 292 

Material yield variance 

FSA 297 

Overhead variances 

FSA 311 

Sales variances 

FSA 320 

Margin method 

FSA 322 

Mix variance 

FSA 323 

Price variance 

FSA 323 

Quantity variance 

FSA 323 

Value variance 

FSA 322 

Volume variance 

FSA 323 

Turnover method 

FSA 320 

Mix variance 

FSA 321 

Price variance 

FSA 321 

Quantity variance 

FSA 322 

Value variance 

FSA 321 

Volume variance 

FSA 321 


Variable overhead 


variances 

FSA 312 

Expenditure variance 

FSA 312 

Efficiency variance 

FSA 312 

Vertical form of 

balance sheet 

4-212 ; 4-266 

Vertical presentation 

• 

of final accounts 

4-333 

W 

Wage rate variances 

FSA 304- 

Whole-time director 

4-229 

Whole-life policy 

5-62 

Working capital budget 

FSA 236 

Y 

Yield method of *• 

valuing shares 

4-353 



